
At various points, I cite published
court decisions, sections of ERISA and
other laws, and DOL regulations. One
good source for court cases is www.law
.cornell.edu/opinions. Federal statutes
and regulations are available at www.law
.cornell.edu/uscode and www4.law.cornell
.edu/cfr.

Fiduciaries 
and Plan Assets

ERISA requires that, with a few excep-
tions, “all assets of an employee benefit
plan shall be held in trust by one or more
trustees.” ERISA §403(a), 29 U.S.C. §1103(a).
ERISA distinguishes several kinds of fidu-
ciaries with respect to investments. In
general, fiduciaries are divided into two
groups: named fiduciaries and functional
fiduciaries. Named fiduciaries are persons
or entities that are specifically identified
as the plan’s fiduciaries. ERISA provides
that “[e]very employee benefit plan shall
be established and maintained pursuant
to a written instrument” that provides for
“one or more named fiduciaries who
jointly or severally shall have authority to
control and manage the operation and
administration of the plan.” ERISA §402(a)
(1), 29 U.S.C. §1102(a)(1). A named fidu-

ciary is either a fiduciary “named in the
plan instrument” or otherwise identified as
such by an employer, union, or an 
employer and union acting jointly. ERISA
§502(a)(2), 29 U.S.C. §1102(a)(2). For multi-
employer plans, the board of trustees is
usually the named fiduciary. For corpo-
rate plans, the named fiduciary is usually
the employer or the members of a com-
mittee appointed to manage the plan.

Every fiduciary that is not a named fi-
duciary is a functional fiduciary. Func-
tional fiduciaries acquire fiduciary status
by virtue of what they do, and there are
three kinds:

1. Persons with discretionary authority
or control over the management of
the plan or its assets

2. Persons who give the plan invest-
ment advice for a fee

3. Persons with discretionary authority
or control over plan administration,
including power to designate some-
one else to carry out fiduciary func-
tions.

There are a variety of functional fidu-
ciaries in multiemployer plans.

Trustees: Under ERISA, a plan’s
trustees have “exclusive authority and
discretion to manage and control the as-
sets of the plan.” Id.

Introduction

In recent years, the number of DC
plans has increased dramatically, most
often at the expense of traditional defined
benefit (DB) plans. In part, this is because
Congress has offered new tax breaks for
DC plans, while piling on restrictions for
DB plans and offering incentives for cor-
porations to terminate them. In addition,
401(k) plans have an unbeatable em-
ployer advantage that does not exist for
any other plan structure—Because con-
tributions are taken from employees’ pay-
checks, a 401(k) plan can be designed in a
way that truly costs the employer nothing
while shifting the cost burden entirely to
the employees.

As DC plans have proliferated, they
have been thrust into the spotlight by
criminal and civil prosecutions, and in-
vestigations by the federal Securities and
Exchange Commission, New York Attor-
ney General Elliott Spitzer and other gov-
ernment agencies. In response to this
new regulatory attention, this article fo-
cuses on three topics: trustee fiduciary
duties relating to DC plan investments,
shielding trustees from fiduciary liability
for poor investment performance, and
controlling investment costs and fees.
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The recent emergence of multiemployer 401(k), profit-sharing and money purchase plans as important retirement tools has led 
to a reexamination of the respective roles and responsibilities of trustees, money managers, consultants, brokers and other service
providers. This article reviews trustee fiduciary duties relating to defined contribution (DC) plan investments, shielding trustees
from fiduciary liability for poor investment performance, and controlling investment costs and fees.
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Investment managers: ERISA permits
trustees to “appoint an investment man-
ager or managers to manage (including
the power to acquire and dispose of) any
assets of a plan.” ERISA §402(c)(3), 29
U.S.C. §1102(c)(3).

An investment manager is a fiduciary:
• Who has the power to manage, ac-

quire, or dispose of any asset of a plan
• Who is registered under the Invest-

ment Advisers Act of 1940, 15 U.S.C.
§80b-1 et seq., or an equivalent state
law, or is a bank or insurance com-
pany “qualified to manage, acquire or
dispose of any plan asset”

• Who “has acknowledged in writing
that he is a fiduciary with respect to
the plan.” ERISA §2(38), 29 U.S.C.
§1002(38).

Co-fiduciaries: In addition to trustees
and investment managers, ERISA pro-
vides that a person is a fiduciary to the ex-
tent that:

(i) he exercises any discretionary au-
thority or discretionary control re-
specting management of such plan
or exercises any authority or control
respecting management or disposi-
tion of its assets, [or] (ii) he renders
investment advice for a fee or other
compensation, direct or indirect,
with respect to any moneys or other
property of such plan, or has author-
ity or responsibility to do so. . . .
ERISA §3(21)(A)(i),(ii), 29 U.S.C. §1002

(21)(A)(i),(ii).
Liability: A fiduciary is personally 

liable for any losses to a plan caused by
his or her breach of fiduciary duty, and
must restore any profits made through
his or her improper use of plan assets.
The Department of Labor (DOL), a partic-
ipant or beneficiary, or another plan fidu-
ciary can sue in federal court for a breach
of fiduciary duty. ERISA §502(a), 29 U.S.C.
§1132(a).

