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Why should you care about acting as a 
fiduciary to an ERISA plan?
The liability due to failure in carrying out the role as 
a fiduciary can be very harsh and result in multiple 
possible penalties, which may be imposed personally 
on the individual fiduciary, not just the employer. The 
penalties are imposed in order to make the plan whole. 
If applicable, additional civil penalties follow. Clean 
heart but empty mind is no excuse.

This informational document will provide insight 
regarding the following:

•• What is an ERISA plan?
•• Who is a fiduciary?
•• What are the duties of a fiduciary? 

What is an ERISA plan?
Qualified and Nonqualified Retirement Plans
As an investment specialist, you will have the opportunity 
to provide investment advice to employee retirement 
plans, both qualified and nonqualified. The qualified plans 
are created under various sections of the Internal Revenue 
Code §401 (Code) and are governed by the Employment 
Retirement Income Security Act of 1974 (ERISA). 
Nonqualified plans also may be governed to some extent 
by both the Code and ERISA. By combining the Code 
and ERISA you have the world of employer-provided 
retirement savings—the world in which you, as an 
investment consultant, bring much-needed added value.

A qualified ERISA plan is a plan that meets both the 
applicable Internal Revenue Code requirements as well as 
numerous requirements of Title I of ERISA. These plans 
generally provide a combination of certain favorable tax 
treatments, including deductible contribution and tax- 
deferred growth.

A nonqualified ERISA plan is a plan that does not 
meet the applicable qualified plan requirements of the 
Code. These plans still may be regulated to some extent 
by Title I of ERISA. These are nonqualified deferred 
compensation plans and generally are exempt from 

ERISA. An unfunded rabbi trust is one example of a 
nonqualified deferred compensation plan. 

There are plans that meet the Code requirements 
but are not ERISA plans, i.e., individual retirement 
accounts (IRAs), 403(b) plans, and 457 plans. For pur-
poses of this document, we will be speaking specifically 
to qualified ERISA plans.

The opportunity to work in the area of retirement 
plans means you may have liability as a fiduciary under 
ERISA if you function as a fiduciary. It is for this reason 
you will want to be aware of the information provided 
herein, whether you have a role as an investment con-
sultant or an investment fiduciary (3(21) limited scope 
investment advisor) for ERISA.

Why was ERISA enacted?
ERISA was enacted to “protect interstate commerce 
and the interests of participants in employee benefit 
plans and their beneficiaries, by:

•• requiring the disclosure and reporting to 
participants and beneficiaries of financial and other 
important information with respect to the plans, 

•• establishing standards of conduct, responsibility, 
and obligation for fiduciaries of employee benefit 
plans, and 

•• providing for appropriate remedies, sanctions, and 
access to the Federal courts.”1

It all began with the Studebaker Corporation. 
Early in the 1950s, both the House and Senate were 
conducting investigations into abuses occurring within 
employee benefit plans. The Douglas-Ives bill resulted 
and became the basis for the Welfare and Pension Plans 
Disclosure Act. The Act was the first attempt at requir-
ing full disclosure to participants and beneficiaries of 
the provisions of their plans and the plans’ financial 
operations. In 1962, U.S. President John F. Kennedy 
formed a cabinet-level committee known as the Com-
mittee on Corporate Pension Funds and other Private 
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Retirement and Welfare Programs that he challenged 
with the task of reviewing the influence that the grow-
ing retirement and welfare funds would have on the 
economy. It was while this committee was in place that 
the Studebaker plant closed and poured oil on the fire.

Studebaker closed its automotive manufacturing 
plant in South Bend, Indiana, in 1963 after a long  
period of losing money. Before closing, 2,000 workers 
already had lost their jobs; an additional 5,000 lost 
their jobs at the time of the closing, and 1,800 more 
lost their jobs afterward. The termination plan put the 
workers into three categories: (1) over 60 years of age 
who received full claim to assets; (2) 40–59 year-olds 
who received 15 cents on the dollar; and (3) all of the 
rest who received nothing. One worker who was a few 
months short of 60 received 15 cents on the dollar and 
had worked at Studebaker for 43 years. 

How can this happen? In this situation the collec-
tively bargained agreement included unfunded liabili-
ties for past service. Each time the agreement increased 
benefits to current employees, it resulted in increasing 
past service credits to former employees, which then 
were amortized over the ensuing 30 years. This would 
have worked well for an ongoing viable entity, but 
Studebaker was not one of those entities. It closed the 
auto plant and terminated the plan. It should be duly 
noted that Studebaker, the corporation, was solvent; it 
was the plan that did not have the funds to meet the 
demand. The pension promise ran from the plan, not 
from the plan sponsor, Studebaker. 

This event was the crowning blow. Congress 
became deeply involved in attempting to rectify the 
condition of the pension industry. Committees and 
legislation began to flow. Two weeks after Chairman 
Sen. John McClellan of the Senate Permanent Sub-
committee on Investigations investigated a union plan 
diversion of $4 million into two so-called charitable 
corporations in Liberia and Puerto Rico, Sen. Jacob K. 
Javits of the Government Operations Committee in-
troduced a bill to impose fiduciary standards on pub-
lic employee-benefit funds. Sen. McClellan followed 
with a bill that amended previous legislation and 
applied fiduciary standards on all plans, both public 
and private. 

In 1967, the Welfare and Pension Plan Protection 
Act provided for both fiduciary roles and disclosure 
requirements. Then Javits introduced a bill that  
addressed: vesting, funding plan-termination insur-
ance, and voluntary allowance of portability of the 
funds. A Securities and Exchange Commission (SEC)-

type independent commission would administer the 
regulation. 

Five years later the proposed bill still was being 
debated. Consumer advocate Ralph Nader condemned 
private pensions and recommended creating SEC-type 
funds that would manage employee and employer 
contributions alike. He felt the previously proposed 
congressional bill was the result of the pension indus-
try and organized labor crafting legislation to promote 
their own agendas. After many further debates the 
Committee on Labor and Public Welfare began work-
ing with the Joint Committee on Taxation, and the 
Department of Labor (DOL) assumed oversight from 
the SEC. Leadership from both sides of the aisle led 
the various aspects of legislation-creation through the 
administrations of U.S. Presidents Kennedy, Lyndon 
Johnson, Richard Nixon, and finally Gerald Ford. It was 
Ford’s timing in history that allowed his signature on 
the Employee Retirement Income Security Act of 1974 
(ERISA).2

What plans are covered by ERISA 
guidelines?
Pension and welfare benefit plans are covered by ERISA. 

