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Potential fiduciary liability for plan investments
continues to be a primary concern of plan
sponsors

Fiduciary Liability for Plan 
Investments

sponsors.

The Supreme Court’s decision in the LaRue case
has once again focused attention on this issue.
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What should fiduciaries do about investment
prudence and risk management?

Fiduciary Liability for Plan 
Investments

– A process

– Data and analysis

– Investment policies

– Advice

– Needs and limits of 
participants

– Accepted investment 
theories and principles

– Decide and document

– Competent committee
3
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Recent Congressional and DOL activity has
focused on this area:

– Fiduciary safe harbor for defaults into “multi-

Participant Investing

Fiduciary safe harbor for defaults into multi
asset class” investments (QDIA)

– Participant-level investment advice
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The PPA created an exemption for fiduciary
advice to participants (but not for management).

The changes divide advisers into two categories:

Investment Advice

The changes divide advisers into two categories:
(i) advisers whose fees do not vary depending on
the investments selected; and (ii) advisers whose
fees do vary—if a qualifying computer model is
used.

Note: There are actually three categories.
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Where are we going with the PPA fiduciary adviser
provisions?

– Acknowledged fiduciary status

Participant Investment Advice

– Needed DOL guidance

• computer model certification

• audit requirements

• model and guidance for fee disclosure

6
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The DOL has issued a regulation under ERISA
§404(c)(5) that identifies long-term “qualified default
investment alternatives” or “QDIAs” as managed
accounts , age-based lifec ycle funds and risk-

Safe Harbor Default Investment

, g y
based lifestyle funds . The regulation also provides
for two other QDIAs:

– stable value (“grandfathered”)

– short-term QDIA

7

– Selection of type of QDIA

– Transfer restrictions and fees

– Mutual fund or fiduciary

QDIA Issues

y

– Asset allocation model

– Issues regarding notices

– Selection of the investments

• aged-based
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– traditional defaults

Where are we going? These “safe harbor” investments 
are expanding the use of defaults:

Safe Harbor Default Investment

– automatic enrollment defaults

– conversion defaults

– new plans and existing plans

Change of perspective.
9
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! explicit “safe harbor” for defaults (if the

ERISA §404(c)(5) creates a legal defense for
default investments.

Impact of QDIA Rules

conditions are satisfied)

! query: Is there now an implicit “safe
harbor” for directed investments?
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Congressional activity:

– Legislation on automatic enrollment, including
pre-emption of state payroll withholding laws.

Participation

pre emption of state payroll withholding laws.

– Legislation on safe harbor automatic enrollment.
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– Over one-half of the largest corporations are
expected to be automatically enrolled by the

Where are we going with automatic enrollment?

Automatic Enrollment

p y y
end of this year.

– The largest 401(k) recordkeeper reports a
doubling of the rate of adaptation of automatic
enrollment in 2006.

12
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Congressional activity:

– Legislation on automatic enrollment.

Deferrals

– Effect of safe harbor provisions on 
automatic deferral increases.
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Query: How much is enough?

– Deferral rates for automatic enrollment

Where are we going with deferrals?

Deferrals

– Step up, or escalator, deferrals

– Gap analysis and reporting
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“Defendants breached their fiduciary obligations to

In one of the recent class action lawsuits, the
complaint asserted, among other things:

Expenses: Class Action Litigation

the Plan . . . by, among other conduct to be proven
at trial, one or more of the following acts:

– Allowing or causing the Plan to pay--directly or
indirectly--fees and expenses that were . . .
unreasonable . . . ;

continued . . .
15
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Continued . . .

– Failing to inform themselves of, and understand,
the various methods by which vendors in the
401(k) industry collect payments and other

Expenses: Class Action Litigation

revenues from 401(k) plans;

– Failing to establish, implement, and follow
procedures to properly and prudently determine
whether the fees and expenses paid by the Plan
were reasonable . . .;”

Query: What should fiduciaries do?
16

Investments Advice Recordkeeping
& Compliance

What Should Fiduciaries Do?

$

$

Notes: Compare to market data.
Recapture of excess revenues: ERISA accounts.
Share classes.
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DOL activity:

– Point-of-sale disclosure to fiduciaries for
advisers and providers (408(b)(2) project).

Expenses: DOL Activity

– Revisions to Form 5500, Schedule C 
(reporting).

– Revisions to 404(c) regulation (participants).

Shifting responsibility to 401(k) industry.

18
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The DOL has released the 2009 Form 5500

package. The new Schedule C—for plans with

over 100 participants—requires reporting by

Schedule C for 2009 Form 5500

plan sponsors of direct and indirect revenues

received by service providers.
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Note: Check-the-box format for eligible indirect compensation.

The proposal applies to anyone who:

! is a fiduciary under ERISA or the Investment

408(b)(2) Proposed Regulation

Advisers Act of 1940;

! provides these services: banking, consulting,
custodial, insurance, investment advisory,
investment management, recordkeeping,
securities or other investment brokerage, or
third party administration; or

20

! provides these services and receives indirect
compensation: accounting, actuarial, appraisal,
legal or valuation.

408(b)(2) Proposed Regulation

21
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“Covered” service providers must have a contract
or arrangement with the plan and satisfy the
following requirements:

Contract or Arrangement

! the terms must be in writing;

! the terms (including any extension or renewal)
must disclose to the best of the provider’s
knowledge the following information and . . .

22

! . . . must include a representation that, before
the arrangement was entered into, all the
information was given to the responsible plan
fiduciary:

408(b)(2) Proposed Regulation

• a list of the services provided, and

• for each service: the compensation to be
received; and the manner of receipt.
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Note: Creation of ERISA-specific, 408(b)(2) compliant engagement 
agreement.

! money or any other thing of monetary value
(for example, gifts, awards, and trips)

“Compensation or fees” include:

Compensation

! received directly from the plan or plan sponsor
or indirectly (i.e., from any other source) by the
service provider or its affiliate

! in connection with the services or because of
the service provider's or affiliate's position with
the plan.

24
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Compensation may be expressed in terms of
a monetary amount, formula, percentage of
the plan's assets, or per capita charge for
each participant or beneficiary of the plan.

Compensation

p p y p

The compensation disclosure must have
sufficient information to enable the
responsible plan fiduciary to evaluate the
reasonableness of the compensation.

25

Disclosure: Whether the service provider (or an

affiliate) will provide any services to the plan as

a fiduciary either within the meaning of ERISA

Compensation

section 3(21) or under the Investment Advisers

Act of 1940.
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Note: Impact on RIAs and registered representatives/broker-dealers.

Disclosure: Whether the service provider (or an
affiliate) expects to participate in, or otherwise
acquire an interest in, any transaction to be
entered into by the plan

Conflicts of Interest

entered into by the plan.

If so, a description of the transaction and the
service provider's participation must be given.

27

Note: Incorporate ADV Form, Part II.
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!! anyany materialmaterial financial,financial, referral,referral, oror otherother
relationshiprelationship oror arrangementarrangement withwith aa moneymoney

Conflicts of Interest
Disclosure: Whether the service provider (or an
affiliate) has:

pp gg yy
manager,manager, broker,broker, otherother clientclient ofof thethe serviceservice
provider,provider, otherother serviceservice providerprovider toto thethe plan,plan, oror
anyany otherother entityentity;;

!! thatthat createscreates oror maymay createcreate aa conflictconflict ofof
interestinterest forfor thethe serviceservice providerprovider inin performingperforming
servicesservices pursuantpursuant toto thethe contractcontract oror
arrangementarrangement..
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Disclosure: Whether the service provider (or an
affiliate) will be able to affect its own compensation
or fees, from whatever source:

Conflicts of Interest

!! withoutwithout thethe priorprior approvalapproval ofof anan independentindependent
planplan fiduciaryfiduciary;;

!! ifif so,so, aa descriptiondescription ofof thethe naturenature ofof suchsuch
compensationcompensation..
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Disclosure: Whether the service provider (or an
affiliate) has any policies or procedures that:

!! addressaddress actualactual oror potentialpotential conflictsconflicts ofof interestinterest;;

Conflicts of Interest

oror

!! areare designeddesigned toto preventprevent eithereither thethe
compensationcompensation oror thethe relationshipsrelationships fromfrom
adverselyadversely affectingaffecting thethe provisionprovision ofof servicesservices toto
thethe planplan..

30

Note: Form ADV, Part III.
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The terms of the contract or arrangement must
require that the service provider disclose to the
responsible plan fiduciary:

! t i l h t th i f ti

Material Changes

! any material change to the information

! not later than 30 days from the date on which
the service provider acquires knowledge of the
material change.
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The final word . . .

Increased disclosure of compensation will
enable fiduciaries to better evaluate the cost
and al e of the plan’s ser ices

Expenses: The Right Answer

and value of the plan’s services.

It will also better enable the competitive
marketplace to work.

As a result, advisers will compete on their
services and the results they produce.

32
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ATTORNEYS AT LAW
A PROFESSIONAL CORPORATION

The DOL’s Proposed 408(b)(2) Regulation: Impact of the 
Mandated Disclosures on Registered Investment Advisers (RIAs) 

This is the ! rst in a series of bulletins about the Department of 
Labor’s (DOL) new proposed 408(b)(2) regulation mandating 
disclosures of compensation and con" icts of interest by plan 
service providers. The proposal de! nes the ERISA requirement 
that contracts and arrangements with service providers must be 
“reasonable.” The effect will be to require that almost all providers 
of services to retirement and welfare plans have a written agreement 
and disclose all of their direct and indirect compensation.