The Intersection 
of Plan Investments 
and Fiduciary Duties

The duty of loyalty: ERISA requires
that plan fiduciaries, including trustees,
act solely in the interests of plan partici-
pants and beneficiaries, with due regard
for administrative costs. ERISA §404(a)
(1)(A), 29 U.S.C. §1104(a)(1)(A).

The duty of prudence: A fiduciary
must act “with the care, skill, prudence,

fiduciary has investment duties.” DOL
Reg. §2550.404a-1, 29 CFR §2550.404a-1.
The fiduciary must then act in accor-
dance with the foregoing analysis. Thus,
ERISA requires a fiduciary to determine
the plan’s asset allocation and select the
plan’s investments at all times based on
whether the investment furthers the
plan’s purposes.

Required analysis: In determining
whether to make or continue an invest-
ment, a fiduciary must analyze whether
“the particular investment . . . is reason-
ably designed, as part of the portfolio . . .
to further the purposes of the plan, taking
into consideration the risk of loss and the
opportunity for gain (or other return) as-
sociated with the investment. . . .” DOL
Reg. §2550.404a-1(b), 29 CFR §2550
.404a-1(b).

A fiduciary must also consider “the fol-
lowing factors as they relate to such por-
tion of the portfolio: (A) the composition
of the portfolio with regard to diversifica-
tion; (B) the liquidity and current return of
the portfolio relative to the anticipated
cash flow requirements of the plan; and
(C) the projected return of the portfolio
relative to the funding objectives of the
plan.” Id.

The duty to diversify: ERISA also im-
poses an additional fiduciary obligation
specifically applicable to plan invest-
ments. As part of the “prudent man” duty,
a fiduciary must diversify plan invest-
ments “so as to minimize the risk of large
losses, unless under the circumstances it
is clearly prudent not to do so.” ERISA
§404(a)(1)(C), 29 U.S.C. §1104(a)(1)(C).

The goal is to distribute the risks of
loss by limiting the proportion of assets
invested in any one investment or class of
investments, thereby protecting the fund
to some degree against adverse business
conditions, imprudence or dishonesty in
a particular field and minimizing the risk
of large losses. For example, see Brock v.
Citizens Bank of Clovis, 1985 WL 71535
(D.N.M. 1985), amendment denied, 1986
WL 82936 (D.N.M. 1986), 841 F.2d 344
(10th Cir. 1988).

Investments should be diversified by
type of investment (e.g., stocks, bonds,
real estate) as well as within each class.
Real estate investments should also be di-
versified geographically. Maturity dates
for fixed income investments should be
staggered as well.

For participant-directed plans, invest-

and diligence under the circumstances
then prevailing that a prudent person act-
ing in a like capacity and familiar with
such matters would use in the conduct of
an enterprise of a like character and with
like aims.” ERISA §404(a)(1)(B), 29 U.S.C.
§1104(a)(1)(B).

The focus is on procedure, not out-
come: In determining whether fiduciary
duties have been met, the courts and reg-
ulations look to the process followed by
the fiduciary in determining whether to
make or continue an investment, rather
than focusing on the investment’s success
or failure.

No prohibited classes of investments:
The question is whether the trustees
properly investigated and considered the
merits of the proposed investment or in-
vestment strategy before authorizing the
investment, as in Donovan v. Mazzola,
716 F.2d 1226 (9th Cir. 1983). Unlike the
regulations governing IRAs, there are no
categories of investments that are prohib-
ited. Thus, a plan can invest in art, pre-
cious metals or collectibles even though
they may not be easy to liquidate, pro-
vided that the trustees comply with the
processes described in the DOL regula-
tions in reaching their decision to invest
in such assets.

The role of documentation: Since the
most important factor in determining
whether an investment is prudent is the
process followed in making it, it is vital
that fiduciaries document the process
that was followed in investigating and
evaluating the investment, including the
facts and reasoning that were involved in
the decision to invest. Even if an invest-
ment goes south, the fiduciaries that
made the investment decision will be
found to have acted prudently if they fol-
lowed prudent procedures and carefully
documented them. See Brock v. Robbins,
830 F.2d 640, 648.

Defining prudent procedures: With
respect to plan investments, DOL inter-
prets ERISA’s duty of prudence to require
fiduciaries to give “appropriate consider-
ation to those facts and circumstances
that, given the scope of such fiduciary’s
investment duties, the fiduciary knows or
should know are relevant to the particular
investment or investment course of ac-
tion involved, including the role the in-
vestment or investment course of action
plays in that portion of the plan’s invest-
ment portfolio with respect to which the



ment options must be adequately diversi-
fied. In general, a participant-directed plan
(also called a 404(c) plan) is one that lets
participants choose their investments and
otherwise complies with DOL regulations.
The regulations under §404(c) of ERISA, 29
U.S.C. §1104(c), require a plan to offer a
minimum of three different investment al-
ternatives “each of which has materially
different risk and return characteristics” so
that participants may adequately diversify
the investments in their accounts. DOL
Reg. §2550.404c-1(c)(3), 29 CFR §2550
.404c-1(c)(3). Participant-directed plans
are discussed in greater detail on page 4.