Pension plans can be:
•• 401(k) plans
•• Defined benefit plans
•• Defined contribution plans
•• Money purchase pension plans
•• Profit sharing plans
•• Target benefit plans

Welfare benefit plans are:
•• Day care plans
•• Death and disability funds
•• Dental plans
•• Medical plans
•• Prepaid legal service plans
•• Scholarship funds
•• Unemployment plans
•• Vacation benefits plans
•• Workers’ compensation

IRAs, 403(b) plans, and 457 plans are not ERISA 
plans and are subject only to the prohibited transactions 
guidelines of the Internal Revenue Service (IRS) Code.

Government plans, churches, and nonqualified com-
pensation plans are exempt from the ERISA guidelines, 
but they may have state-specific guidelines that will apply.
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Who is a fiduciary?
The role of a fiduciary is guided by statutes, rules, advi-
sory opinions, private letter rulings, technical releases, 
all overseen by the DOL, the IRS, and the Pension Ben-
efit Guaranty Corporation as well as case law provided 
by the courts.

A full scope 3(21) fiduciary: 
•• Exercises discretionary authority or control with 

respect to the management of a plan,
•• Exercises any authority or control respecting man-

agement or disposition of plan assets,
•• Has discretionary authority or responsibility in the 

administration of the plan, or
•• Provides investment advice for a direct or indirect 

fee with respect to money or property of the plan.3

Named fiduciary. Other terms are linked to this 
definition of fiduciary. A named fiduciary is a fiduciary 
named in the written plan document that governs the 
ERISA plan. This individual may be directly named or the 
plan might provide a procedure whereby the individual 
later can be identified by a person who is an employer 
or employee organization with respect to the plan.4 The 
named fiduciary directs other fiduciaries in areas in which 
the named fiduciary is not able to function as an “expert.”

Functional fiduciary. An individual may become 
a fiduciary as a result of the functions he or she per-
forms for the plan. That is, individuals who have discre-
tionary authority over the management of the plan, its 
assets, or provides investment advice for a fee, directly 
or indirectly, are fiduciaries.5 A consultant may become 
a functional fiduciary quite easily in carrying out day-
to-day responsibilities in regard to plan assets.

An investment consultant may become a fiduciary 
if the consultant renders individualized advice based on 
the particular needs of the plan regarding:

•• investment policies or strategies,
•• overall portfolio composition, or 
•• diversification 
•• when there is an understanding with the client 

that the consultant’s services will serve as the 
primary basis for the investment decision in 
relation to the plan. 

ERISA states that a person will be a fiduciary to 
an ERISA plan in which participants are directing 
their own investment choices if they provide advice 
“for a fee or other compensation, direct or indirect, 

with respect to any moneys or other property of such 
plan, or has any authority to do so.”  

So what constitutes investment advice?6  
1.	 Advice to the participant or beneficiary is in regard 

to the value of securities or other property      
		  OR
Recommends the advisability of investing in,  

purchasing, or selling securities or other property; 
		  AND

2.	 	The person, either directly or indirectly:

Has discretionary authority or control as to  
purchasing or selling securities or other property      

		  OR
Renders the advice on a regular basis according to 

a mutual agreement or understanding (written or oth-
erwise) that the advice will serve as a primary basis for 
the investment decisions with respect to plan assets;

	  	 AND
3.	 That such person will render individualized advice 

based on the particular needs of the individual.7 

What is not Investment Advice?8 
Avoiding “advice” and “recommendations” are the key 
terms to avoiding providing investment advice. Pro-
viding education is acceptable. For purposes of ERISA, 
education is defined as: 

1.	 Plan information regarding the terms of the plan 
and the description of the investment choices

2.	 General financial and investment information as to 
investment concepts and economic information

3.	 Asset allocation models 
4.	 Interactive investment materials

A real-life court decision regarding a broker who 
unwarily became a fiduciary through his day-to-day  
relationship with a trustee may serve as some bright-line 
guidance to consultants. An Edward Jones broker had 
been meeting with a trustee of a small plan for more 
than twenty years. The broker would discuss the assets 
in the plan with the trustee, notify the trustee to invest 
when cash had built up, and lastly, occasionally would 
discuss rebalancing. All investments were completed 
only upon the direction of the trustee. The court found 
that the trustee had learned to rely on the advice of the 
broker and, as such, the broker had become a fiduciary.9 

An investment consultant, therefore unwittingly, 
may become a functional fiduciary by providing regu-
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lar advice, without a written agreement, upon which 
the client relies.10 

Co-fiduciary. This is the result of a plan having 
more than one fiduciary. For instance, a plan might have 
three co-fiduciaries if there is a plan administrator, an 
investment advisor, and a trustee. If each carries discre-
tionary authority over some part of the plan, they will 
be fiduciaries for their specific role and co-fiduciaries 
for the other roles. If they become aware of a breach of 
fiduciary liability by another fiduciary, ERISA states that 
the fiduciary can be jointly liable for the breach if they 
knowingly undertake to conceal it or do not make rea-
sonable efforts to remedy it. Additionally, if they fail to 
comply with their own duties under ERISA and it fur-
ther enables another fiduciary to commit a breach, there 
will be liability on the part of the co-fiduciary.11  

The Five Duties of a Fiduciary
Duty #1: Loyalty
Duty #2: Documentation
Duty #3: Prudence
Duty #4: Diversification
Duty #5: Reasonable Plan Expenses

These responsibilities must be carried out in accor-
dance with the documents of the plan.12

Duty #1: Loyalty
The duty of loyalty, also called the “exclusive benefit rule,” 
means the fiduciary’s actions must be solely in the inter-
est of the participants and beneficiaries and must be for 
the sole purpose of providing benefits to the individual 
participants and their beneficiaries as well as ensuring 
that expenses for administering the plan are reasonable. 