This bulletin focuses on the likely impact of the proposed 
regulation on independent registered investment advisers (RIAs). 
(By “independent,” we mean an RIA that is not af! liated with a 
broker-dealer, mutual fund management complex, recordkeeper 
or the like.) For purposes of this bulletin, we discuss RIAs who 
provide advice services, as opposed to investment management 
services; but this covers both advice to plan ! duciaries and advice 
to participants. In a future bulletin, we will discuss the application 
of the proposed regulation to broker-dealers and their registered 
representatives.

BACKGROUND
In the past, the burden was almost entirely on the primary plan 
! duciaries to investigate and understand the arrangement between 
a plan and a service provider and to determine if it was reasonable. 
Under a regulation proposed by the DOL in December, arrangements 
for most plan services will be prohibited unless the service provider 
has a written arrangement with the responsible plan ! duciaries and 
makes extensive disclosures about its direct and indirect revenues 
and about any potential con" icts of interest. Thus, the burden is 
shifted to the service provider to give information to the ! duciaries 
that is suf! cient for them to determine whether the arrangement, 
including compensation, is reasonable and whether the con" icts are 
acceptable. Further, the information must be delivered suf! ciently 
in advance of entering into the arrangement to give the responsible 
plan ! duciary time to review the information before entering into the 
transaction. Failure to ful! ll the written agreement and disclosure 
obligations will cause the service provider’s engagement to be a 
prohibited transaction, which means that the service provider will 
presumably have to pay back any compensation it received.

This bulletin is further limited to the likely application of these rules 
to 401(k) plans. However, as a practical matter, Internal Revenue 
Code § 403(b) plans will be impacted in much the same way. 

OVERVIEW
Applicability

If adopted as proposed, the regulation will apply to any service 
provider who: 

is a • duciary under ERISA or the Investment Advisers Act of 
1940 (the “‘40 Act”); 

provides banking, consulting, custodial, insurance, investment 
advisory, investment management, recordkeeping, securities, 
other investment brokerage, or third party administration 
services; or 

receives indirect compensation and provides accounting, 
actuarial, appraisal, auditing, legal, or valuation services.

1.

2.

3.

By Fred Reish, Bruce Ashton and Debra Davis

Next Sunday, February 10th, at the 401k Summit in Orlando, 
Florida, Fred Reish, Bruce Ashton and Debra Davis will be 
conducting a seminar on the new 408(b)(2) regulation. The 
seminar will focus on the requirements under the proposed 
regulation for RIAs and • nancial advisers to disclose their 
revenues, both direct and indirect, prior to entering into a 
contract or arrangement with a plan.

The impact of the proposed regulation, when • nalized, will 
be substantial. It will require every investment adviser and 
• nancial adviser to have a written contract with client plans 
that explains the services rendered, the revenues received, 
and any potential con• icts of interest. We believe that the 
consequence will be an enhanced focus on fees which will 
require a more detailed and thorough explanation of the value 
received for those fees, that is, of the services provided to the 
plan and the participants by RIAs and • nancial advisers.

The session will begin at 9:00 a.m. and will go for 50 minutes. 
It will be held in Grand Ballroom #9 in the Orlando World 
Center Marriott. 

Seminar on Proposed Regulation on Disclosure 
of Fees and Revenue Sharing

First in a Series



Impact on RIAs: RIAs are subject to the proposed regulation under 
at least two of these categories: they provide investment advisory 
services and are • duciaries under the ‘40 Act. In addition, they may 
or may not be • duciaries under ERISA (depending on whether their 
advice satis• es ERISA’s de• nition of investment advice), but even if 
they are not, they would still be covered service providers under both 
the • rst and second categories. 

Further, RIAs may provide consulting services to 401(k) plans on a 
number of issues, such as plan design and other plan and investment 
services.

SPECIFIC REQUIREMENTS

Contract Must Be in Writing

The proposed regulation requires (1) that there be a contract or 
arrangement between the plan and the service provider and (2) that 
the contract or arrangement be in writing. However, the “contract 
or arrangement” would not have to be signed by either a • duciary 
of a plan or the service provider. In most cases, though, it would be 
advisable to have a signed agreement. (For ease of reference, for the 
rest of this bulletin we use the term “contract” instead of the proposed 
regulation’s use of “contract or arrangement.”) While it is not clear 
from the proposal, we anticipate that the • nal regulation will be 
effective January 1, 2009.

General Comments:The proposed regulation requires all covered 
service providers to have a written contract with the responsible 
plan • duciaries. It seems clear that, for new engagements after 
the effective date of the • nal regulation, a written contract will 
be required. While it is not clear from the proposal, we assume 
that, where there are existing oral arrangements, they will need to 
be documented as written contracts as of the effective date. And, 
although not discussed in the proposal, we further assume that, 
for existing written arrangements, the • nal regulation will either 
“grandfather” them or provide for a transition period before 
requiring a compliant written contract. 

Impact on RIAs:In our experience, most independent RIAs have 
written contracts. However, the contracts will need to be modi• ed 
to meet the requirements of the • nal regulation, when effective. 
Assuming that the regulation will be effective on January 1, 
2009, that means that RIAs will need to revise their agreements 
before the end of this year. As a practical matter, our advice is 
to start work on the agreements now, because we believe that 
knowledgeable attorneys will be overwhelmed with work in the 
last part of the year with agreements for RIAs, broker-dealers, 
recordkeepers, third party administrators and other service 
providers.

Services and Compensation

The proposed regulation requires that various disclosures be made 
in writing before the contract is entered into and before a contract is 
extended or renewed. The disclosures must be made to the “best of 
the service provider’s knowledge” and they must be provided to the 
• duciary with the authority to cause the plan to enter into, extend or 
renew the contract (referred to by the DOL as the “responsible plan 
• duciary”). Additionally, the contract must af• rmatively require the 
service provider to make these disclosures. There are four types of 
disclosures that must be made, which we discuss separately.

All services to be provided to the plan under the contract.

1.

2.

a.

General Comments: The proposed regulation does not specify 
how the services are to be described. However, in both the 
preamble (where the DOL explains much of the thinking 
behind the proposed rules) and the proposed regulation, the 
DOL generally uses the term “services” broadly. Thus, we 
believe it would be satisfactory for a service provider to use 
a broad de• nition, though this is something that the DOL 
should clarify in the • nal regulation. Also, the DOL indicates 
in the preamble that the written contract may incorporate other 
materials by reference, if they are adequately described and 
explained.

Impact on RIAs: Based on our experience, independent RIAs 
that already have an ERISA-speci• c service agreement usually 
spell out their services in more detail than is apparently required 
by the proposed regulation. Therefore, except for those RIAs 
that do not have ERISA-speci• c agreements, this requirement 
should require little, if any, change. 

Some RIAs may seek to comply with portions of the disclosure 
obligation by providing Part II of their Forms ADV and 
incorporating the Forms by reference. However, the DOL states 
in the preamble that it “expects that the service provider will 
clearly describe these additional materials and explain to the 
responsible plan • duciary the information they contain.” We 
understand from discussions with representatives of the DOL 
that such an explanation is required as a condition to using 
separate documents as a “part” of the contract. Thus, RIAs that 
incorporate information from their ADV or other documents 
by reference will need to explain the information that is being 
incorporated by reference. In other words, it is not enough to 
simply deliver the ADV Part II without further explanation. 

For each service, the direct and indirect compensation to 
be received by the service provider and its af! liates. 

General Comments: There is a question about how much 
“each service” needs to be broken down, i.e., how broad 
the descriptions can be. However, as a practical matter, that 
may be answered by aggregating the services covered by the 
primary fee, and then separately describing each service for 
which additional fees are charged, or revenues are received. 

The de• nition of compensation includes both money and “any 
other thing of monetary value (for example, gifts, awards and 
trips)” and covers amounts received directly from the plan 
or plan sponsor and amounts received indirectly (i.e., from a 
source other than the plan or the plan sponsor). With respect 
to the non-monetary items, the proposal does not specify how 
to disclose the value or cost. However, as a general premise, 
service providers must disclose whether compensation is a 
• xed amount, a formula based on plan assets, a per participant 
charge or all of the above. The proposed regulation does not 
offer other alternatives for how the disclosure might be made, 
such as an hourly charge or transaction-based fee. Nevertheless, 
the information about the calculation of fees must be speci• c 
enough that the responsible plan • duciaries can determine 
whether the fees are reasonable. Finally, the de• nition covers 
amounts received by the service provider or any af• liates of 
the service provider.

Impact on RIAs: In our experience, most RIAs with ERISA-
speci• c agreements already provide adequate disclosure of 

b.

continued on next page
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the compensation they receive. And, in most cases, those 
who receive indirect compensation disclose that fact and the 
fact that they offset such compensation against the fees they 
charge. (It would be a prohibited transaction under ERISA § 
406(b)(3) if they do not offset indirect payments related to 
recommended investments where they are providing • duciary 
investment advice. That prohibition is not covered by the 
proposed exemption.) 

In cases where an RIA has, in the past, made generic disclosure 
of indirect compensation, but without disclosing the amount 
of, or formula for, the compensation, more detailed disclosures 
will be required. In our experience, this type of compensation 
is not usual for RIAs, but does occur occasionally (e.g., an RIA 
who is also licensed as a registered representative or broker-
dealer may receive 12b-1 fees).

The disclosure requirements apply to all covered services and 
to all compensation received by an RIA and/or an af• liate, both 
direct and indirect. As a result, RIAs will need to either cover 
all of the services in a single contract or to enter into separate 
contracts for each such service (perhaps on a project basis). 
For example, some independent RIAs assist with provider 
searches, which are separate services and are, in most cases, 
compensated separately. Further, RIAs that have a separate 
charge for managing a model asset allocation portfolio (often 
consisting of the plan’s core investments) need to separately 
describe and disclose that compensation, either in their primary 
contract for investment advice or in a separate contract. (As 
a word of caution, that arrangement may present other, non-
exempted, prohibited transaction issues.)