Statements of investment policy:
While ERISA does not require or even re-
fer to investment policy statements, DOL 
encourages plans to promulgate and ad-
here to them. DOL Interpretive Bulletin
94-2, 29 CFR §2509.94-2 (July 29, 1994), 
at www.dol.gov/dol/allcfr/title_29/Part
_2509/29CFR2509.94-2.htm.

According to DOL, an investment pol-
icy statement should be written and
should address the following issues:

• Evaluation of the specific needs of the
plan and its participants

• Investment objectives and goals
• Standards of investment perfor-

mance/benchmarks
• Classes of investment authorized
• Styles of investment authorized
• Diversification of portfolio among

classes of investment, among invest-
ment styles and within classes of in-
vestment

• Restrictions on investments
• Directed brokerage
• Proxy voting
• Standards for reports by investment

managers and investment consultants
on performance, commission activity,
turnover, proxy voting, compliance
with investment guidelines

• Policies and procedures for the hiring
of an investment manager

• Disclosure of actual and potential
conflicts of interest.

See DOL Advisory Counsel, “Report of
the Working Group on Guidance in Se-
lecting and Monitoring Service Providers”
(November 13, 1996), at www.dol.gov
/ebsa/adcoun/srvpro.htm.

DOL also suggests that plans separate
written investment guidelines for each
money manager. DOL Interpretive Bulletin
94-2, 29 CFR §2509.94-2 (July 29, 1994), at
www.dol.gov/dol/allcfr/title _29/Part_2509

agers are not fiduciaries. Mutual funds
and brokers making investments at the
direction of an investment consultant
usually do not have discretionary author-
ity over plan assets, and they do not pro-
vide investment advice for a fee. See Har-
ris Trust & Sav. Bank v. Salomon Bros, Inc.,
530 U.S. 238, 120 S.Ct. 2180, 147 L. Ed. 3d
187 (2000).

In one case, an investment firm and its
manager were held not to be fiduciaries
because they had no contractual agree-
ment with the fund regarding the disposi-
tion of fund assets, were not alleged to
have had any role in the trustees’ decision
to purchase the investment, and were not
alleged to have been granted fiduciary
authority over the plan assets used to
make the purchase or to have acted in
any way as fiduciaries. The fact they were
alleged to have fraudulently misappropri-
ated fund assets meant for purchase of
the note did not in itself transform them
into fiduciaries. Local 875 I.B.T. Pension
Fund v. Pollack, 992 F.Supp. 545 (E.D.N.Y.
1998).

DOL regulations also provide that an
asset manager who would otherwise be
considered an ERISA fiduciary is not
deemed a fiduciary if less than 25% of the
value of the equity interests in the fund is
held by ERISA plans. DOL Reg. §2510.3-
101, 29 CFR §2510.3-101. For this reason,
many funds limit the number of ERISA
plans that can invest. Thus, in Ennis v.
Montemayor, 14 F.Supp. 2d 379, 22 Em-
ployee Benefits Cas. (BNA) 1455, Fed. Sec.
L. Rep. (CCH) ¶90258 (S.D.N.Y. 1998), the
court found that, pursuant to DOL regu-
lations, the manager of an investment
fund was not a fiduciary under
§3(21)(A)(i) or (ii) of ERISA, 29 U.S.C.
§1002(21)(A)(i), (ii), because the global
hedge fund was comprised of less than
25% ERISA funds.

The court ruled because the percent-
age of ERISA benefit plan investors never
exceeded 4.8% of the value of equity in-
terests in the fund, the defendants should
not be considered ERISA fiduciaries un-
der DOL regulations defining what con-
stituted “significant” participation in an
entity by ERISA benefit plan investors.

The court also noted if benefit plan in-
vestors hold less than 25% of any class of
equity interest in an entity, there is no
substantial expectation that the assets of
the entity will be managed in the further-
ance of the investment objectives of the

/29CFR2509.94-2.htm. While written in-
vestment policy statements and money
manager guidelines are not required by law,
every plan should have them if for no other
reason than DOL will ask to see them if the
plan is audited.

Investment Managers
Trustee Liability and Duties

Trustees are not liable for an investment
manager’s errors, and are not required to 
invest or manage plan assets under the 
investment manager’s control. As noted
earlier, ERISA permits trustees to “appoint
an investment manager or managers to
manage (including the power to acquire
and dispose of) any assets of a plan.” ERISA
§402(c)(3), 29 U.S.C. §1102(c)(3). If an 
investment manager is appointed, “no
trustee shall be liable for the acts or omis-
sions of such investment manager or man-
agers, or be under an obligation to invest 
or otherwise manage any asset of the plan
which is subject to the management of
such investment manager.” ERISA §405
(d)(1), 29 U.S.C. §1105(d)(1). And the
trustees will no longer be fiduciarily obli-
gated “to invest or otherwise manage any
asset of the plan which is subject to the
management of such investment manager.”
ERISA §405(d)(1), 29 U.S.C. §1105(d)(1).