The duty of loyalty further prohibits a fiduciary 
from receiving a benefit as a result of its relationship 
with an ERISA client. The prohibited transactions rule 
provides guidelines about what types of activities result 
in a transaction being found to be for the fiduciary’s 
own benefit and to the detriment of the client. Prohib-
ited transactions apply to a party-in interest.

What is a party-in-interest?
Dealing with a party-in-interest is a prohibited transac-
tion. A party-in-interest is any individual or corporate 
entity that is acting as a plan fiduciary:

•• Service providers
•• Officers and directors of an entity that is a 

party-in-interest

•• Named fiduciaries
•• Lawyers
•• Investment managers
•• Brokers
•• Investment consultants
•• Accountants
•• Administrators
•• Relatives of the above

What is a prohibited transaction?
In general, a prohibited transaction may occur when a 
fiduciary does the following:

•• Deals with the plan assets in their own interest 
•• Represents anyone with an interest adverse to the 

plan or its beneficiaries in any transaction involving 
the plan

•• Receives consideration from any person dealing 
with the plan and in connection with plan assets

•• Receives direct or indirect benefits from the assets 
of the plan

A few specific examples of possible prohibited transac-
tions include:

•• Lending money between plan and a party-in-interest
•• Self-dealing by a fiduciary
•• Trustee as fund administrator receiving administra-

tive fees and not offsetting the plan expenses
•• Fiduciary receiving 12b-1 fees in addition to regular 

administrative fees
•• Service provider providing administrative services 

and whose affiliate receives commissions on broker-
age services

What is not a prohibited transaction?
A few transactions that are not prohibited include:

•• Certain short-term investments by a plan with par-
ties-in-interest such as investing in the commercial 
paper of the company of the plan13

•• Affiliate trust company and brokerage firms are 
hired to be a trustee to plan assets and receive  
directed commissions when the assets are under the 
control of an independent fiduciary14 

•• Reasonable arrangements such as legal and 
accounting services15

•• Receiving 12b-1 fees and reducing fees to the plan 
by the amount of 12b-1 fees received16

•• Broker–dealer providing advice will not cause the 
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broker–dealer to be considered an investment 
advisor or having control over the plan17

•• Lending securities by plans to banks and broker–
dealers who are parties-in-interest to the plan18

•• Exemptions allow plan fiduciaries, usually broker–
dealers (who are not plan administrators or spon-
soring employers), to execute securities transactions 
on behalf of a plan, subject to certain conditions. An 
amendment now permits plan fiduciaries that are dis-
cretionary trustees (previously excluded from relief ) 
to execute securities transactions on behalf of a plan.19

•• Various transactions involving employee benefit 
plans with assets that are managed by in-house 
managers.20

What about directed commissions and soft-dollar 
payments?
Directed commissions and soft-dollar payments also may 
bring DOL scrutiny. As to the investment manager, they 
are allowed to receive research services from a broker–
dealer and “pay” for those services through directing 
transactions to that broker–dealer when the commissions 
paid are reasonable for those services. The manager must 
disclose these arrangements in its investment advisory 
filing (ADV). These are the requirements of the 1934 
Exchange Act Section 28(e), also called the “28(e) safe 
harbor.”21

This safe harbor also requires the benefit of the 
services to inure to the client and not solely to the 
money manager. Items such as parking, meals, travel, 
and accounting expenses of the manager inure solely to 
the money manager and will not be considered to fall 
under the safe harbor.

This safe harbor does not apply to plan sponsors. 
Under ERISA the plan sponsor limits their liability as to 
soft dollars and directed commissions by: 

•• Making the decision prudently and solely in the in-
terest of the participants and beneficiaries

•• Determining whether the broker–dealer can pro-
vide best execution

•• Monitoring the transactions to ensure the fees are 
reasonable22  

Duty #2: Documentation
What parts of the plan should be in writing? The benefit 
plan must be in writing. The investment policy state-
ment should be in writing. The DOL has said that “the 
maintenance by an employee benefit plan of a statement 
of investment policy designed to further the purposes 

of the plan and its funding policy is consistent with the 
fiduciary obligations set forth in ERISA.”23 It should 
provide general guidelines concerning various types or 
categories of investment management decisions.24

The investment policy statement should be in 
writing as a way for a fiduciary to meet obligations and 
legally defend future actions. Although investment poli-
cies and investment manager guidelines are not required 
by law, every plan will be asked for them during a DOL 
audit because they are recommended through DOL  
Interpretive Bulletins. The investment policy statement 
is the foundation upon which investment goals, manager 
evaluation, and monitoring will be based. The policy 
should be specific enough to establish the basis upon 
which the performance of the plan assets will be mea-
sured and evaluated.  

What should an investment policy statement 
include?
During a DOL audit, the policy will be reviewed for the 
following:25

•• Specific needs of the plan and its participants
•• Statement of investment objectives and goals 
•• Standards of investment performance/benchmarks
•• Classes of investments authorized
•• Styles of investments authorized
•• Diversification of portfolio
•• Restrictions of investments
•• Directed brokerage, if part of the trading procedure
•• Standards for reports by investment managers and 

consultants
•• Policies and procedures for hiring investment 

managers
•• Disclosure of actual and potential conflicts
•• Risk tolerance factors
•• Time horizon
•• Liquidity requirements
•• Asset allocation guidelines
•• Cash-flow requirements of the plan
•• Proxy voting policy
•• Procedure for selecting “prudent experts”
•• Procedure for monitoring “prudent experts” 

Best practices takes this list a step further and 
recommends to include the following in an investment 
policy:26

•• Executive summary
•• Mission and purpose
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•• Scope of investment policy
•• Delegation of authority for trustees, investment 

committee, consultants, and investment managers
•• Goals of the institution
•• Section of alternative assets
•• Asset allocation guidelines including inputs docu-

mentation and rebalancing policy
•• Investment manager selection and evaluation process
•• Investment policy monitoring
•• Fees and operating cost analysis
•• Investment policy review

Who votes the proxies?
Defined benefit plans. ERISA does not specifically lay 
out fiduciary responsibilities regarding proxy voting, 
but the DOL does consider the voting of the proxies 
a fiduciary act of the management of the plan assets. 
Proxies are considered an asset of the plan and need to 
be voted in a manner that supports the shareholders 
of the company. The named fiduciaries are required to 
vote the proxies for the benefit of the shareholder; in 
this case the plan itself is the shareholder. If an invest-
ment manager has been appointed, then the investment 
manager is assigned the voting responsibility within the 
management agreement. The investment policy state-
ment will provide guidelines to the investment manager 
regarding the voting of the proxies. 