The method for calculating and repaying any prepaid 
compensation if the contract terminates.

Impact on RIAs: If an RIA is paid in advance (which is 
unusual in our experience), its contract would need to state 
that it will disclose how the prepaid fees will be handled if the 
contract ends before the prepaid amounts are fully earned. The 
disclosure may be made in the agreement, an attachment or a 
separate document. As a practical matter, in instances where 
the fees are paid in advance, we usually see a description of the 
mechanism for calculating and returning any unearned fees in 
the contract.

The manner of receipt of the compensation. 

General Comments: The proposed regulation requires that a 
service provider disclose whether it will bill the plan, deduct 
fees from plan accounts or re! ect a charge against the plan 
investments. 

Impact on RIAs: In our experience, most RIAs already make 
this type of disclosure. In fact, most RIAs are paid either 
directly by the plan sponsor or directly from the trust (i.e.,
out of plan assets), either upon presentation of a statement or 
automatically (e.g., approved quarterly payments). However, 
if an RIA is receiving disclosed indirect payments, further 
explanations may be needed. And, to the extent indirect 
compensation is being received that has not been disclosed, an 
explanation will need to be added to the contract or separate 
written disclosures.   

Fiduciary Status

The proposed regulation would require a service provider to disclose 

c.

d.

3.

whether it or an af• liate will provide any services to the plan as a 
• duciary as de• ned under either ERISA § 3(21) or the ‘40 Act. The 
preamble indicates that this disclosure requirement applies to both 
acknowledged and functional • duciaries.

General Comments: A person providing investment advice for a 
fee is a • duciary under ERISA if he advises regarding the purchase, 
sale or holding of investments and if the advice is individualized, 
based on the particular needs of the plan or the participants. Under 
this provision, such an adviser would be required to acknowledge 
– in writing – that he is an ERISA • duciary. The failure to do 
so would cause the arrangement to be a prohibited transaction. 
That is problematic for service providers who do not ordinarily 
acknowledge that they are • duciaries, but are later found to be 
functional • duciaries, such as some brokers. 

Impact on RIAs: Independent RIAs will need to disclose their 
• duciary status to the responsible plan • duciary. Since they 
are • duciaries under the ‘40 Act, if they provide virtually any 
investment recommendations, and regardless of whether they 
are providing investment advice of the type that makes them 
a • duciary under ERISA, at least their ‘40 Act status must be 
reported. As a practical matter, though, in most cases RIAs will 
be • duciaries for both reasons and must disclose accordingly. 

However, RIAs will need to be careful in how the disclosures 
are made in order to properly distinguish between their • duciary 
and non-• duciary roles and to properly limit the extent to which 
they serve in a • duciary capacity. For example, an RIA would 
typically not be a • duciary for participant investment education, 
provider searches, and consulting on plan design (e.g., automatic 
enrollment). Thus, as a practical matter, the RIA agreement should 
distinguish between which are • duciary services and which are 
not. This will require some redrafting of RIA agreements. As an 
interesting side note, a likely interpretation of the listed services 
is that consulting is a “covered” non-• duciary service, while the 
provider search and the employee education are non-covered, 
non-• duciary services. Practically speaking, though, it seems 
to us that most provider searches also include some consulting, 
which would make them covered services.

Financial or Other Interest

Service providers will need to disclose whether they or an af• liate 
will have any • nancial or other interest in any transaction to be 
entered into by the plan in connection with covered services. If they 
will have such an interest, they would need to provide a description 
of the transaction and their participation or interest in it. The example 
given by the DOL in the preamble is a service providing assistance in 
the sale of property in which an af• liate of the service provider has 
an interest. 

General Comments: This requirement appears to be very broad. 
For example, if a service provider receives almost any form of 
third party payment related to the plan or its assets, that would 
seem to fall under this item and would need to be disclosed. An 
example would be a situation where a service provider receives 
payments or reimbursement of expenses from another provider 
to the plan in connection with services rendered to the provider.   

Impact on RIAs: In our experience, independent RIAs usually 
do not have relationships that would require disclosure under 
this requirement, at least of a type similar to the example in the 

4.
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preamble. Further, they do not, by de• nition (i.e., “independent”), 
have af• liates in the • nancial services business that would create 
such a con! ict or potential con! ict of interest. 

However, some RIAs are af• liated with third party administration 
• rms or recordkeepers that may receive compensation from other 
service providers, such as subsidies or other payments from a 
plan provider. Even though that compensation is disclosed in the 
administration • rm’s (TPA) agreement with the plan, the RIA 
would need to disclose the existence of an “interest” under this 
item. Presumably, the RIA could refer to the af• liate’s contract 
for details, so long as the RIA describes those TPA agreements 
and explains to the responsible plan • duciary the information 
that they contain. 

Also, it is possible that this requirement would apply to a 
situation in which an RIA, who is providing investment advice, 
would receive additional compensation from a plan by virtue of 
a recommendation to a participant, e.g., a wrap fee on an asset 
allocation model managed by the RIA.

Other Relationships or Arrangements

The proposed regulation requires a service provider to disclose 
whether it or an af• liate has any material • nancial, referral or other 
relationship or arrangement with a money manager, broker or other 
service provider to the plan that creates or may create a con! ict of 
interest in performing services for the plan. The preamble explains 
that the service provider is required to disclose any “material • nancial, 
referral or other relationship” with third parties and states that, “If the 
relationship between the service provider and this third party is one 
that a reasonable plan • duciary would consider to be signi• cant in its 
evaluation of whether an actual or potential con! ict of interest exists, 
then the service provider must disclose the relationship.” 

General Comments: This requirement may be a trap for the 
unwary. That is because a service provider might view its 
relationship with another party as consistent with the interests 
of the plan and not as a potential con! ict. In practice, a service 
provider’s involvement with another service provider could 
be considered an interest in a transaction involving the plan 
(discussed in #4 above) as well as a relationship that needs to 
be described under this condition. However, this condition only 
applies to “material” relationships or arrangements, while item 
#4 applies to any interest in any transaction to be entered into by 
the plan in connection with covered services.

Impact on RIAs: For the purpose of this discussion, we are 
assuming that a referral relationship is one where an RIA 
compensates a third party (with money or items that have 
monetary value) for referrals, e.g., a • nder’s fee. However, we 
acknowledge that a plausible interpretation would include a 
“cross-referral” relationship where two service providers refer 
material amounts of business to each other, even if it is not 
quid pro quo. Certainly, the • rst referral relationship must be 
disclosed; perhaps the second does also. (Since this proposed 
regulation will be an exemption, or exception, to a prohibited 
transaction, the burden will be on the service provider to prove 
that it complied. As a result, service providers have no practical 
choice but to disclose everything that might be required.)

We have also seen instances in which an RIA receives payments 
related to a change in service providers. An example would be the 
change to a new recordkeeper or custodian. Where that possibility 
was known at the time of entering into the arrangement, the service 
provider would be required to make initial disclosures. However, 
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where the service provider was not aware of the possibility, it 
appears that this situation could be dealt with under a provision 
in the proposed regulation under which a service provider is 
required to disclose material changes within 30 days after the 
service provider becomes aware of the change. (See #8 below.) 
Thus, when the RIA became aware of the availability of such a 
payment, it would be required to make the disclosure within 30 
days. (As a word of caution, those payments may invoke other 
prohibited transaction rules.)

Ability to Affect Own Compensation

Under the proposed regulation, a service provider would need 
to disclose whether it or an af• liate would be able to affect its 
compensation without the prior approval of an independent plan 
• duciary. The DOL provides as examples “incentive, performance-
based, ! oat, or other contingent compensation.” If the service provider 
can affect its compensation without prior approval, it would need to 
describe that fact and the nature and amount of the compensation. 

General Comments: At • rst blush, this may seem to have little, 
if any, application to 401(k) plans. However, it does because 
provider compensation can be unilaterally changed by providers 
in a number of ways, depending on the service being rendered. 

Impact on RIAs: In our experience, RIA service agreements 
often indicate that an RIA may change the amount it bills for its 
services from time to time, usually by giving written notice of a 
change in fees to the client. Unless the RIA obtains approval of 
the change in fees before the change goes into effect (or adds an 
“Aetna-style” negative approval process to its agreement), this 
condition would likely be violated. (The failure to obtain prior 
approval for an increase in fees also implicates other prohibited 
transaction rules for which there is not an exemption.) 

By “Aetna-style” negative approval process, we are referring 
to the arrangement approved by the DOL in Advisory Opinion 
97-16A in which a service provider (1) gave advance notice of 
a change – in that case, a change in investments offered on a 
provider’s platform, (2) gave the plan • duciaries 60 days in which 
to object to the change, (3) provided in the agreement that, if the 
• duciaries did not object, they were deemed to have approved the 
change, and (4) provided that, if the • duciaries did object, they 
could change providers without any penalty and would have an 
additional reasonable time period to do so.

Policies to Address Con" icts of Interest

The proposed regulation requires the disclosure of whether the 
service provider or an af• liate has any policies or procedures that 
address or prevent actual or potential con! icts of interest. If a service 
provider has such policies or procedures, it must explain them to the 
responsible plan • duciary and describe how they address con! icts of 
interest or prevent an adverse effect on the provision of services. For 
example, a procedure for offsetting revenue sharing or other indirect 
payments would need to be disclosed. However, service providers are 
not required to develop any such policies or procedures if they do not 
already have them.

General Comments: This requirement will impact some service 
providers, but not others. It will depend primarily on whether the 
members of a particular industry commonly have such policies. 
Service providers are advised to review their corporate ethics 
and con! icts of interest policies in order to comply with this 

6.
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requirement. 