Trustees retain a fiduciary duty to
monitor retained money managers, how-
ever. Shortly after the passage of ERISA,
DOL provided the following description
of a fiduciary’s duty to monitor individu-
als to whom fiduciary responsibilities
have been delegated:

At reasonable intervals the perfor-
mance of trustees and other fiducia-
ries should be reviewed by the ap-
pointing fiduciary in such manner
as may be reasonably expected to
ensure that their performance has
been in compliance with the terms
of the plan and statutory standards,
and satisfies the needs of the plan.
No single procedure will be appro-
priate in all cases; the procedure
adopted may vary in accordance
with the nature of the plan and
other facts and circumstances rele-
vant to the choice of the procedure.
DOL Reg. §2509.75-8, 29 CFR §2509

.75-8 (FR-17).

Mutual Fund Managers

In most instances, mutual fund man-

W
EB

E
X

C
LU

SIV
ES

▼

August 2005 • www.ifebp.org • Benefits & Compensation Digest 3



4 August 2006 • www.ifebp.org • Benefits & Compensation Digest

plan investors. Because there was no dis-
pute that the defendants had rendered
investment advice only in relation to the
investment of hedge fund partnership as-
sets, they were not ERISA fiduciaries.

The defendants’ failure to disclose
their nonfiduciary status in any of the
documents on which the ERISA plan re-
lied in deciding to invest in the partner-
ship was irrelevant, since to hold other-
wise would cause the absurd result of
creating ERISA liability for failure to no-
tify plan trustees that one is not subject to
ERISA liability.

Banks and Broker-Dealers

Banks and broker-dealers often are not
ERISA fiduciaries. In one court decision, a
bank and broker were held not to be
ERISA fiduciaries as to options trading
done through them at the direction of the
plan’s independent investment advisor
since the investment advisor was the sole
person with discretionary authority over
the accounts.

The court also found that even if the
broker and bank were considered fiducia-
ries, they were exempt from liability under
DOL regulations protecting brokerage firms
that merely execute trades and do not give
investment advice for a fee. Chee v. Marine
Midland Bank, N.A., Fed. Sec. L. Rep. (CCH)
¶95806, 1991 WL 15301 (E.D.N.Y. 1991), ap-
plying DOL Reg. §2510.3-21(d)(1), 29 CFR
§2510.3-21(d)(1).

The implications for trustees are sig-
nificant. Since mutual fund managers,
brokers and banks ordinarily are not fidu-
ciaries under ERISA, investing in mutual
funds does not provide automatic protec-
tion from personal liability, unlike invest-
ing plan assets through a true investment
manager.

Investment Consultants

Investment consultants can perform a
wide range of services for a plan. Typi-
cally, they monitor the performance of in-
vestment managers, recommend hiring
or replacing particular money managers
or investments, recommend asset alloca-
tion for the plan, prepare the plan’s in-
vestment policy statement and negotiate
fee arrangements with fund managers.

ERISA authorizes plans to hire consul-
tants “to render advice with regard to any
responsibility such fiduciary has under
the plan,” including investment responsi-

the provider, the quality of services
offered, and the reasonableness of
the fees charged in light of the ser-
vices provided. In addition, such
process should be designed to avoid
self-dealing, conflicts of interest or
other improper influence. What con-
stitutes an appropriate method of se-
lecting a service provider, however,
will depend upon the particular facts
and circumstances.  Soliciting bids
among service providers is a means
by which a fiduciary can obtain the
necessary information relevant to
the decision-making process, includ-
ing information about contractual
provisions . . . relating to limitations
of liability and indemnification.
DOL Advisory Op. 2002-08A (August

20, 2002), at www.dol.gov/ebsa/regs/AOs/
ao2002-08a.html.

Fiduciaries remain personally liable if
they select or retain an investment man-
ager or consultant when it is not prudent
to do so. See California Ironworkers Field
Pension Trust v. Loomis Sayles & Co., 259
F.3d 1036 (9th Cir. 2001); Lowen v. Tower
Asset Management, Inc., 829 F.2d 1209 (2d
Cir. 1987).

Trustees have additional reasons to be
cautious. An SEC study has found some
investment consultants are not giving un-
biased advice. In response, SEC and DOL
have prepared a list of ten questions
trustees can use to determine whether in-
vestment consultants have potential con-
flicts of interest. See “Selecting And Mon-
itoring Pension Consultants—Tips For
Plan Fiduciaries,” at www.dol.gov/ebsa
/newsroom/fs053105.html. As a protec-
tive measure, every plan should insist
that its investment consultant submit full
and complete responses to the ten ques-
tions.

Participant-Directed
Investments

Section 404(c)(1) of ERISA, 29 U.S.C.
§1104(c)(1), protects trustees and other
fiduciaries of defined contribution plans
from liability if participants and benefi-
ciaries “exercise control over the assets in
[their] account[s].” If the requirements of
the DOL regulations are met, the plan’s fi-
duciaries “shall not be liable . . . for any
loss, or by reason of any breach, which re-
sults from such participant’s or benefi-
ciary’s exercise of control” over the assets

bilities. ERISA §402(c)(2), 29 U.S.C.
§1102(c)(2).

In fact, one appellate court has ruled
ERISA fiduciaries have an affirmative
duty to seek the advice of an independent
expert whenever their knowledge or abil-
ity is insufficient. Katsaros v. Cody, 744
F.2d 270, 279 (2d Cir. 1984).