An investment fiduciary of the plan must have the 
ability to review the voting acts and the procedures of the 
investment manager. In completing this review the fidu-
ciary will want to review how proxies are voted, the basis 
for the decisions, and whether the manager’s voting was 
influenced by an interested party, i.e., the management of 
the company whose proxies the investment manager is 
voting. The investment manager must always vote prox-
ies on behalf of the interests of the plan, not in his own 
interests. A system of voting oversight and policies is the 
best way to ensure compliance with ERISA. Proxy voting 
guidelines are available from investment managers. The 
proxy voting record related to a specific plan is available 
upon request. The investment consultant with access to 
in-depth research tools can be of great value to a retire-
ment plan by being able to provide this oversight. 

Defined contribution plans. Defined contribution 
plans pass the fiduciary responsibility for voting proxies 
on to participants for mutual funds. Should company 
stock be an investment election, the responsibility for 
voting is charged to the named fiduciary. Oftentimes 
there is an inherent conflict with company stock as an 
asset in the company’s retirement plan. Voting of proxies 

always should be in the interest of the participants, but 
because management may be the named fiduciary of the 
plan for voting proxies, management may find it difficult 
to vote for only the interest of the participants. By 
creating proxy guidelines as part of the plan documents 
and voting per the guidelines, the named fiduciary can 
provide itself some protection. Another alternative is 
to ensure that the company’s management is not on the 
investment committee responsible for voting its own 
company’s proxies. 

As in defined benefit plans, an investment fiduciary 
of the plan must have the ability to review the voting 
acts of the named fiduciary. Company stock voting 
records should be scrutinized carefully.

Duty #3: Prudence
The prudent investor rule traces its history to the  
Supreme Court of Massachusetts and an 1830 case, 
Harvard College v. Amory Trustees. The decision in-
structed the trustees to “observe how men of prudence, 
discretion and intelligence manage their own affairs, 
not in regard to speculation, but in regard to the per-
manent disposition of their funds, considering the 
probable income, as well as the probable safety of the 
capital to be invested.”27 

ERISA applies a revised and restated version of the 
prudent investor rule to pension and profit-sharing port-
folios. Actions must be discharged “with the care, skill, 
prudence and diligence under the circumstances then 
prevailing that a prudent person acting in a like capacity 
and familiar with such matters would use in the conduct 
of an enterprise of a like character with like aims.”28 

The words “familiar with such matters” were added 
and have become known as the “prudent expert rule” of 
ERISA. To fiduciaries this means that if they are unable 
to carry out their responsibilities at the level of some-
one familiar with such matters, they need to prudently 
hire someone familiar with such matters and prudently 
oversee them as they carry out those job functions. 

It is this prudence standard that incorporates 
trust-investment law into ERISA and requires the appli-
cation of the Uniform Prudent Investor Act to ERISA 
plans.29 

Applying the prudent expert rule to investment 
functions, the fiduciary hires an investment manager 
who will accept, in writing, fiduciary responsibility for 
investment decisions, but the fiduciaries responsible 
for hiring the investment manager do not give up their 
entire liability for the investments; they must prudently 
oversee the investment manager, which they can do 
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through monitoring and reporting on the actions of the 
investment manager.30 

Choosing an Investment Manager
Much of the fiduciary’s liability can be avoided if a pro-
fessional investment manager is appointed. If an invest-
ment manager, as defined by ERISA under §3(38), is 
prudently selected in accordance with a written invest-
ment policy statement, assumes discretion as to invest-
ment management of plan assets and then is prudently 
monitored, the trustees’ liability should be minimized 
for investment decisions.31  

Other fiduciaries generally are not liable as co-fidu-
ciaries for any acts or omissions of the investment man-
ager when an investment manager has been prudently 
delegated discretionary authority over the investment 
of plan assets and the fiduciaries prudently monitor the 
investment manager through a reporting, monitoring, 
and evaluation procedure. Liability will remain if the 
fiduciary knowingly takes part in or conceals a breach 
of fiduciary responsibility by the manager.

Monitoring the Investment Manager
At reasonable periods the performance of the appointed 
third-party fiduciaries should be reviewed in a manner 
that can be expected to ensure compliance to their 
fiduciary responsibilities. The facts and circumstances 
guide the method by which the review should occur.32 
We can apply this to investment managers who are hired 
as third parties to accept the fiduciary responsibility for 
the investments of the plan. In order to determine if 
they are conducting their responsibility appropriately, a 
review should include, at a minimum, the following: 

1.	 Manager’s performance compared to the bench-
mark and peers

2.	 Commission rates charged 
3.	 Soft-dollar usage
4.	 Best execution
5.	 Material changes in the investment manager’s firm 

both in personnel and assets
6.	 Proxy voting record
7.	 Fair valuation issues
8.	 Regulatory exams
9.	 Policy or procedures changes
10.	Code of ethics changes
11.	Conflicts of interest
12.	Disaster recovery plan/business continuity plan
13.	ADV Part II and brochure
14.	Account losses/gains

Keep in mind that an investment consultant is one 
of those third-party delegates and also will have their 
performance monitored by the trustees.