Impact on RIAs: In our experience, RIA • rms have a written 
con! ict of interest policy. Typically, some or all of those policies 
are disclosed in the ADV Part II. Presumably, an RIA that has 
such a written policy could comply with this requirement by 
providing a copy of the policy or of the ADV Part II to the client, 
although a separate explanation of the referenced provisions 
would be required in order to incorporate those documents by 
reference into the contract.

There is another “policy” that would also appear to fall within 
this requirement. Some dual-licensed RIAs avoid con! icts 
of interest (and 406(b) prohibited transactions) by offsetting 
indirect payments against their advisory fees. These policies or 
procedures would need to be disclosed. Presumably, however, this 
would already be disclosed in connection with the compensation 
disclosure, so it would not need to be further disclosed to satisfy 
this requirement.

Material Changes

The terms of the contract must require that the service provider disclose 
any material change (to the information required to be disclosed) to 
the responsible plan • duciary not later than 30 days from the date 
on which the service provider acquires knowledge of the material 
change. 

General Comments: The short time period for notifying clients 
of a material change could be problematic. While the proposed 
regulation does not explicitly say so, we believe it goes without 
saying that a service provider would only need to disclose 
material changes related to its contract or to information that it 
previously provided to comply with its obligations. That is, we 
do not believe the proposal intends to create an obligation to 
oversee the disclosures of other service providers. 

Impact on RIAs: This should have little impact on independent 
RIAs since they are already required to amend their Form ADV 
and provide it to clients under the ‘40 Act in the event of a 
material change. However, RIAs will need to explain the change 
and provide the ADV within 30 days to avoid converting the 
arrangement into a prohibited transaction.

That said, there may be material changes that are not required to 
be described in an updated ADV. For example, if an RIA were to 
develop a material referral relationship with a new investment 
provider and seek to introduce that provider to existing clients, 
that would presumably require disclosure under the con! ict of 
interest rules and would thus be covered by the “material change” 
requirement.   

Reporting Assistance

The proposed regulation requires a service provider to disclose “all 
information related to the contract and any compensation received 
thereunder” if it is requested by the responsible plan • duciary or 

8.
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plan administrator in order to comply with ERISA’s reporting and 
disclosure requirements. This would arise most frequently in the 
context of reporting information on Schedule C to the Form 5500 for 
large plans (i.e., plans with 100 or more participants).

General Comments: Service providers need to be aware of their 
obligation to provide this information. The failure to do so could 
convert their “reasonable” contract into a prohibited transaction. 
Further, the responsibility may be increased in the future when 
the DOL issues a new regulation concerning the information that 
must be given to participants. It appears that such information 
would fall within the de• nition of “disclosure.” 

Impact on RIAs: This condition should not pose a problem 
for independent RIAs, unless, possibly, they receive indirect 
compensation. However, if they do receive indirect compensation 
related to plans that • le a Schedule C (i.e., plans with 100 or more 
participants), beginning in 2009 RIAs will be required to provide 
speci• ed information to plan • duciaries upon request.

Actual Disclosure

The proposed regulation requires that, in order for the exemption to 
apply: (i) the service provider have a written contract that requires it 
to make the disclosures in this bulletin; and (ii) that it actually make 
these disclosures.

General Comments: This item should not present an issue 
separate from those discussed elsewhere in this bulletin. 

Impact on RIAs: RIAs will want to make sure they have 
procedures in place to ensure that the necessary disclosures 
are made. Although most of the disclosures are made before 
the contract is entered into, renewed or extended, some of the 
disclosures will be made during the course of the contract, such 
as material changes and information requested for reporting and 
disclosure purposes.

Effective Date
The proposal states that the effective date will be 90 days after the 
• nal regulation is published in the Federal Register. However, we 
understand that the DOL is considering an effective date of January 
1, 2009, which would coincide with the effective date for changes to 
reporting service provider compensation on Schedule C to the Form 
5500. We believe that at least that much time is needed for the 401(k) 
industry to make the changes required by the proposed regulation.

Conclusion
For service providers that do not already have written contracts with 
their plan clients, the proposed regulation will require signi• cant 
changes in both how they document their business and how they 
disclose compensation and con! icts of interest. Even for those with 
contracts, the proposed regulation will require material amendments. 
However, in our experience, for most independent RIAs, only a limited 
number of changes will be needed to satisfy these new prohibited 
transaction requirements.  

10.
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My law Þ rm has recently begun publishing 
a series of newsletters concerning Þ duciary 
litigation and Þ duciary responsibility at all 
levels. These newsletters cover both state 
and federal governance of  Þ duciaries. 
They cover Þ duciaries for trusts, probate 
estates, retirement plans, and positions 
of high trust. 

This is our second Þ duciary newsletter. The 
first dealt with fiduciary litigation; this 
newsletter focuses on tips for Þ duciary 
compliance and for the avoidance of 
disputes. (For a copy of the Þ rst newsletter, 
go to www.reish.com/publications/pdf/
trustestlitnov07.pdf.) 

We have begun writing these newsletters 
because we believe that f iduciary 
relationships will be coming under 
greater scrutiny. There are a number 
of  reasons for that. For example, the 
!greatest generation"#the World War 
II generation#is transferring its wealth 
to the baby boomer generation. Much 
of that transfer will occur in a Þ duciary 
arrangement, such as trusts (which are 
regulated by state Þ duciary laws). The 
baby boomer generation is advancing 
in age, with the Þ rst boomers reaching 
the early social security retirement age. 
That generation will depend heavily on 
participant-directed retirement funds 
that are managed by federally regulated 
fiduciaries and individual retirement 
accounts (where investments and 
relationships are regulated by both state 
and federal law). 

Unfortunately, where there is money, there 
is trouble. And, trouble spells litigation. 

Message From
The Firm

The Universal Fiduciary

Continuied on page 3

T h e  c o m m o n 
d e n o m i n a t o r  f o r 
almost al l  f iduciary 
g o v e r n a n c e  i s  t h e 
concept of a “prudent” 
fiduciary. Further, the 

conduct required of a prudent • duciary is, 
universally, that of a prudent process.

Procedural prudence may seem, at first 
blush, like an amorphic concept . . . 
attractive sounding, but dif• cult to apply. 
Or, procedural prudence may sound like a 
grand idea in the realm of academics, but 
of little application in the real world. 

However, neither of those conclusions 
is correct. Instead, prudent process is, at 
a fundamental level, both specific and 
implementable. But it does require a 
commitment to engaging in a process to 
make decisions. 

As a matter of context, when I use the term 
“• duciary,” I am referring to • duciaries of 
all ilks, regardless of whether regulated by 
state or federal law. That includes trustees 
of individual trusts, committee members 
for retirement plans, executors of probate 
estates and, generally, any person who 
makes decisions for the benefit of third 
parties. 

What, then, must • duciaries do in making 
decisions?

There are at least four steps to engaging in 
a prudent process. Those are:

The duty to make necessary decisions. 
The failure to make a necessary 
decision is a • duciary breach . . . the 
only question is whether there are 
damages. In some cases, the issue is 
obvious. For example, trust funds must 
be invested in a manner consistent with 
the objectives of the trust. In other 
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cases, though, the need to make a 
decision may be less obvious.

The duty to follow the terms of the 
governing documents. That is true 
regardless of whether the governing 
document is a trust agreement, a will, a 
retirement plan, or another instrument. 
The • duciary is obligated, with a few 
exceptions, to be faithful to the settlor’s 
intent, as expressed through the 
governing document. Fiduciaries must 
read and understand those materials 
and, if needed, hire attorneys or others 
to explain the provisions. 

The duty to investigate. A prudent 
process requires that the fiduciary 
investigate any issues about which 
the • duciary will make a decision. A 
• duciary needs to gather the information 
that is material to making an informed 
and reasoned decision. The • duciary 
then needs to review and understand 
that information. As a final step, a 
• duciary needs to reach a decision that 
is informed by the investigation and 
that is reasoned—in a sense that it has 
a rational connection to the information 
evaluated. 

The duty to hire experts, when needed. 
Fiduciaries are not required to be experts 
on all of the issues that come up in the 
administration and management of a 
fund. However, where a • duciary lacks 
the expertise, the • duciary must hire 
experts to assist in the investigation and/
or decision making. Those experts could 
include investment advisers, appraisers, 
accountants, attorneys and others. As 
a part of that process, the • duciaries 
need to prudently select the advisers, 
especially in terms of qualifications, 

2.

3.
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Continued on page 2
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Exculpation Clauses in Trusts are 
not Foolproof

By David Schwartz (DavidSchwartz@Reish.com) 

We were  recen t l y 
involved in a case 
in which our client, 
the beneficiary of an 
irrevocable trust, had 

certain complaints with the way the 
trustee was administering the trust. The 
trustee had provided the bene• ciary with 
an accounting which, consistent with 
the trust document, required on its face 
that any objections to the actions of the 
trustee be made within 90 days of the 
date of the accounting. If the bene• ciary 
did not object to the accounting within 
90 days, the accounting provided that the 
bene• ciary would be time-barred from 
lodging any complaint in the future. 

When the bene• ciary approached us with 
her complaints regarding the trustee long 
after the 90-day period had expired, she 
assumed that she was out of luck and 
any pursuit of a claim against the trustee 
was time-barred. In fact, that was not the 
case.

It is a common misconception that a 
trust provision exculpating the trustee 
for breaches of trust, or a trust provision 
limiting the amount of time during 
which a bene• ciary may bring an action 
against the trustee for breaches of trust, 
is automatically effective to protect the 
trustee. However, there are limits on the 
impact that an exculpation clause will 
have.