Reliance on expert advice does not au-
tomatically insulate trustees. Trustees
must investigate the expert’s qualifica-
tions, give the expert complete and accu-
rate information, and ensure that reliance
on the expert’s advice is reasonably justi-
fied under the circumstances. Chao v.
Hall Holding Co., Inc., 285 F.3d 415, 430
(6th Cir. 2002); Howard v. Shay, 100 F.3d
1484, 1489 (9th Cir. 1996).

While some consultants from large in-
vestment firms disclaim fiduciary status
in their contracts, they nonetheless are fi-
duciaries under ERISA to the extent they
have authority to “render investment ad-
vice for a fee . . . with respect to any mon-
eys or property of such plan.” ERISA
§3(21)(A)(ii), 29 U.S.C. §1002(21)(A)(ii).

DOL also considers investment con-
sultants to be fiduciaries. The regulations
provide an individual renders investment
advice if he or she advises a plan con-
cerning the value of securities or other
property, or makes recommendations on
the advisability of buying or selling secu-
rities or other property.

In addition, the regulations provide 
an investment consultant also gives in-
vestment advice within the meaning of
ERISA §3(21)(A)(ii) if the consultant gives
advice, directly or indirectly, with the un-
derstanding that the advice will be the
primary basis for investment decisions
concerning plan assets and that the indi-
vidual will give individualized investment
advice based on the particular needs of
the plan. DOL Reg. §2510.3-21, 29 CFR
§2510.3-21.

Trustees’ Duty to Prudently
Select and Monitor Investment

Managers and Consultants

Trustees have a fiduciary duty to pru-
dently select and prudently monitor plan
providers, including investment man-
agers and consultants. As DOL has stated:

[A] responsible plan fiduciary must
engage in an objective process de-
signed to elicit information neces-
sary to assess the qualifications of



in their accounts. ERISA §404(c)(1)(B), 29
U.S.C. §1104(c)(1)(B).

To acquire this protection from fidu-
ciary liability, the plan must comply with
the more than 20 detailed requirements
of §2550.404c-1 of the DOL regulations,
29 CFR §2550.404c-1. These requirements
include allowing a reasonable opportu-
nity to exercise independent control of
their investments, offering a broad range
of investment alternatives, and various
disclosures. In addition, the trustees con-
tinue to be fiduciarily obligated to pru-
dently select, monitor and replace invest-
ment choices offered by the plan.

As noted above, the plan must offer
participants a broad range of investment
options that include at least three core 
alternatives. The alternatives must be 
diversified and have materially different
risk and return characteristics. The core 
alternatives together must enable the par-
ticipant to structure “a portfolio with 
aggregate risk and return characteristics
within the range normally considered ap-
propriate for that participant.” DOL Reg.
§2550.404c-1(b), 29 CFR §2550.404c-1(b).

The investment alternatives made
available must also give the participant
the opportunity to “[m]aterially affect the
potential return on amounts in his indi-
vidual account with respect to which he is
permitted to exercise control and the 
degree of risk to which such amounts are
subject.”

The plan must also enable participants
to transfer among the investment alterna-
tives at least quarterly. DOL Reg. §550
.404c-1(b)(ii)(C)(i), 29 CFR §2550.404c-
1(b)(ii)(C)(i).

The participant or beneficiary must be
given the “opportunity to obtain suffi-
cient information to make informed deci-
sions with regard to investment alterna-
tives available under the plan, and 
incidents of ownership appurtenant to
such investments.” DOL Reg. §2550.
404c-1(b)(2)(B), 29 CFR §2550.404c-
1(b)(2)(B). Thus, the regulation does not
require that plans educate their partici-
pants. Rather, plans need only provide
participants with information about
available investment alternatives.

Relief from fiduciary liability under
§404(c) is available only when the partic-
ipant actually exercises control. ERISA
§404(c)(1), 29 U.S.C. §1104(c)(1). If a par-
ticipant fails or refuses to exercise control,
the trustees of a participant-directed plan

tored all the investment alternatives? The
specific violation of §404(c) and the DOL
regulations in the case was that the plan
did not allow participants to change their
investment mix every three months.

The court of appeals ruled that §404(c)
and the DOL regulations are not the only
possible means by which a trustee can es-
cape liability for participant-directed
plans. If the trustees act prudently in se-
lecting and monitoring the investments
offered participants, they may avoid per-
sonal liability. Whether they have acted
prudently turns on if the trustees prop-
erly investigated and considered the mer-
its of the proposed investment or invest-
ment strategy in light of the plan’s goals,
as discussed above.

One caveat: Jenkins v.Yager may not be
over. The loser can petition for rehearing
by the Seventh Circuit or appeal to the
Supreme Court. In addition, the decision
is only binding within the Seventh Cir-
cuit, which consists of Illinois, Indiana
and Wisconsin.

Mutual Fund Costs
The Impact of Excessive Fees

Hidden costs and fees are the latest
scandal in the world of defined contribu-
tion plans. According to regulatory agen-
cies, undisclosed fees and commissions
are eroding some 401(k) participants’ re-
tirement savings.

