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WHEN IS A PERSON ACTING AS A
FIDUCIARY?
A person is a fiduciary under ERISA to the extent he or she:

• Exercises discretionary authority or control over
plan management.
• Exercises authority or control over management
or disposition of plan assets.
• Provides investment advice for compensation
(service providers).
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Who Are the 401(k) Plan’s Fiduciaries
Fiduciaries of a 401(k) plan typically Include:
•
•
•
•

Trustee
Plan Committee(s)
Investment Advisor who is paid to give advice
Others: Plan Sponsor, Plan Administrator, Board
Members
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When Is a Person Not Acting as a
Fiduciary?
A person is not a fiduciary:
• When the person is performing “settlor” functions, which are
those that relate to plan:
– establishment;
– design; and
– termination.

• When the person is a service provider performing
“ministerial” functions.
• A person can have “two hats,” and be a fiduciary for the
fiduciary tasks and not for the others.
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Basic Fiduciary Responsibilities
A fiduciary must:
• Act solely in interests of participants and beneficiaries
(loyalty).
• Act for the exclusive purpose of providing benefits and
defraying reasonable expenses.
• Act with the care, skill, prudence and diligence of a prudent
person acting in same capacity and with knowledge.
• Diversify investments to minimize risk of large losses.
• Act in accordance with plan documents (if consistent with
ERISA).
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Loyalty/Exclusive Purpose
A fiduciary must:
• Ensure that all decisions are made based solely and
exclusively on the interests of plan participants and
beneficiaries
• Act in the sole interest of plan participants and avoid any
decision or transaction that directly or indirectly benefits the
plan sponsor, committee member, or any other related party in
which fiduciary may have an interest
• Avoid prohibited transactions, and not select plan products or
services with a party-in-interest (unless exemptions apply).
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Prohibited Transactions
Prohibited transactions include:
• Transactions between the plan and a party in interest
• Sale or exchange, or leasing of property, lending of money,
furnishing of goods or services, transfer to or use by party in
interest, or acquiring employer securities that are not
“qualifying” (qualifying employer securities or qualifying
employer real property)
• Transactions between the plan and a fiduciary
• Self dealing
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Prudence Defined
ERISA 404(a)(i)(B):
• A fiduciary shall discharge his duties with the care, skill,
prudence and diligence under the circumstances then
prevailing that a prudent man 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.”
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Prudence Analyzed
Prudence of the process is critical when making decisions
(and the process must be documented).
• Take steps to gather “relevant information (and may
consult with third party experts).
• Analyze the information (and should consider using
experts).
• Make a reasoned decision.
• Cannot rely “blindly” on experts; question/evaluate
• Should evaluate conflicts of interest and fees (408(b)(2)
disclosures).
• Not a “20/20 hindsight” standard.
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A Fiduciary Must Diversify Investments
Fiduciaries are required to diversify plan investments so as to
minimize risk of large losses
• When a fiduciary “failure to diversify” is established, the
burden of proof falls on the fiduciary to show that it was
“clearly prudent” not to diversify
• Prudence evaluated at the time of the investment
• For self-directed plans (usually 401(k) plans): the plan
investment options should be sufficiently diversified to afford
participants the opportunity to manage risk; each plan option
should be considered as part of the whole plan portfolio
• Section 404(c) limitations (see below)
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A Fiduciary Must Act In Accordance
with Plan Document
A fiduciary must act in accordance with the plan document,
and also in accordance with ERISA and other applicable laws:
• Plan Fiduciaries should understand how the plan works.
• Responsible fiduciaries should review the plan periodically
with the plan’s third party providers, and ensure that they all
remain current.
• Updates must be made, as necessary, to reflect changes in
the law.
• The plan should have an Investment Policy Statement, and all
parties involved with investments should make sure that
investments are made in accordance with it.
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Service Providers
A plan’s fiduciary must arrange for appropriate service
providers, and should be sure that:
• The services provided are helpful and appropriate for the
plan’s purposes.
• The services are provided prudently.
• The arrangement can be terminated on reasonably short
notice with no penalty to the plan.
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Service Providers
A plan’s fiduciary must be sure that:
• Compensation of the service provider is “reasonable” in
light of the (i) quantity, (ii) type, and (iii) quality, of services
provided.
• All service arrangement with a provider must be for
“reasonable” compensation (ERISA Section 408(b)(2)).