Duty #4: Diversification 
Investments must be diversified to minimize the risk of 
large losses unless under the circumstances it is clearly 
prudent not to do so.33 Diversification must be consid-
ered in the context of the entire portfolio and as a part 
of the overall strategy considering the appropriate risk 
and return. Consider the following elements as applied 
to the assets being managed:

1.	 Purpose of the plan
2.	 Size of the account
3.	 Type of investments 
4.	 General economic conditions
5.	 Distribution as to geographical area
6.	 Distribution as to industries
7.	 Time horizon

The investment policy statement will set forth 
specific asset classes to be included in the investment 
portfolio. Once these asset classes have been chosen, 
it is important to then diversify within the asset class. 
ERISA does not outline the requirements of diversifi-
cation, but the House Conference Report regarding the 
statute does say “a fiduciary usually should not invest 
the whole or an unreasonably large proportion of the 
trust property in a single security.”34 Case law continues 
to provide the best guidance on what is not construed 
to be diversification.

What impacts diversification?
The concept of risk versus return is pervasive in the 
investment business and nowhere is it weighed more 
heavily than in the management of employee benefit 
plans. The duty to act prudently applies to the entire 
portfolio, not each single investment. Thus, one stock 
that turns out to be disastrous should not present a 
problem. The key is whether the impact on the total 
portfolio is appropriate for the plan and its objectives.

The DOL specifies the following three basic crite-
ria to use in evaluating the risk and return characteris-
tics of investment alternatives that are appropriate to 
the total portfolio:

1.	 Liquidity
2.	 Diversification
3.	 Return and safety
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To evaluate alternatives, objective standards must 
be set forth against which to measure the alternatives. 
Effectively, this is a two-step process. First, the invest-
ment policy must be developed and each asset class 
allocated a specific range and target funding. These 
decisions should be in writing as a method for future 
evaluation for meeting predetermined investment 
objectives. Second, the most suitable investments or, 
alternatively, the choice of a qualified investment man-
ager must be selected.35

Suitable Investments
Criteria for choosing the investments are based on the 
facts and circumstances you should know are relevant 
for each defined benefit plan.36

1.	 What is the purpose of the plan?
2.	 How many assets are in the plan?
3.	 What are the financial and industrial conditions that 

apply to this plan and these participants?
4.	 What types of asset classes of investments will be in 

the plan (e.g., mortgages, bonds, blue chip stocks, or 
international stocks)?

5.	 Where are all the investments geographically 
located?

6.	 Across how many industries do the investments 
reach?

7.	 What are the dates of maturities of the bonds? 
8.	 What is the prevailing rate of return in the market 

for each asset class?
9.	 Is there a concentration in any single security?

In choosing alternative asset classes for diversifi-
cation (stocks, bonds, etc.), the fiduciary should rely 
on general financial and investment concepts, ac-
cepted investment theories including historic returns 
between asset classes over various time periods, and 
effects of inflation. For each investment made, an-
other investment cannot be made. Thus, in choosing 
an investment for each asset class a choice impacting 
diversification would not be prudent if it is commen-
surate in risk with another choice but its returns are 
lower.37  

Guidelines suggest a minimum of election 
choices that allow diversification with materially dif-
ferent risk and return characteristics and minimize 
the risk of large investment losses.38  From this level 
the additional choices become a choice of preference 
of the plan. 

Most plans offer:
•• Stock funds
•• Bond funds
•• Money market funds

Other plans offer:
•• Sector funds
•• Employee stock funds
•• Brokerage window accounts

What is the fiduciary role under ERISA 
404(c) as to defined contribution plans?
Fiduciaries have full responsibility for the operation and 
administration of a plan. But ERISA carves out an excep-
tion to this responsibility under ERISA 404(c) for self- 
directed defined contribution plans, which includes many 
401(k) plans. When a plan provides for individual ac-
counts and a participant or beneficiary exercises control 
over these assets by being able to invest in a broad range 
of investment alternatives (and the other requirements of 
ERISA section 404(c) are satisfied), the plan fiduciary will 
not be liable for any loss as a result of the participant or 
beneficiary controlling the assets in the account. 

Exercising control. The participant must have the 
opportunity to receive sufficient information to enable 
them to make informed decisions. Secondly, they must 
have a reasonable opportunity to give the plan fiduciary 
investment instructions to be carried out on the partic-
ipant’s behalf.

Broad range of investment elections. The par-
ticipant must be able to choose from investments that 
do the following:

1.	 Materially affect the potential return of the invest-
ments

2.	 Materially affect the degree of risk to which the in-
vestments are subject
a.	 A minimum of three different investment alter-

natives is required, “each of which has materi-
ally different risk and return characteristics,” 
which allows for diversification39

b.	 In the aggregate, the participant should be able 
to create a risk and return characteristic that, 
when the investments are combined, should be 
able to minimize the overall risk of the portfolio

3.	 Diversify the portfolio so as to minimize the risk 
of large losses taking into consideration the na-
ture of the plan and the size of the participant’s 
account 
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Duty #5: Reasonable Plan Expenses
In order to determine whether the fees being charged to 
the plan are reasonable, it is necessary to create a process 
by which you can determine the services needed by your 
plan and review the fees and expenses related to these 
services, both direct and indirect. That is, will you need 
accounting services, legal services, recordkeeping, com-
pliance, custody, and/or fiduciary services? How many re-
ports, educational meetings, or onsite visits? Will there be 
electronic delivery or paper delivery of documents? The 
service agreement with your providers will disclose the 
services the record-keeper or third-party administrator 
will be providing. The DOL issued two new rules in 2013 
in order to aide in the transparency of fee disclosures.

Service Provider Disclosure Rule 408(b)(2)
Rule 408(b)(2) establishes, for the first time, specific dis-
closure obligations for plan service providers to ensure 
that responsible plan fiduciaries are provided the infor-
mation they need to make better decisions when select-
ing and monitoring service providers for their plans.

The rule, which was effective July 1, 2012, requires 
covered service providers (CSPs) to provide responsible 
fiduciaries with information they need to:

 
1.	 Assess reasonableness of total compensation, both 

direct and indirect, received by the CSP, its affiliates, 
and/or subcontractors; 

2.	 Identify potential conflicts of interest; and
3.	 Satisfy reporting and disclosure requirements under 

Title I of ERISA. The disclosure must describe the 
services to be provided and all direct and indirect 
compensation to be received, and it must be fur-
nished in writing to a responsible plan fiduciary for 
the covered plan. 