In general, a bene• ciary has three years 
from the date of receipt of an accounting, 
or from the date of receipt of any other 
written report adequately describing 
a claim against a trustee, to bring a 
proceeding against a trustee for breaches 
of trust. An account or report adequately 
discloses the existence of a claim if it 
provides sufficient information so that 
the beneficiary knows of the claim or 
reasonably should have inquired into 
the existence of a claim. If an account 

or written report is not provided, or 
otherwise does not adequately disclose the 
existence of a claim against the trustee, 
then the three year statute of limitations 
does not begin to run until the bene• ciary 
discovered, or reasonably should have 
discovered, the subject of the claim. This 
means that the statute of limitations on 
bringing an action against a trustee may, 
in many cases, never run, because the 
trustee does not provide the bene• ciary 
with the information necessary to start the 
running of the statute of limitations.

A provision in the trust document that 
releases the trustee from liability if the 
bene• ciary fails to object to an item in 
an account or written report within a 
speci• c time period is effective only if 
certain conditions are satisfied. Those 
provisions are found in Section 16461 
of the California Probate Code, and the 
clause that provides such time limit must 
be consistent with the form provided 
in California Probate Code Section 
16461(c).

If the trustee does not comply with these 
provisions, either the statute of limitations 
will not begin, or the three year statute of 
limitations above will apply. Thus, it is 
important that, in providing accountings 
or notices to the beneficiaries, the 
accountings or notices be sufficiently 
detailed to adequately disclose all relevant 
information concerning the activities of 
the trust. If there is a provision imposed by 
the trust instrument that limits the amount 
of time that the bene• ciary may bring a 
claim, it is also important that the trustee 
follow the requirements imposed by 
Probate Code Section 16461. Because the 
notice in our client’s case did not conform 
to the requirements of the Probate Code, 
our client was not time-barred in objecting 
to certain items provided in the trustee’s 
accounting. 

fees and potential con! icts of interests. 
Where the relationship is ongoing, a 
• duciary needs to periodically monitor 
the performance of the expert. Finally, 
the fiduciary cannot rubber stamp 
the expert’s advice, but instead must 
analyze it, obtain clari• cation if needed, 
and reach an informed and reasoned 
decision. 

Each of these steps is implementable. 
Fiduciaries must consider the important 
issues in the administration of their duties; 
they must review and understand the 
terms of the governing document; they 
must make informed decisions; and they 
must hire advisers when needed. All of 
those activities are performed by attentive 
• duciaries on a regular basis. 

However, where a person does not view 
the • duciary duties as a separate job from 
his or her other activities, he is treading 
on thin legal ice. For example, if a person 
believes that they are acting as a • duciary 
as a favor, or as an agent of the settlor 
(rather than an independent actor), the 
potential for problems is great. 

In addition to engaging in a prudent 
process to make decisions, fiduciaries 
must communicate appropriately with 
their bene• ciaries (or participants, as they 
are called in the benefits community). 
While most breaches may occur in the 
implementation of the governing documents 
or in the investment of fund assets, a sad 
reality is that a significant amount of 
• duciary litigation has its genesis in the 
failure to adequately and/or accurately 
communicate with the bene• ciaries. 

Education is the first step in helping 
• duciaries understand the importance and 
consequences of their position. Advisers 
to • duciaries need to inform them, at the 
very least, of the need for a prudent process 
and of the basic steps for implementing 
that process.

Equipped with that information, some 
may decide not to serve. In those cases, 
that decision is probably better for both 
the nominated fiduciary and for the 
beneficiaries. On the other hand, others 
who are willing to be attentive will do a 
better job . . . for themselves, for the fund, 
and for the bene• ciaries.  

Universal Fiduciary
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Keeping the Bene! ciaries Informed 
Can Avoid Costly Litigation

We are often consulted 
by a trustee after a 
petition has been 
• led with the court 
compelling the trustee 
to provide a formal 

accounting to the bene• ciaries of the trust. 
The wheels of litigation have already 
been set in motion—leaving the trustee 
in a defensive position and requiring that 
the trustee • le a response with the court. 
That involves the expenses associated 
of compiling a formal accounting and 
being a respondent in a court proceeding 
as well as the time and trauma of court 
proceedings. In the context of a family 
trust with a family member serving as 
trustee, the experience of being drawn 
into court by another family member 
can be especially trying, divisive and 
harmful to the family relationship.

Often the court proceedings could have 
been avoided if the trustee would have 
been proactive in communicating in 
keeping the bene• ciaries informed of 
the status of the trust’s assets and the 
activities of the trustee in administering 
the trust. When a trustee voluntarily 
provides information, bene• ciaries gain 
con• dence in the trustee and mistrust 
(and litigation) is usually avoided. 

By law, the trustee has an af• rmative 
duty to keep the bene• ciaries 
reasonably informed of the trust and 
its administration. Upon request by 
the bene• ciary, the trustee must report 
information about the trust’s activities 
relative to the bene• ciary’s interest in 
the trust within sixty days of receiving 
the request. This duty applies to family 
members serving as trustees as well as 
institutional trustees.

A report of the trust’s activities can be 
as simple as a report of the trust’s assets, 
liabilities, receipts and disbursements, 
the acts of the trustee and any other 

pertinent information relevant to that 
particular bene• ciary’s interest in the 
trust. This information voluntarily 
provided on a regular basis is generally 
enough to set the bene• ciary’s mind 
at ease that the trust is being managed 
properly and that trustee is safeguarding 
the trust assets and investing them in way 
with the bene• ciary’s interests in mind. 

If this information is not provided 
voluntarily and the bene• ciary makes a 
reasonable request for the information 
that is ignored by the trustee, then the 
trustee can be the subject of a petition 
which could require the trustee to • le 
a formal accounting with the court. 
The accounting must be supported by 
schedules, • nancial institution statements 
and backup receipts for disbursements 
made by the trustee. In other words, the 
process can become much more elaborate 
and costly when a bene• ciary must resort 
to the court for basic information about 
the trust.

Another advantage to voluntarily 
providing reports to the bene• ciaries on 
a regular basis is that the information 
that is disclosed to the bene• ciary in the 
report establishes a time limit for which 
the bene• ciary may object to the trustee’s 
actions in administering the trust—this 
rule applies for information that is fully 
disclosed in the trustee’s report.

To protect the trustee from challenges 
by bene• ciaries, the trustee is wise to 
keep accurate and detailed records of all 
income and disbursements of the trust 
and any actions taken by the trustee. If the 
trustee is a family member, as opposed 
to a professional • duciary, and there is 
any doubt that the trustee has the ability 
to maintain accurate records or provide 
regular, accurate and adequate reports to 
the bene• ciaries, the trustee should seek 
the advice of an attorney specializing in 
trust administration.  Good records are the 

Message from the Firm
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Further, there seems to be even more 
trouble where the money is managed by 
third parties for the beneÞ t of others. As a 
result, we see a rapidly expanding industry 
of Þ duciary management which, in turn, 
means there is a need for education to 
help the Þ duciaries and there is a need for 
litigation to protect the beneÞ ciaries. 

Going forward, we believe that both 
fiduciary education and litigation will 
be an important part of  our law firm!s 
practice, as well as the practice of many 
other Þ rms.

These newsletters will put the emphasis on 
education, which will hopefully reduce the 
need for litigation. 

By Trudi Sabel Schindler (TrudiSchindler@Reish.com)

best means of protection if a bene• ciary 
questions actions taken by the trustee. 
If the trustee cannot provide adequate 
records to support his or her actions, 
the trustee’s acts may be presumed to 
be imprudent. Additionally, the trustee 
may be ordered to reimburse the trust for 
disbursements made if there is no record 
to validate the disbursement.

If a trustee has any doubt as to their ability 
to keep adequate records, the records 
should be kept by the trust’s attorney 
or accountant. Even the most organized 
trustee should periodically review the 
trust’s books and records with the aid of 
an attorney to correct any errors as soon 
as possible. 

Trusts are generally established by 
individuals who wish to keep their estate 
plans private and administered without 
the court’s involvement. If you are 
serving as trustee, provide information to 
the bene• ciaries on a regular basis and 
if you receive a request for information 
from one of the trust’s bene• ciaries, a 
timely and complete response within 
sixty days should satisfy the bene• ciary 
and will likely avoid the matter being 
brought before the court.  
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is the body authorized to interpret and 
enforce the provisions of ERISA). 

The DOL guidance on selecting a 
provider focuses on process. That is, in 
selecting a provider, the trustee should 
engage in a process that is designed to 
elicit information necessary to assess 
the provider’s qualifications, quality 
of services offered and reasonableness 
of fees charged for the service. Once 
selected, DOL guidance instructs 
that the fiduciary who has appointed 
other fiduciaries has a duty to review 
the performance of the provider: “At 
reasonable intervals the performance 
of  t rustees and other f iduciar ies 
should be reviewed by the appointing 
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.” In a later interpretive bulletin, 
the DOL provided insight into how 
fiduciaries should address the task 
of monitoring, “[i]t is the view of 
the Depar tment  that  compl iance 
with the duty to monitor necessitates 
proper documentation of the activities 
that are subject to monitoring.” In a 
leading ERISA case, a court outlined 
the due diligence process required to 
be followed in connection with the 
selection of service providers, “At 
the very least, trustees have a duty 
to (i) determine the needs of a fund’s 
participants, (ii) review the services 
provided and fees charged by a number 
of different providers and (iii) select the 
provider whose service level, quality 
and fees best matches the fund’s needs 
and financial situation.” 

The fiduciary duties of 
trustees of individual 
trusts are dictated by 
s ta te  law.  By  now, 

many states have wholly adopted the 
Restatement Third of Trust’s revised 
s tandard of  prudent  investment , 
known as the “Prudent Investor Rule” 
or adopted legislation based on its 
concepts (as California did in 1995).