DOL has recognized that investment
management fees can significantly re-
duce participants’ account balances. It
gives this example:

Assume that you are an employee
with 35 years until retirement and a
current 401(k) account balance of
$25,000. If returns on investments
in your account over the next 35
years average 7% and fees and ex-
penses reduce your average returns
by 0.5%, your account balance will
grow to $227,000 at retirement,
even if there are no further contri-
butions to your account. If fees and
expenses are 1.5%, however, your
account balance will grow to only
$163,000. The 1% difference in fees
and expenses would reduce your
account balance at retirement by
28%.
DOL, “A Look at 401(k) Plan Fees,” 

at www.dol.gov/ebsa/publications/401k
_employee.html.

must choose the investments for the par-
ticipant. The trustees are then fiduciarily
responsible for the choice of “default” in-
vestments for the participant.

Most plans do not comply with
§404(c). The protections of §404(c) disap-
pear if a plan fails to comply with the re-
quirements of the DOL regulations. Most
plans that style themselves as “partici-
pant-directed” plans do not comply with
all DOL regulatory requirements. For ex-
ample, some otherwise compliant plans
fail to provide participants with a
prospectus when the participant first in-
vests in a particular investment option.
Similarly, many fail to notify participants
in writing of the identity of the §404(c) fi-
duciary or fiduciaries (i.e., the fiduciary
responsible for overseeing compliance
with DOL regulatory requirements). Very
few provide participants with materials
relating to the exercise of shareholder vot-
ing, tender or similar rights. A good
checklist of 20 requirements for Section
404(c) compliance can be found at
www.reish.com/pa/benefits/20steps.cfm.

The good news is that a new federal
court of appeals decision holds that 
in some instances trustees will not 
be liable for investment losses if the plan
does not meet requirements of §404(c) 
or the DOL regulations, if the trustees
otherwise prudently selected and moni-
tored plan investments. Jenkins v. Yager,
_________F.3d_________, 2006 WL 956944,
2006 U.S. App. LEXIS 9300 (7th Cir.
4/14/06). The case holds that §404(c)
(providing for participant-directed invest-
ments) creates an “implied exception” to
§403(a)’s rule that investment decisions
cannot be delegated to participants.

Jenkins v. Yager is the first published
decision to address what happens when a
participant-directed plan does not meet
requirements of §404(c) and the DOL Reg-
ulations The decision attempts to recon-
cile two conflicting sections of ERISA. 
Section 404(a)(3), 29 U.S.C. §1104(a)(3),
provides that trustees cannot delegate
their investment responsibilities to any-
one who is not an investment manager or
a named fiduciary. The other section,
which is §404(c), permits trustees to avoid
fiduciary liabilities by creating partici-
pant-directed plans. The issue in Jenkins v.
Yager was: What happens if a participant-
directed plan does not meet requirements
of §404(c) or the DOL regulations if the
trustees prudently selected and moni-

W
EB

E
X

C
LU

SIV
ES

▼

August 2006 • www.ifebp.org • Benefits & Compensation Digest 5



6 August 2006 • www.ifebp.org • Benefits & Compensation Digest

As noted previously, fees and costs may
not be readily apparent in investment
manager reports and publications. For ex-
ample, investments may include sales
charges or commissions that were paid in
advance to the financial advisor upon en-
gagement. The fund may be required to
pay these contingent deferred sales charges
when the investment is terminated.

The other side of the coin is that ex-
ceptional fund performance may justify
high fees. Using DOL’s example of the im-
pact of fees quoted above, assume the
rate of return on the higher cost plan is
9% rather than 7%. In this case, the par-
ticipant’s account balance will grow to
$314,000, and the 1% difference in fees
and expenses, combined with the higher
rate of return, would increase the partici-
pant’s account balance at retirement by a
startling 38%.

Implications for Fiduciaries

Trustees have an ongoing fiduciary ob-
ligation to monitor fees charged by in-
vestment managers, mutual funds and
other providers. See Liss v. Smith, 991 
F.Supp. 278 (S.D.N.Y. 1998); Whitfield v.
Cohen, 682 F.Supp. 188 (S.D.N.Y. 1988).

Because of the real impact of manage-
ment fees on account balances, trustees
have a fiduciary obligation under ERISA
to evaluate and monitor fees and costs
paid by participants and the plan. They
must:

• Establish a prudent process for select-
ing investment alternatives and ser-
vice providers

• Ensure that fees paid to service
providers and other expenses of the
plan are reasonable in light of the level
and quality of services provided

• Select prudent and adequately diver-
sified investment alternatives

• Monitor investment alternatives and
service providers once selected to see
if they continue to be appropriate
choices. Id.

DOL, “A Look at 401(k) Plan Fees,” 
at www.dol .gov/ebsa/publications/401k
_employee.html.

DOL Checklist

DOL has published a comprehensive
checklist that can be modified and sub-
mitted to financial consultants, fund
managers and other service providers to
obtain detailed information about the
fees or costs that may be charged. While

pense ratios do not include broker fees,
sales charges or group annuity fees, they
do include 12b-1 fees, administrative fees
and various other asset-based charges in-
curred by the fund. (These fees and
charges are discussed later.) Smaller
funds and international funds usually
have higher expense ratios than those of
larger funds.

High expense ratios decrease returns.
For example, assume two mutual funds
both earn a 10% return before fees. If the
first fund has an expense ratio that is 1%
higher than the second fund, an investor
would lose an extra 10% of expected re-
turns each year for investments made in
the first fund. Since costs are more easily
controlled than performance, expense ra-
tios are an obvious place to look for im-
provement. In addition, the lower the
fund’s cost, the less the fund needs to
overcome by performance. On the other
hand, a fund with a higher expense ratio
is preferable if it outperforms funds with
lower expense ratios.