The rule applies to the following covered service 
providers:

1.	 ERISA fiduciary service providers to a covered plan 
who expect at least $1,000 in compensation to be 
received for the services provided to the plan;

2.	 Plan asset vehicle in which a covered plan invests; 
3.	 Investment advisors registered under federal or 

state law; 
4.	 Recordkeepers or brokers who make designated 

investment alternatives available to the covered plan 
(e.g., a platform provider);

5.	 Providers of one or more of the following services 
to the covered plan who also receive indirect 
compensation in connection with such services: 

accounting, auditing, actuarial, banking, consulting, 
custodial, insurance, investment advisory, legal, 
recordkeeping, securities brokerage, third-party  
administration, or valuation services.

Ongoing disclosure obligations generally must 
be disclosed as soon as practicable, but no later than  
60 days from when the CSP is informed of such change. 
Disclosures of changes to investment-related informa-
tion are to be made at least annually.40

Participant Disclosure Rule 404(a)(5)
The participant disclosure rule was effective August 30, 
2012, and provides that the investment of plan assets is a 
fiduciary act governed by the fiduciary standards in ER-
ISA. The rule is designed to assist a participant or benefi-
ciary to be able to make informed decisions regarding the 
plan and investment fees as they invest their contributions 
into their retirement plan. The types of plan and invest-
ment-related expenses fall into the following categories: 

1.	 Plan-related information
2.	 Statements of actual charges or deductions
3.	 Investment-related information

Plan-related information must be given to par-
ticipants on or before the date they can first direct their 
investments, and then again annually thereafter. This 
information includes:

1.	 General plan information includes the structure of 
the plan and list of the investments; 

2.	 Administrative expenses are expenses that may be 
charged to individual accounts such as legal, ac-
counting, recordkeeping; and 

3.	 Individual expenses are fees caused by the par-
ticipant/beneficiary such as charges related to a 
loan.

Statements of actual charges or deductions 
must be furnished up front and annually. Participants 
also must receive statements, at least quarterly, show-
ing the dollar amount of the plan-related fees and ex-
penses actually charged to or deducted from their indi-
vidual accounts, along with a description of the services 
for which the charge or deduction was made. 

Investment-related information must be fur-
nished concerning each investment option on or before 
the date the participant can first direct their invest-
ments, and then again annually thereafter. This includes: 
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1.	 Performance data; 
2.	 Benchmark information for the variable returns;
3.	 Fee and expense information; 
4.	 Internet website address for additional investment 

information, 
5.	 Glossary or Internet access to a glossary for invest-

ment-related terms. 
6.	 Comparative format requirement must be fur-

nished, which provides the investment-related in-
formation in a chart or similar format designed to 
facilitate a comparison of each investment option 
available under the plan.41

Providing Investment Advice and the 
Pension Protection Act of 2006
ERISA does not require a fiduciary to provide invest-
ment advice to a participant participating in a plan 
under ERISA 404(c).42 But, if it is provided, as with any 
designation of a service provider to a plan, the designa-
tion of a person(s) to provide investment educational 
services or investment advice to plan participants and 
beneficiaries is an exercise of discretionary authority 
or control with respect to management of the plan. 
Therefore, persons making the designation must act 
prudently and solely in the interest of the plan partic-
ipants and beneficiaries, both in making the designa-
tion(s) and in continuing such designation(s).43 Both 
the SEC and DOL are working toward a redefinition of 
fiduciary, although the House of Representatives passed 
a bill on October 29, 2013, requiring more analysis to 
be completed by the SEC prior to its issuance of a new 
standard. It also requires the DOL to wait sixty days 
after the SEC’s definition to issue its own. The state of 
this definition is in flux. 

See appendix A for a 404(c) checklist.	

Eligible Investment Advice Arrangement
The Pension Protection Act (PPA) of 2006 allows a plan 
sponsor to hire a fee-paid advisor affiliated with the in-
vestment vehicle to provide investment advice to partici-
pants in defined contribution plans that are participant- 
directed. The advisor may receive additional compensation 
directly or indirectly to provide the investment advice as 
long as the advice is offered under an “eligible investment 
advice arrangement” that meets the following criteria:
1.	 Advice must be fee-neutral (i.e., compensation can-

not vary based on the advice given); or
2.	 Advice must be based on a computer model that is 

certified by an “eligible investment expert” that has 

no affiliation to the advisor and that meets require-
ments to be developed by the DOL, and 
a.	 applies generally accepted investment theories, 

and
b.	 uses the participant’s information, and 
c.	 is not biased toward the advisor or its affiliate’s 

products.
3.	 Advisors may develop the model, but it must be cer-

tified by the “eligible investment expert.”
4.	 The advisor is required to submit to an annual audit 

by an outside auditor.
5.	 The plan fiduciary must authorize the service.
6.	 The following disclosures must be provided in a  

format based on the DOL model:
a.	 The advisor must acknowledge fiduciary status 

to the plan participants.
b.	 The roles of all parties involved in developing the 

program or selecting investments.
c.	 Past performance of the investments.
d.	 Any fees or other compensation received by the 

fiduciary advisor.
e.	 How participant information will be used.

7.	 Compensation must be reasonable, as in an arms-
length transaction.

8.	 Investment transactions may occur only at the  
direction of the recipient of the advice.

9.	 Alternatively, participants may arrange for their 
own advice from another advisor.

As in other ERISA relationships, the plan sponsor 
or plan fiduciary remains responsible for prudent selec-
tion and periodic monitoring of the advisor, but neither 
is responsible for the advice provided by the advisor.

What is investment advice?44

A person will be considered to be rendering investment 
advice to an individual if:

1.	 The advice is particularized to needs of the individ-
ual, and 

2.	 The advice is about the value or recommendation of 
investing in securities or other property, and 

3.	 The person, either directly or indirectly, has discre-
tionary authority over purchasing or selling these 
securities for the individual or

4.	 The person renders the advice on a regular basis 
to the individual pursuant to a mutual agreement 
(written or otherwise), and

5.	 The individual uses the information as the primary 
basis for investment decisions.
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What education can be provided to 
participants that is not investment advice?37

Education should provide participants with the tools 
to make appropriate decisions. This education will not 
be considered investment advice if it’s provided under 
DOL guidelines regarding plan information, general 
investment information, asset allocation models, and 
interactive investment materials.