Under UPIA, a trustee may enlist the 
help of others by delegating investment 
and management functions, but the 
trustee must exercise reasonable care, 
skil l  and caution in selecting that 
individual or company and establish 
the scope of duties for that individual 
or company that is consistent with the 
terms of the trust. The trustee’s duties 
do not end with delegation; under 
UPIA the trustee has an ongoing duty 
of “periodically reviewing the agent’s 
actions in order to monitor the agent’s 
performance and compliance with the 
terms of the delegation.” Similarly, 
under  the Employee Ret i rement 
Income Security Act of 1974 (ERISA) 
fiduciaries of retirement plans may 
delegate duties and, just as under 
UPIA, fiduciaries retain the duty to 
monitor the performance of all service 
providers. 

E R I S A’s  f i d u c i a r y  o b l i g a t i o n s 
regarding select ion and ongoing 
monitoring of providers are similar, but 
more developed than, the obligations 
imposed on trustees under UPIA. 
As a result, trustees of individual 
trusts can benefit from court cases 
interpreting ERISA and guidance from 
the Department of Labor (the “DOL” 

In light of a trustee’s duty to prudently 
select and monitor providers, how 
should a trustee satisfy that duty? 

First, a trustee should establish the 
scope and terms of the delegation, to 
effectively communicate that with the 
provider, and monitor the performance 
of the service provider.  To do that, a 
trustee should establish procedures 
to  be fo l lowed and per formance 
standards or criteria for measuring 
that performance, which will assist in 
the trustee’s ongoing oversight. For 
example, for trusts other than very large 
trusts that have investment managers, 
the trustee will more than likely enlist 
the services of an investment adviser 
to assist in selecting investments. In 
those situations, the trustee is well-
advised to contractually require that the 
investment adviser create a “portfolio” 
of well-diversified investments (like 
mutual funds) consistent with generally 
accepted investment theories, such as 
the modern portfolio theory. To do 
otherwise invites risk.

Final ly,  any standards or cr i ter ia 
fo r  measur ing  per fo rmance and 
any documents regarding ongoing 
monitoring (such as a checklist or 
some other document memorializing 
performance) should be reduced to 
writing. That is, the trustee should 
ma in ta in  documenta ry  p roo f  o f 
ongoing oversight and monitoring of 
the provider’s activities and progress 
toward any established goals.  

By Stephanie Bennett (StephanieBennett@Reish.com)

Prudent Selection and Monitoring of 
Providers
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Congratulations to 
Trudi Sabel Schindler

Trudi currently serves as the 
Legal Update Co-Chair of the 
Trust and Estate Executive 
Committee of the Beverly Hills 
Bar Association. 
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Trustees of personal 
trusts are responsible 
for  overseeing the 
trusts’ investments. 
In  fu l f i l l i ng  the i r 

responsibilities, trustees are held to the 
standard of a prudent investor. 

The Uniform Prudent Investor Act 
(UPIA) explains that, in order to satisfy 
this standard, a trustee must “considering 
the purposes, terms, distr ibut ion 
requirements, and other circumstances 
of  the t rust…” Furthermore,  the 
UPIA requires the trustee to “exercise 
reasonable care, skill, and caution.”

Similar provisions are contained in the 
Employee Retirement Income Security 
Act of 1974 (ERISA), which applies 
to the investment of trust assets for 
retirement plans. The preamble to UPIA 
indicates that the authors considered the 
principles under ERISA to be applicable 
to other types of trusts as well. 

Courts have interpreted the language in 
ERISA that requires trustees to act as 
prudent persons to mean that trustees 
must engage in a prudent process. That 
is, they must conduct an investigation 
to obtain relevant information and 
then use that information to make a 
reasoned decis ion.  In evaluat ing 
whether a f iduciary has sat isf ied 
ERISA’s requirements, courts have 
looked at whether the • duciary engaged 
in a prudent process when making 
decisions. One court explained, “In 
short, there are two related but distinct 
duties imposed upon a [fiduciary]: to 
investigate and evaluate investments, 
and to invest prudently.” Similarly, 
another court explained the process of 
evaluating whether a • duciary satis• ed 
their duties by evaluating “whether the 

fiduciary employed the appropriate 
methods to diligently investigate the 
transaction and…whether the decision 
ultimately made was reasonable based 
on the information resulting from the 
investigation.”

Fiduciaries are evaluated objectively on 
the process used, rather than whether 
they reached the right decision. As the 
5th Circuit Court of Appeals explained, 
“In determining compliance with 
ERISA’s prudent man standard, courts 
objectively assess whether the • duciary, 
at the time of the transaction, utilized 
proper methods to investigate, evaluate 
and structure the investment; acted in a 
manner as would others familiar with 
such matters; and exercised independent 
judgment when making investment 
decisions.”

Thus, trustees should use a prudent 
process when selecting and monitoring 
the trust’s investments. The UPIA 
states that “[a] trustee shall invest and 
manage trust assets as a prudent investor 
would…” “Managing” as used in UPIA 
re! ects a continuing responsibility for 
oversight of the suitability of investments 
already made, as well as the decisions 
regarding new investments. That is, 
trustees have an ongoing responsibility 
to evaluate the trust’s investments to 
determine whether they continue to be 
appropriate for the trust. 

Trustees should determine the factors 
that they will focus on when selecting 
the trust’s investments. Many trustees 
consult with investment professionals 
in order to get help with this process. 
Frequently,  an investment pol icy 
statement (IPS) will be used to guide 
the trustees. The IPS describes the 
process, including the factors that they 

may consider when making these types 
of decisions.

UPIA does not establish speci• c criteria 
for the frequency of monitoring the 
trust’s investments. In the context of 
delegating investment and management 
functions, the UPIA provides that the 
trustee must “exercise reasonable care, 
skill, and caution in…periodically 
reviewing the agent’s actions in order to 
monitor the agent’s performance…”

Trustees should periodically review 
the trust’s investments and compare 
them to other investments available to 
the plan. The trustees should analyze 
whether their investments continue to 
be appropriate for the trust and, if not, 
remove and/or replace them. 

While there is no explicit requirement, 
trustees should document their selection 
and monitoring process in writing. In the 
event trustees are required to establish 
that they selected and monitor the 
trust’s investments as a prudent investor, 
documentation of their activities will 
be critical to prove that they acted 
appropriately.  

Using a Prudent Process to Manage 
Trust Assets

By Debra Davis (DebraDavis@Reish.com) 

FIDUCIARY  PRACTICE REPORT March 2008  Vol. 2, No. 1

CEFEX Advisory Council

In January, Fred Reish was appointed to the 
Advisory Council for CEFEX, the Centre for 
Fiduciary Excellence. 

CEFEX is an international organization that 
provides an independent certiÞ cation process 
for Þ duciaries. The certiÞ cation is granted, 
if  a fiduciary organization is qualified, 
after a detailed Þ duciary assessment. The 
certiÞ cation provides assurance to investors, 
including the fiduciaries of  retirement 
plans, that a Þ duciary has demonstrated 
adherence to a standard set of Þ duciary 
practices. 

The role of  the Advisory Council is to 
provide recommendations to CEFEX 
regading its certification standards and 
procedures.
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Speeches : Debra Davis and Stephanie Bennett co-presented “Recent Developments for 401(k) Plans” to the California 
Society of CPAs San Fernando Valley Discussion Group on December 18th. Fred Reish presented the following webcasts 
“Auto Enrollment and QDIAs–New Rules, New Opportunities” on December 5th; “The Direction of 401(k) Plans: Changes that 
are Shaping the Future” on November 13th; “Helping Plan Sponsors Manage Their Risk” on November 12th.

Around the FirmAround the Firm

Any tax advice contained in this communication (including any attachments) is neither intended nor written to be used, and cannot
be used, to avoid penalties under the Internal Revenue Code or to promote, market or recommend to anyone a transaction or matter
addressed herein.
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A NEWSLETTER FOR RETIREMENT PLAN ADVISORS

Things are hopping! 

Since October 24th, we have spent an 
enormous amount of  time on the new 
qualiÞ ed default investment alternative 
(QDIA) regulation . . . advising plan 
sponsors, advisers, providers, investment 
managers, and others on how to obtain 
the fiduciary protections afforded to 
QDIAs. On top of  that, we have sent 
several requests to the DOL requesting 
clariÞ cation of certain provisions in the 
regulation. 

Interestingly, we see great efforts being 
made by some plan sponsors, but very 
little by others. Our conclusion is that 
the Þ duciary protection is so signiÞ cant 
that virtually all plan sponsors should 
satisfy the conditions of the 404(c)(5) 
regulation.

In addition to the QDIA regulation, we 
have been focusing on the new IRS rules 
for safe harbor automatically enrolled 
plans (also called QualiÞ ed Automatic 
Contribution Arrangements"or QACA"
an awful acronym) and the DOL#s release 
of the 2009 5500 package. 

The proposed regulation for automatically 
enrolled safe harbor plans had few 
surprises and seems to be well thought 
out. Unfortunately, though, I came so late 
in the year that it was difÞ cult to digest 
is provisions and educate plan sponsors 
in time to get out the safe harbor notices. 
That probably results in the delay of 
adoption of  many QACA plans until 
2009.

Message From
The Firm

ERISA Spending Accounts

Continuied on page 3

Fees,  expenses and 
revenue sharing are the 
topics du jour for 401(k) 
plans—and particularly 
for mid-sized and large 

plans. As a result of the focus on those 
topics, we are seeing more and more 
in the way of either “revenue sharing” 
deposits or credits by recordkeepers 
for 401(k) plans. The purpose of those 
deposits or credits is to give plan sponsors 
the bene• t of “excess” compensation that 
was paid to 401(k) recordkeepers. 