• The failure of a “covered service provider” to deliver
408(b)(2) disclosures is a prohibited transaction by the
service provider.
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Service Providers
The arrangement with a service provider must be
commercially reasonable • This can be tested by benchmarking – compare the
arrangements with other plans of similar size, type, etc.
• RFPs can be used to select a service provider or to test
reasonableness of compensation, but the process can be
expensive, burdensome and time consuming.
• Understand and evaluate all sources of provider
compensation (i.e., including indirect compensation).
Obtain Section 408(b)(2) disclosure (discussed later).

• A fiduciary is required to know how much is being paid,
but is not necessarily required to have the least expensive
provider.
• DOL and Plaintiffs have targeted fees for investigations.
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Duty to Monitor
The plan’s fiduciary has a duty to monitor all service provider
relationships:
• Investment Managers – Review managers and options
– How did the manager perform against the appropriate
benchmark?
– How did the manager perform relative to the appropriate
peer group?
– Were there any changes to the manager’s style or
organization?
– Ongoing duty to monitor
– Watch lists
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Plan Expenses
A plan can pay reasonable “administrative”
expenses.

• No payments may be made to the plan
sponsor (with limited exceptions).
• The DOL expects the fiduciary to provide
oversight and approval of plan expenses.
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Potential Consequences of a
Fiduciary Breach
In the event of a breach of fiduciary duty:
• The breaching fiduciary can have personal liability for
the losses.
• The breaching fiduciary may be required to restore lost
profits to the plan.
• Additional equitable or remedial relief may be
available.
• The breaching fiduciary may be barred from future
fiduciary service.
• A possible 20% penalty under ERISA Section 502(l)
may be assessed.
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Co-Fiduciary Liability
Co-fiduciary liability can arise where a fiduciary:
• Knowingly participates in (or helps conceal) a breach
by another fiduciary.
• Knows of a breach by another fiduciary, but does not
take reasonable steps to remedy it.

• Enables another fiduciary to commit a breach, by
breaching the fiduciary’s own responsibilities.
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Section 404(c)
Overview
• Plan sponsor can fully shift investment allocation responsibilities by
complying with Section 404(c)
• Must offer Broad Range of Investment Alternatives
• Participants must have Opportunity to Exercise Control

Liability Protection for Plan Fiduciaries
• If 404(c) conditions are met, no plan fiduciary will be held
responsible for participant’s investment allocation decisions
• 404(c) compliance is not mandatory, but liability protection is not
otherwise available to plan sponsor
• Highly beneficial for plans to comply with Section 404(c)
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404(c) Investment Conditions
Broad Range of Investment Alternatives
• Plan’s menu generally must provide reasonable opportunity
to materially affect investment returns for portfolios

Investment Options
• Need at least 3 diversified funds with different risk/return
characteristics
• Must give ability to diversify and create range of portfolios

Diversification
• Must give ability to minimize risk of large losses
• As a practical matter, many plans have more than 3 options
to help ensure that this condition is met
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404(c) Administrative Conditions
Opportunity to Exercise Control for Participants:
• Reasonable opportunity to give investment
instructions
• Sufficient information to make informed investment
decisions
• Plan sponsor will rely on recordkeeper to help ensure
that 404(c) administrative conditions are met
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404(c) Administrative Conditions
Investment Instructions from Participants
• Must be able to transfer in and out of each investment
option with appropriate speed and frequency (based on
volatility of each option)

Sufficient Information for Participants
• Must include explanation of Section 404(c)
• Must provide “404a-5” fee and investment disclosures
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404a-5 Disclosures for Participants
Specific Duty to Provide Disclosures
• Plan sponsor (as 3(16) Plan Administrator) has duty to
provide 404a-5 disclosures (even if not complying with
Section 404(c))
• Must disclose plan fee information on quarterly and
annual basis
• Must disclose plan investment information on annual
basis