Plan information informs a participant or benefi-
ciary about the benefits of plan participation as well as 
the impact of contributions or withdrawals. This is not 
considered advice.

General investment information allows partic-
ipants or beneficiaries to take the next step on their 
own. It is information regarding investment objectives 
and philosophies, risk and return, diversification,  
dollar-cost averaging, compounded return, tax-deferred 
investment guidelines, and effects of inflation; estimat-
ing future retirement income needs, determining in-
vestment time horizons, or assessing risk tolerance.

Asset allocation models and interactive invest-
ment materials can be provided to a participant or 
beneficiary and not be considered investment advice. 
The models must be made available to all plan partici-
pants and beneficiaries, describe hypothetical individ-
uals with various time horizons and risk profiles, and 
be based on generally accepted investment theories. 
All the material facts and assumptions underlying such 
models need to be included. 

The interactive investment materials must be 
based on generally accepted investment theories that 
take into account the historic returns of different asset 
classes, include all assumptions, and correlate to the 
information and data supplied by the participant or 
beneficiary. 

A disclosure statement must be provided in both 
the asset allocation model and the interactive materi-
als situation. The statement will indicate that other 
investment alternatives having similar risk and return 
characteristics may be available under the plan. It 
will identify where information on those investment 
alternatives may be obtained. Lastly, it will direct par-
ticipants or beneficiaries to consider their other assets, 
income, and investments in addition to their interests 
in the plan.

What happens with participants that don’t 
proactively choose their investments?
The DOL contends that 404(c) only applies to trans-
actions where participants exercise active control over 

their accounts.46 PPA has added a safe harbor for fidu-
ciaries from liability for investment outcomes when 
participants fail to exercise control over their accounts. 
In order for this safe harbor to apply the fiduciary is re-
quired to follow specific guidelines:47

1.	 Assets must be invested in a qualified default invest-
ment alternative (QDIA).

2.	 Participants and beneficiaries were provided an op-
portunity to elect their investments, but did not.

3.	 Participants must be provided a notice prior to the 
first investment in the QDIA and annually thereafter.

4.	 Material provided to the plan regarding the invest-
ment election must be provided to the participants 
and beneficiaries.

5.	 Participants and beneficiaries must be able to 
change their elections at least as often as they can 
change the other elections, but at least quarterly.

6.	 Fees that can be imposed upon the participant 
are limited should they opt out or later decide to 
actively direct their investments.

7.	 The plan must offer a “broad range of investment 
alternatives” per 404(c).

8.	 The regulation continues to require the fiduciary to 
prudently select and monitor the QDIAs.

Qualified Default Investment Alternatives
A QDIA either must be managed by an investment 
manager, plan trustee, or plan sponsor who is a named 
fiduciary or a registered investment company. Four 
types of QDIAs are provided for under the PPA:

1.	 A product with a mix of investments that is based 
on the individual’s age or retirement date. Life-cycle 
funds and target-date funds are examples of this 
type of vehicle.

2.	 An investment service that actively allocates 
assets among plan options providing an asset mix, 
again taking into consideration the individual’s 
age or retirement date. An example of this is a 
professionally managed account.

3.	 A product with a mix of investments that takes into 
account the characteristics of the group of employees 
as a whole. This would be a balanced fund.

4.	 A capital preservation fund may be used for the first 
120 days of participation. 

A QDIA may be offered through variable annuity 
contracts or other pooled-investment funds. Collective 
funds are an example of a pooled-investment fund.48
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Avoiding Personal Liability
Any fiduciary that breaches ERISA’s fiduciary obliga-
tions can be held personally liable for losses caused by 
the breach of duty. Liability could mean that you would 
need to restore the profits to the plan. As discussed 
earlier, the definition of a fiduciary is broad, and the re-
sponsibilities may not be mitigated by simply delegating 
fiduciary duties. A person may be a fiduciary for one 
function and not for another. For instance, the invest-
ment manager fiduciary will not be the administrative 
fiduciary unless they have accepted that job function 
and responsibility. Once the fiduciary function has 
been accepted, the fiduciary becomes liable for their 
own duties of loyalty and honesty to the participants 
and the beneficiaries, but the fiduciary also may be per-
sonally liable if they know or should have known of a 
breach by another fiduciary for this fiduciary function. 

When might one fiduciary become responsible for 
another fiduciary’s action? An investment consultant 
is paid a fee to assist a trustee in hiring an investment 
manager. The consultant, in their role of monitoring 
the performance of the investment manager, notes that 
commissions are being directed to an affiliate of the 
trustee at a commission rate that seems higher than 
reasonable. Three fiduciaries are liable for noting this 
activity should they become aware of it: the trustee, 
the consultant, and the investment manager. The plan 
administrator is not an investment fiduciary and would 
not be found to be a co-fiduciary for the investment 
function.

Penalties may be imposed for up to six years after 
the fiduciary violation or three years after the party 
bringing suit had knowledge of the breach. A willful 
violation can carry personal criminal penalties of up to 
$5,000 ($100,000 for corporations) and up to one year 
in prison. Civil actions can be initiated by plan partic-
ipants, beneficiaries, other fiduciaries, as well as the 
DOL. Additionally, losses to the plan as well as profits 
made from the improper use of plan assets must be 
restored. The DOL also can remove the fiduciary and 
take control of plan assets.49

Pleading ignorance, bad communications, or inex-
perience will not be adequate legal defenses. Delegation 
to prudent experts and prudent oversight of them may 
be the only defenses a fiduciary can rely upon.

Note that federal law requires that each fiduciary 
(such as directors and officers of the employer) and 
every other individual who “handles” plan assets (such 
as the individuals who transmit contributions to the 
trustee) obtain a fidelity bond (ERISA fidelity bond).50 

It protects the plan against loss by reason of acts of 
fraud or dishonesty on the part of persons required to 
be bonded. These acts include, but are not limited to, 
larceny, theft, embezzlement, and forgery. It protects 
the plan, not the fiduciary. An individual providing 
investment advice and is able to cause a loss to a plan 
through fraud or dishonesty should be bonded.