12b-1 Fees

12b-1 fees are authorized by SEC Rule
12b-1, 17 CFR §12b-1, which was pro-
mulgated in 1980 pursuant to the Invest-
ment Company Act of 1940, 15 U.S.C.
§80a-1 et seq.

The rule allows mutual funds to pay
distribution and marketing expenses out
of the funds’ assets. Since the adoption of
Rule 12b-1, mutual funds have used 12b-1
fees, often in combination with contin-
gent deferred sales charges, as an alterna-
tive to using front-end sales loads to com-
pensate insurance agents and brokers
ostensibly for assisting the ultimate pur-
chasers of the funds. According to indus-
try critics, 12b-1 fees are little more than a
sales commission. 12b-1 fees are limited
to 1% annually with a maximum of 0.25%
going to brokers.

While sometimes called a hidden fee,
12b-1 fees are in fact disclosed in a mu-
tual fund’s prospectus. A fund is allowed
to advertise itself as a “no-load” fund,
however, even though it charges 12b-1
fees of 0.25% or less per year. No-load
funds that do not charge any 12b-1 fees
often call themselves “100% no-load” or
“true no-load” funds.

Section 28(e) Fees

Section 28(e) of the Securities Ex-
change Act of 1934, 15 U.S.C. §78bb(e), as

use of the checklist is optional, it can en-
able plans to calculate total plan ex-
penses and to compare fees charged by
providers. See ABC Plan 401(k) Fee Disclo-
sure Form, at www.dol.gov/ebsa/pdf
/401kfefm.pdf.

Contents of Fee Agreements

Plan sponsors and trustees should re-
quire written agreements with all service
providers, including investment repre-
sentatives. All fee agreements should con-
tain the following provisions.

• Full disclosure: The trustees should
insist that every cost is clearly dis-
closed in the fee agreement. The
agreements should outline in detail
services to be performed, fee sched-
ules, how fees will be paid, disclosure
of all compensation that will be re-
ceived (both hard and soft dollars)
and how revenue in excess of the ser-
vice provider’s fees will be distributed.

• Direct payment of fees by the plan:
The broker or financial consultant
should agree that the only source of
compensation is money paid directly
by the plan. No kickbacks, no com-
missions, no soft dollars, no incen-
tives and no other compensation will
be retained.

• 100% rebates: The broker or finan-
cial advisor should agree that all avail-
able payments by mutual funds go to
the plan, either as a credit against
costs or as a direct payment to the
plan.

• Revenue neutrality: The broker or
consultant should receive the same
payment from the funds regardless of
the investment options selected.

Fee Terminology

Expense Ratios

Investorwords.com defines expense ra-
tios in mutual funds as follows:

For a mutual fund, operating costs,
including management fees, ex-
pressed as a percentage of the
fund’s average net assets for a given
time period. The expense ratio does
not include brokerage costs and
various other transaction costs that
may also contribute to a fund’s
total expenses.
Expense ratios show the actual

amounts that mutual funds deduct each
year to cover their expenses. While ex-



amended in 1975, provides a safe harbor
for money managers who use commis-
sion dollars from their advised accounts
to obtain research and brokerage ser-
vices. A brokerage executing a trade for a
mutual fund is permitted to charge more
than the cost of execution and use the ex-
cess to purchase additional services from
the brokerage in the form of investment
research.

To receive safe harbor protection, the
mutual fund must act in good faith to en-
sure that the excess commission is “rea-
sonable in relation to the brokerage and
research services provided by the broker-
dealer.” See DOL, “Statement on Policies
Concerning Soft Dollars and Directed
Commissions Arrangements,” ERISA
Technical Release No. 86-1 (May 22,
1986), at www.occ.treas.gov/ftp/tbc/tbc
-25b.txt.

In fact Section 28(e) revenues have fre-
quently been used unlawfully. For exam-
ple, the Securities and Exchange Com-
mission (SEC) recently found that
investment managers have directed
money to consultants in return for,
among other things, potential recom-
mendations to plans. SEC, “Staff Report
Concerning Examinations of Select Pen-
sion Consultants” (May 16, 2005), at
www.sec.gov/news/studies/pensionexam
study.pdf.

Sub-Transfer Agent (aka sub-t/a) Fees

Mutual funds often contract out
recordkeeping services to banks, trust
companies or third-party administrators.
The transfer agent processes orders and
keeps records of mutual fund sharehold-
ers. Transfer agents are also responsible
for preparing and mailing shareholder ac-
count statements, calculating and dis-
bursing dividends, and mailing confirma-
tions of account transactions.

Payments to these subcontractors
have come to be known as sub-transfer
agent fees or sub-t/a fees. They are usu-
ally a flat dollar amount per participant,
paid annually or quarterly. As discussed
later, ERISA plans can recover sub-t/a
fees from mutual funds and use them to
defer recordkeeping and other costs.