Plan Fee Information
• Must include annual explanation of plan fees
• Must disclose amounts charged to plan accounts in
quarterly statements
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404a-5 Disclosures for Participants
Plan Investment Information
• Must include annual investment chart with side-by-side
comparison of menu options
• Must provide website with updated quarterly performance
and other data
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Fund Mapping
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Fund Mapping
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QDIA Rules for
Safe Harbor Protection
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Investment Manager
ERISA Section 3(38) defines an “investment manager” as a
fiduciary (other than a trustee or named fiduciary) that:
• Is either:
– a registered investment adviser under Investment Advisors
Act of 1940, or registered with the state of its principal
place of business;
– a bank, as defined under the ’40 Act; or
– a qualified insurance company.
• Acknowledges in writing that it is a fiduciary with respect to
the plan; and
• Is delegated the power to manage, acquire or dispose of plan
assets.
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Effect of Hiring a 3(38) Investment
Manager
If a 3(38) Investment Manager is hired for a plan:
• The other plan fiduciaries are not responsible for the actual
investments made by the investment manager, nor required to
perform due diligence on the individual investments made or
the strategies adopted by the investment manager.
• Still, another plan fiduciary would be liable for the acts or
omissions of the investment manager if the plan fiduciary
knowingly participates in or conceals a breach by the
investment manager.
• However, the Plan fiduciary selecting the investment
manager remains responsible for being prudent in
selecting and monitoring the investment manager.
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Duties of Investment Manager
The investment manager’s duties should be:
• Outlined in an investment management agreement negotiated between
the manager and the plan fiduciary, including outlining its duties,
typically including :
– Investing the plan assets that have been assigned to it. A plan fiduciary
may hire multiple managers to handle different asset classes.
– Preparing periodic asset statements and reports to submit to the plan
fiduciary.
– Exercise of proxy voting rights (some fiduciary must handle).

• Investment policy statements provide guidelines and general instructions
concerning the investment of plan assets. Often describe criteria and
procedures for selecting, monitoring and replacing investment options.
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Investment Manager Selection
Selection of investment managers and other service providers
is subject to ERISA’s fiduciary duty to act prudently and solely
in the interests of participants:
• Plan fiduciaries should establish and document that prudent
procedures for selecting investment managers were
established and followed.
• Often fiduciaries solicit requests for a proposal (RFPs) from a
number of investment managers.
• RFPs seek information about a potential manager, usually
including the manager’s qualifications, registrations and
licenses, experience, particularly with other ERISA plans,
management professionals, past performance, investment
approach and philosophy, fee arrangements, client
references, potential conflicts of interests, compensation
received by the manager by third parties, other business
activities.
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408(b)(2) Fee Disclosure
Under Section 408(b)(2) of ERISA:
• To avoid being prohibited transaction, contracts between
pension plans and service providers (including investment
managers) must:
– be necessary to establish or operate the plan,
– be provided under a reasonable contract or arrangement,
and
– no more than reasonable compensation may be paid to
the service provider.
• Under DOL 408(b)(2) regulations, services are not provided
under a reasonable contract or arrangement unless the
service provider gives the plan fiduciary a detailed fee
disclosure.
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Lawsuits
Class action lawsuits against 401(k) plan fiduciaries allege that
plan fiduciaries agreed to excessive fees for investment
management services (in some cases including other revenue
earned by service providers, such as revenue sharing):
• Cases allege that fiduciaries failed to negotiate lower fees or
include cheaper investment options
• Fiduciaries should be able to demonstrate procedural
prudence, including documenting every step of the selection
process, particularly as to fee arrangements.
• Fiduciaries should document their consideration of the options
offered by investment managers as compared to the other
investment options offered under the plan.
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Lawsuit Issues
• Proper handling of rebates, credits, etc.
•

-- May be additional compensation for service provider if agreed to, but
-- Better practice is to have revenue sharing funds be property of plan.

• Mutual fund share classes – no requirement to use cheapest
available share class, but must determine if more expensive
class has advantages that justify higher expense ratios
• Fiduciary duty to monitor and control recordkeeping fees
• Continuing obligation to monitor investments
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rcwatson@wagnerlawgroup.com

42