If a firm renders investment advice with discre-
tion for a plan, the firm will need to be bonded for 10 
percent of the amount handled.51 A fiduciary also may 
purchase insurance against liability for breaches of fidu-
ciary liability or may be insured by the plan sponsor or 
indemnified by the sponsor.52

So how do you avoid this risk? Follow the five 
standards required of a fiduciary:

1.	 Actions must be solely in the interest of the partici-
pants and beneficiaries and the actions must be for the 
sole purpose of providing benefits to the individual 
participants and their beneficiaries as well as defraying 
reasonable expenses of administering the plan.

2.	 The benefit plan must be in writing. The investment 
policy statement should be in writing. It should pro-
vide general guidelines concerning various types or 
categories of investment management decisions.

3.	 Actions must be discharged “with the care, skill, pru-
dence and diligence under the circumstances then pre-
vailing that a prudent person acting in a like capacity 
and familiar with such matters would use in the con-
duct of an enterprise of a like character with like aims.”

4.	 Investments must be diversified to minimize the 
risk of large losses unless under the circumstances it 
clearly is prudent not to do so. 

5.	 These responsibilities must be carried out in accor-
dance with the documents of the plan.
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Appendix A : ERISA Section 404(c) Checklist53

Investment Menu Requirements 
1.	 	 The investments available under the plan are sufficient to provide the participant a chance to 

materially affect a) the potential return in his or her account and b) the degree of risk to which it is 
subject.

2.	 	 The plan offers at least three investment options that:
a.	  are diversified.
b.	  have materially different risk and return characteristics.
c.	  enable the participant to achieve a portfolio with aggregate risk and return characteristics 

at any point within the range appropriate for the participant each of which, when com-
bined with the others, tends to minimize risk to the portfolio through diversification.

3.    	Participants are given the opportunity, appropriate to the nature of the plan and size of the partici-
pant accounts, to diversify their accounts sufficiently to avoid large losses.

Plan Design and Administration Requirements
1.	  	 Participants are given the opportunity to give investment instructions to an identified fiduciary who 		

is obligated to follow those instructions (except in certain legal circumstances such as a prohibited 		
transaction).

2.	  	 Participants are provided a summary plan description and are able to request further information to 		
make informed decisions (see “Information and Disclosure Requirements,” below). 

3.	  	 If participants do not give investment instructions in writing, they must be given an opportunity to 		
receive a written confirmation of their instructions.

4.	  	 Participants have the ability to change investments with a frequency appropriate in light of the vola		
tility of the investments.

Requirements of a Company Stock Election
1.	  	The company stock is publicly traded.
2.	  	The company stock is traded with sufficient frequency and volume such that participants’ instruc		

tions to buy or sell can be executed promptly.
3.	  	Participants are provided information that generally is given to shareholders of company stock.

4.	  	Participants are able to vote and conduct other similar rights available to shareholders.
5.	  	The plan designates a fiduciary to ensure information regarding purchase, sale, holding of company 		

stock, and the exercise of voting as well as other shareholder rights is maintained with procedures to 		
keep it confidential.

6.	  	An independent fiduciary is appointed to address any situations where the fiduciary responsible for 		
confidentiality determines there is a potential for undue influence on a participant’s decision to vote 		
or tender shares.
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Information and Disclosure Requirements
There are two categories of information and disclosures: (1) items required to be provided to participants auto-
matically in advance of investment; and (2) items required to be provided only on participant request.

Information and Disclosures Required to be Provided Automatically54

1.	 _______ 	A statement that the plan is intended to be an ERISA 404(c) plan, with an explanation that this will 
relieve plan fiduciaries of liability for losses resulting from the participant’s investment directions. 
This can be provided in the summary plan description.

2.	 _______ 	Information required under 29 CFR Section 2550.404(a)5 Participant Disclosure Rule, Effective July 
2, 2012

3.	 _______ 	If company stock is an investment fund, a description of the procedures established to protect the 
confidentiality of information regarding participants’ purchase, sale, holding, voting, or tendering 
of company stock, as well as contact information for the fiduciary responsible for monitoring those 
procedures

4.	 _______ 	For mutual funds in which the participant invests for the first time, a copy of the prospectus provided 
to the plan (may be provided before or immediately after the investment)

This checklist is provided for informational purposes only. It is not intended
to provide authoritative guidance or legal advice. Consult an attorney or other advisor

for guidance on your particular situation.
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Appendix B: Hiring a Pension Consultant55

Tier I Questions
1.	 Are you registered with the SEC or a state securities regulator as an investment advisor? If so, have you 

provided me with all the disclosures required under those laws (including Form ADV, and brochure)?56 
2.	 Do you or a related 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 relationships. 
3.	 Do you or a related 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)? 

4.	 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? 

5.	 If you allow plans to 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 paid in full? If not, how can a plan 
make sure it does not overpay its consulting fees? 

6.	 If you allow plans to 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? 

7.	 Do you have any arrangements with broker–dealers under which you or a related company will benefit if 
money managers place trades for their clients with such broker–dealers? 

8.	 If you are hired, will you acknowledge in writing that you have a fiduciary obligation as an investment advisor 
to the plan while providing the consulting services we are seeking? 

9.	 Do you consider yourself a fiduciary under ERISA with respect to the recommendations you provide the plan? 
10.	What percentage of your plan clients utilize money managers, investment funds, brokerage services, or other 

service providers from whom you receive fees? 

Tier II Questions
1.	 What type of experience have you had working with entities such as ours?
2.	 Please list a representative sample of your clients.
3.	 To what manager database/research do you have access?
4.	 What are the qualitative and quantitative processes you use to screen new managers?
5.	 What are the qualitative and quantitative processes you use for monitoring managers?
6.	 What factors would impact the termination of a manager?
7.	 What is a representative example of available reports on managers?
8.	 Describe the communications you expect from a consultant and ask whether this consultant is able to meet 

these requirements.
9.	 What other sources of information and support do you provide?
10.	Please provide a listing of professionals providing services to our account.
11.	Please provide any measurements you implement that measure how you add value for your clients. 
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pubs/sponsortips.htm.
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