Finder’s Fees

Some mutual fund groups pay a
finder’s fee for the placement of money in
their investments. Finder’s fees can be a
very attractive revenue-sharing vehicle

By the same token, mutual funds often
hire outside organizations, including
transfer agents and investment advisors,
to provide services that would otherwise
be performed by plan consultants. Where
these services are performed by plan con-
sultants, mutual fund families will usually
agree to rebate sub-t/a, finder’s, manage-
ment and servicing fees, which can serve
as important revenue sources for a plan.

Rebates should go to the plan, not the
provider: DOL has opined that a fidu-
ciary with control over a plan’s invest-
ment selection may collect revenue-shar-
ing payments on behalf of the plan but
must account for all payments and pass
them on to the plan in the form of an ex-
pense offset or direct payment. Advisory
Op. 10:56 97-15A (May 22, 1997), at www
.dol.gov/ebsa/programs/ori/advisory97/
97-15a.htm.

In a later opinion, DOL clarified that a
directed trustee with no discretion over
plan assets who did not give investment
advice could keep revenue-sharing pay-
ments. Advisory Op. 2003-09A (June 25,
2003), at www.dol.gov/ebsa/regs/aos
/ao2003-09a.html. Some examples follow.

Sub-transfer agent fees: Mutual fund
investors typically do not submit orders
directly to a transfer agent. Instead, they
place orders with a third-party broker-
dealer or, in the case of some defined con-
tribution plans, the plan administrator.

For defined contribution plans, the
plan administrator or recordkeeper may
perform many transfer agent functions.
In such a case, the transfer agent will
maintain only one account (in the name
of the plan), while the recordkeeper
maintains the individual participants’ in-
terests in the fund accounts. This as-
sumption of servicing duties is ordinarily
set out in an agreement between the fund
transfer agent and the recordkeeper. The
recordkeeper becomes the sub-transfer
agent, sub-dividend disbursing agent, or
sub-shareholder servicing agent.

The agreement between the fund
transfer agent and the recordkeeper typi-
cally provides for the mutual fund distrib-
utor to pay sub-shareholder service or
sub-transfer agency fees to the record-
keeper. These fees are paid from the gen-
eral administrative expenses of the mu-
tual fund and should be disclosed by the
recordkeeper.

Rebates for education services: A plan’s
financial advisor, rather than the fund

for a plan since they are entirely paid for
by the fund family. Unfortunately, plans
sometimes unknowingly permit finder’s
fees to be secretly retained by a broker.

Management Fees

These fees are charged by a fund’s in-
vestment manager for managing the
fund’s portfolio of securities and provid-
ing related services.

Shareholder Servicing Fees

These expenses include, among oth-
ers, fees paid for shareholder services,
such as toll-free phone communications,
Web services, help centers, recordkeep-
ing, printing and mailing. Shareholder
servicing fees are sometimes greater than
the 12b-1 fee paid to the broker-dealer.

Sales Loads or Sales Charges

Some mutual funds also impose a sales
charge or a sales load, which is paid to
brokers. SEC does not limit sales loads
but the National Association of Securities
Dealers (NASD) restricts mutual fund
sales loads to a maximum of 8.5%, which
is reduced further if the fund imposes
certain other charges.

There are various kinds of sales loads.
Investors pay front-end sales loads when
they purchase funds or back-end or de-
ferred sales loads when shares are sold or
redeemed.

Group Annuity Fees or Wrap Fees

Insurance companies frequently offer
a range of investment alternatives for
401(k) plans through group variable 
annuity contracts. The variable annuity
contract “wraps” around investment 
alternatives, often a number of mutual
funds. DOL, “A Look at 401(k) Plan Fees,”
at www.dol.gov/ebsa/publications/401k
_employee.html. Wrap fees can range
from 0.5% to 3% or more of plan assets
for group annuity plans. The fees are gen-
erally shared between the insurance com-
pany and the broker.

Reducing Administrative Costs

Plans increasingly negotiate rebates of
fees paid to mutual fund companies, of-
ten to offset the costs of unused services.
Fund families often charge for services
that are performed by the plan’s financial
consultant, recordkeeper or third-party
administrator instead of the mutual
fund.
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company, may provide educational ser-
vices and field inquiries from partici-
pants. A mutual fund company may be
willing to reimburse the plan for the fees
it ordinarily charges investors for this
service. Any such reimbursement should
be disclosed by the financial advisor.

Conclusion

Trustees of DC plans should be alert to
potential fiduciary liability issues accom-
panying the investment of plan assets. Un-
like DB plans, it is often difficult for DC
plan trustees investing in mutual funds to
shield themselves from fiduciary liability
by delegating their investment responsibil-
ities to investment managers. DC plan
trustees can limit their potential liability by
prudently investigating and evaluating po-
tential plan investments, and by docu-
menting the facts and reasoning that led to

tor the performance of their investments.
Finally, DC plan trustees should investigate
potential undisclosed fees and expenses
that may be charged by their investment
advisors. B&C

For information on ordering reprints of
this article, call (888) 334-3327, option 4.

the decision to invest. Trustees can further
reduce their potential fiduciary liability by
relying on the advice of an investment con-
sultant and by structuring the plan to allow
participant-directed investments in com-
pliance with DOL regulations. After an in-
vestment decision is made, the trustees
have a continuing fiduciary duty to moni-
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