As  t he  wo rd ing—“depos i t s ”  o r 
“credits”—suggests, the recapture of 
revenue sharing (in excess of the charges 
of the recordkeeper) comes in two forms. 
The • rst is that the excess amounts may 
be deposited into a plan as an unallocated 
account. During the course of the plan 
year, those monies can be used to pay 
expenses that are prudent and appropriate 
for the plan to pay out of plan assets. Any 
amounts remaining at the end of the year 
must be allocated to the participants. 
The most common way of doing that is 
to allocate the amounts pro rata to the 
account balances on the last day of the 
year (for example, the account balances 
on December 31 for a calendar-year 
plan).

The other way that excess revenue sharing 
is being used is through a “credit.” In 
that scenario, the recordkeeper creates 
a bookkeeping account on its records 
and allows the plan sponsor to use that 
money for plan expenses—often without 
any time limit for doing that. As that 

suggests, the credit amounts are typically 
not allocated to participants at the end 
of the year. In some cases, the credit 
amounts are ultimately forfeited back to 
the recordkeeper (for example, if they are 
not used by the time the plan transfers 
to another recordkeeper) or they are 
ultimately deposited into the plan (for 
example, if the plan sponsor demands the 
deposit of those amounts). 

Of course, in neither case may the deposits 
or credits be used for the bene• t of the 
plan sponsor.

Where the amounts are deposited into a 
plan, they are obviously plan assets. But, 
are the amounts also plan assets when 
they are recorded as credits on the books 
of the recordkeeper? The answer may be 
that they are not when the recordkeeper 
can keep the credits. However, when 
the plan can demand the payment of the 
credit to or for the benefit of the plan 
and its participants, without limit or 
restriction, they probably are, because 
ERISA determines whether something is 
a plan asset by applying ordinary notions 
of property rights. For arrangements 
that lie between those two, the answer 
is unclear—and a close legal analysis is 
required.

The conclusion is significant—for 
example, the determination will impact 
whether the account must be included in 
the accountant’s audit of the plan, must 
be allocated to participants each year, and 
so on. Needless to say . . . consult your 

Continued on page 2

ATTORNEYS AT LAW
A PROFESSIONAL CORPORATION
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An Interesting Question: Investment 
Managers and IRAs

In recent months, we 
have received phone 
ca l l s  f rom severa l 
investment advisory 
firms asking about the 
need to comply with the 
disclosure rules under 
Prohibited Transaction 
C l a s s  E x e m p t i o n 
86-128, where they 
provided investment 
management services 

for IRAs. We thought you might be 
interested in the questions and the 
answers.

As a matter of background, virtually 
everyone knows that an investment 
manager for an ERISA-governed 
qualified plan is a fiduciary. That is 
because the investment manager has 
discretionary authority and control over 
the investment of the plan assets—which 
is a classic de• nition of • duciary. On top 
of that, the investment manager probably 
acknowledged its • duciary status in its 
advisory agreements. 

However, it is less well known that 
investment advisory firms can also be 
• duciaries where they manage the assets 
of individual retirement accounts or 
IRAs.

The questions posed to us by the 
inves tment  managers  dea l  w i th 
commissions and other payments related 
to investment transactions.

Where an investment manager uses 
it discretionary authority to execute 
transactions through an af• liated broker-
dealer (or receives compensation in any 
form from a broker-dealer for directed 
transactions), the investment manager 
has, as a general rule, violated the 
prohibited transaction provisions of 
section 406(b) of ERISA. As a result, the 

payments are required to be turned over 
to the plans or to ERISA-governed IRAs 
and the investment manager is subject to 
speci• ed penalties. Similar rules apply to 
IRAs under the Internal Revenue Code.

However, the DOL has provided a 
measure of relief through Prohibited 
Transaction Class Exemption (PTCE) 
86-128. Those rules require notices to 
the general • duciaries of ERISA plans, 
as well as detailed reporting about the 
transactions and the amounts earned. 
Many investment managers are aware of 
those requirements, at least with regard 
to plans, and take advantage of the PTCE 
to avoid the application of the prohibited 
transaction rules.

Unlike the requirements for ERISA 
plans, however, PTCE 86-128 provide 
that, for IRAs, none of the notice and 
disclosure requirements apply. In other 
words, the class exemption gives the 
investment managers of IRAs a “free 
pass.” Unfortunately, many investment 
managers, and perhaps their attorneys, do 
not read the “• ne print” in the exemption. 
If you follow the exemption’s references 
to ERISA and its regulations, it quickly 
becomes clear that the free pass does not 
extend to IRAs where employers have 
made any contributions. Since employers 
are required to contribute to SEP-IRAs 
and SIMPLE IRAs, any IRA that is part 
of a SEP-IRA or a SIMPLE program is 
not exempted. As a result, compliance 
with all of the conditions of 86-128—i.e.,
the notice and disclosure requirements—
is required. If an investment manager 
has not provided the notices and other 
required information, and has received 
direct or indirect benefit from the 
execution of brokerage transactions 
for the se employers-involved IRAs, 
the investment manager has committed 
prohibited transactions and should seek 

advice from a knowledgeable ERISA 
attorney about correction of those 
transactions, as well as about its future 
course of conduct.

By the way, some qualified plans are 
treated the same as basic IRAs, that is, 
are not required to provide the notices 
or information. For example, a quali• ed 
plan sponsored by a corporation where 
the participant and his or her spouse are 
the owners and the only participants, the 
plan is considered as not covering any 
employees, even if there are employer 
contributions for the owner or the owner 
and spouse. 

The practical dilemma for investment 
managers is that they may not know 
whether an IRA has employer money in 
it or whether an individual plan covers a 
rank-and-• le employee. And, of course, 
circumstances could change at any point 
along the way; for example, the small 
corporation could hire its first regular 
employee.

As a result, investment managers need 
to have procedures in place to determine 
whether IRAs and small plans are entitled 
to the relief from the requirements of 
86-128. Without adequate procedures, 
investment managers may need, as a 
practical matter, to assume that the IRAs 
and small plans are not entitled to reduced 
reporting and, as a result, provide full-
detailed reporting in all events.  

ERISA attorney on this one—and get 
the answer in writing.

POSTSCRIPT: The government 
regulators are becoming aware of 
the existence of these amounts. For 
example, the newly issued 5500 
package for 2009 specif ical ly 
references their existence in the 
Schedule C discussions.  

Spending Accounts
continued from page 1
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Advisor Do’s and Don’ts

In the last Advisor Do’s 
and Don’ts column, 
we talked about some 
of the contents of a 
service agreement, 
recommending that you 

be clear about which services you will 
and won’t perform. This column focuses 
on fees and a proper characterization of 
your role. 

Do: spell out your compensation 
clearly… and completely. This may 
seem so obvious that it doesn’t require 
comment, but that usually means that 
speci• c comments are in order. This 
applies to both • duciary and non-
• duciary advisers. 

Under ERISA, in order for a contract 
between a plan and a service provider 
to be exempt from the prohibited 
transaction rules, the contract 
itself and the compensation paid 
to the service provider have to be 
“reasonable.” The DOL is currently 
working on revisions to a regulation 
that will require up-front disclosure 
of the amount of compensation, 
direct and indirect, monetary and 
non-monetary, that a service provider 
will receive. Failure to provide the 
disclosure will result in the contract 
being a prohibited transaction–which 

•

means that the adviser will be required 
to give back to the client some or all of 
its compensation. While the regulation 
hasn’t been published yet, it is coming 
and the prudent adviser will be ahead 
of the game by making sure to disclose 
all of his compensation now.

Notice that we said “direct and 
indirect, monetary and non-monetary” 
compensation will need to be disclosed. 
If you want to know what this means, 
look at the DOL statements about what 
needs to be disclosed on Schedule A 
or the newly released description of 
the disclosures on Schedule C. The 
DOL is talking about not just cash, but 
extras like trips, “reimbursement of 
expenses” or “marketing allowances”, 
“pro• t sharing” payments–anything 
of value that is given to the adviser 
in connection with the relationship 
between the plan, the adviser and the 
plan provider. 

For • duciary advisers, the issue is even 
more important because they are also 
prohibited from using their position as 
a • duciary–through giving investment 
advice–to affect the amount of their 
compensation. And while it is possible 
to set a • xed fee or a • xed percentage 
of assets as the base fee, what about 
year-end bonuses? What about 

•

•

Message from the Firm
continued from page 1

In reviewing the 2009 5500, the most 
interesting changes"at least from our 
perspective"have been to Schedule C. 
Those changes will require a substantial 
increase in the amount of reporting for 
fees, expenses and revenue sharing by plan 
providers (e.g. recordkeepers), advisers 
(and especially broker-dealers), and other 
provider (e.g., TPAs who receive payments 
from plan providers). While the Schedule 
C only applies to plans with 100 or more 

participants, we believe that its importance 
extends far beyond those plans. For 
example, once the Schedule C disclosures 
begin, we believe that expectations for 
reporting of fees, expenses and revenue 
sharing by advisers and providers will 
increase for all plans. Also, it is likely that 
the Schedule C approach foreshadows how 
the DOL will craft their new 408(b)(2) 
regulation that requires $point-of-sale% 
disclosure of  fees and revenue sharing 
by advisers and providers to all plans, 
regardless of the size. 

Those three guidance packages are 
consistent with major trends going into 
2008. Those are: increasing participation"
particularly through automatic enrollment; 
increasing the quality of  participant 
investing, through both QDIAs and 
participant-level investment advice; and 
improved disclosure of fees, expenses and 
revenue sharing. 

Best Wishes for 2008.

Fred Reish
FredReish@Reish.com

compensation that an af• liate receives 
as a result of the advice given? All 
this needs to be not only disclosed 
in the contract, but offset against the 
established fee, to avoid the prohibited 
transaction rules. 

Without putting too • ne a point on the 
matter, the bottom line is to disclose, 
disclose, disclose.

Don’t:  overstate your role.

One of the most common mistakes we see 
in • nancial advisory agreements–almost 
entirely in the context of an adviser that 
is explicitly assuming a • duciary role–is 
to describe themselves as an investment 
manager. Under ERISA, this term has a 
speci• c meaning that an adviser should 
avoid unless he is agreeing to assume 
this role. An “investment manager” is a 
bank, insurance company or registered 
investment adviser that is given 
discretion over the plan’s investments 
and acknowledges in writing that it is 
a • duciary to the plan. If an investment 
manager is appointed, the plan’s 
general • duciaries are relieved of any 
responsibility for the plan’s investments, 
except for the prudent selection and 
monitoring of the manager. 

If you do not have discretion over the 
investments–and wouldn’t want it if the 
client tried to give it to you–then don’t 
use the term “investment manager.” 
It says more about your role than you 
would want it to.  
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compensation; (2) eligible indirect 
compensation; and (3) all other indirect 
compensation. Direct compensation 
and other indirect compensation will be 
reported on Schedule C. However, the 
amount of eligible indirect compensation 
will not be reported. Instead information 
about eligible indirect compensation will 
be provided to the plan and only the fact 
that a service provider received this type 
of compensation will be reported. This is 
referred to as the “alternative reporting 
option.”

Eligible indirect compensation refers to 
indirect compensation that consists of:

fees or expense reimbursement 
payments charged to investment 
funds and reflected in the value 
of the investment or return on 
investment of the participating plan 
or its participants, finders’ fees, 
‘soft dollar’ revenue, ! oat revenue, 
and/or brokerage commissions or 
other transaction-based fees for 
transactions or services involving 
the plan that were not paid directly 
by the plan or plan sponsor (whether 
or not they are capital ized as 
investment costs).

Written disclosures must be made to a 
plan in order for compensation to be 
eligible indirect compensation. These 
disclosures must describe the amount of 
the compensation, the services provided 
and the persons paying and receiving the 
compensation. Any format can be used 
for the disclosures. 

All service providers, including advisers, 
who use this alternative reporting method 
for eligible indirect compensation will 
be responsible for maintaining records 

T h e  g o v e r n m e n t 
h a s  s i g n i f i c a n t l y 
changed the reporting 
requirements for large 
p l a n s  c o n c e r n i n g 

service provider compensation. Only 
l imited information about service 
provider compensation must currently 
be reported on the Form 5500. 

Beginning with the 2009 plan year, both 
direct and indirect compensation paid to 
service providers, including advisers, 
must be reported on Schedule C to the 
Form 5500. Large plans are retirement 
or welfare plans that have at least 100 
participants as of the beginning of the 
plan year. In the event plans do not 
receive the necessary information to 
make these disclosures, Schedule C will 
include a place for a plan to describe any 
information that a service provider fails 
to provide. 

A service provider and his compensation 
are reported on Schedule C if he: 

provides services to a plan during 
the year; and 

rece ives a t  least  $5,000 in 
reportable compensation as a 
result of providing services to 
the plan. 

The Form 5500 will use a broad de• nition 
of compensation for this purpose. It will 
include “money and any other thing of 
value…received by a person, directly or 
indirectly, from the plan…in connection 
with services rendered to the plan, or the 
person’s position with the plan.” 

Schedule C will divide compensation 
in to  three categor ies:  (1)  d i rect 

1.

2.

New Disclosures of Adviser 
Compensation Required on Form 5500

to demonstrate compliance with these 
requirements.

Formulas and estimates may be used for 
the disclosure of indirect and eligible 
indirect compensation. Compensation 
received from multiple plans may be 
allocated among the plans if a reasonable 
allocation method is used and if it is 
disclosed to the plan. Additionally, non-
monetary compensation may not have to 
be disclosed if the value does not exceed 
certain thresholds (generally, less than 
$50 per gift and $100 per year).

For persons who are • duciaries to the 
plan, such as registered investment 
advisers (RIAs), additional information 
about indirect compensation (other than 
eligible indirect compensation) will need 
to be reported if they received at least 
$1,000 in compensation or a formula 
was used for indirect compensation. 

Advisers should make sure they have 
systems in place to provide these types 
of information to plans.  

The Department of Labor has 

issued proposed regulat ions 

under ERISA section 408(b)(2), 

which require the disclosure of 

similar information in order for a 

service provider to be paid by a 

plan. Thus, in addition to helping 

their clients complete the Form 

5500, advisers will need to provide 

information to plans in order 

to satisfy the proposed ERISA 

section 408(b)(2) regulations.

Postscript: New 
Proposed Service 

Provider Regulations
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What to Do With Prior Default 
Contributions?

By way of background, 
there are five types of 
investments that are 
eligible quali• ed default 
investment alternatives, 

or QDIAs, under the DOL new 404(c)(5) 
regulation. Each of those investments 
are eligible for the • duciary protections 
afforded to default investments—but only 
three will offer long-term protection for 
future defaults. They are: a short-term 
QDIA, a grandfathered QDIA and three 
long-term QDIAs. The short-term QDIA 
is a default into a money market account 
for not more than 120 days after the date 
of the first deferral for the defaulted 
participant. The grandfathered QDIA 
is a stable value investment. The long-
term QDIAs are target maturity funds or 
models (lifecycle or target date funds), 
balanced funds or models (including 
risk-based lifestyle funds) and managed 
accounts.

In advising plan sponsors about the QDIA 
regulation, you may be asked what to do 
with the participant accounts invested in 
the prior default investment. Answering 
that question involves determining 
whether it is eligible to be a QDIA. 

If  the old default investment is a 
qualifying stable value investment, the 
plan sponsor may want to take advantage 
of the grandfather protection afforded 
in the regulation. If the plan’s default is 
one of the three long-term alternatives, 
the plan sponsor can give a “transition 
notice” to participants explaining that 
the existing default is a QDIA. However, 
if the plan is using a default that is not 
QDIA eligible, the plan sponsor needs 
to decide whether to keep the previously 
defaulted amounts invested in its old 
default investment or whether to move 
those amounts into a new QDIA eligible 
default.

For example, one of our clients decided 
to use, on a prospective basis, a managed 
account as their QDIA default investment. 
Prior to that time, the client used a money 
market fund as its default investment. 

Unfortunately, as a result of changes 
in service-providers and the resulting 
gap in records, the plan sponsor was 
unable to determine which employees 
had affirmatively elected to be 100% 
invested in the money market fund and 
who was there by default. However, 
the preamble to the QDIA regulation 
contemplated this issue. In that guidance, 
the DOL stated that:

 “it is the view of the Department 
that any participant or bene• ciary, 
following receipt of a notice in 
accordance with the requirements 
of this regulation, may be treated as 
failing to give investment direction 
for purposes of paragraph (c)(2) 
of Section 2550.404(c)-5, without 
regard to whether the participant 
or beneficiary was defaulted into 
or elected to invest in the original 
default investment vehicle of the 
plan.”

In cases where a plan sponsor is unable to 
determine for certain whether participants 
who are 100% invested in a prior default 
investment either (i) affirmatively 
invested in that option or (ii) were put 
into that option by default, the plan 
sponsor can still take advantage of the 
QDIA regulation. In those cases, the 
plan sponsor needs to send a notice to 
all individuals that are 100% invested 
in the prior plan default. To the extent 
those individuals do not complete an 
election form evidencing their af• rmative 
election to remain in that prior default, 
the plan sponsor can move the old default 
accounts into the new QDIA and obtain 

prospective • duciary protection for both 
the existing default accounts and future 
additions. 

As a part of our support for academic 
research concerning participant 
investment behavior (including our 
support of research by Professor 
Shlomo Benartzi of UCLA), we 
regularly post important academic and 
industry studies on our website. 

We have recently posted the study 
entitled “Why Does The Law Of One 
Price Fail? An Experiment On Index 
Mutual Funds.” In a nutshell, in the 
report, the authors gave Wharton MBA 
and Harvard students prospectuses 
for four S&P 500 Index Funds. The 
index funds had front-end loads (or 
commissions) that ranged from 2.5% 
to 5.25%; the expense ratios ranged 
from .59% to .80%. Notwithstanding 
the obvious conclusion, substantially 
all of the students failed to choose the 
lowest cost fund, even though, gross 
of expenses, each of the funds simply 
mirrored the performance of the S&P 
500 index. Since these two groups may 
be viewed as more highly educated than 
the average participant, the outcome 
is discouraging because it concludes 
that, even when investors are given 
the amounts of the charges and fees 
(as opposed to when they need to read 
through prospectuses or other materials 
to obtain that information), they do 
not appreciate the signi• cance of the 
information they have been given.

To view or print a copy of the study, 
visit our website at http://www.reish.
com/publications/pdf/whydoes.pdf.

Academic Studies On 
Participant Behavior
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The regulation goes on to say that the 
investment must either be a mutual fund or 
must be managed by a • duciary: registered 
investment adviser (RIA), a bank or trust 
company, or the plan sponsor. 
You might think that a mutual fund is 
the vehicle for fulfilling the first two 
categories, that is, the age-based and risk-
based investments. You might also think 
that, for the managed account alternative, 
you would use an RIA investment manager. 
However, that is not always the case—or, 
better put, there is more to the de• nitions 
than is • rst apparent. 
For example, the definitions of the first 
two categories can be satisfied through 
the use of asset allocation models, if the 
plan sponsor, a bank or trust company, or 
an RIA will manage the asset allocation 
models as a • duciary. 
In addition, an investment manager can 

On October 24th, the 
DOL issued its final 
regulation for qualified 
de fau l t  inves tment 
alternatives, or QDIAs.
Since then, we have been 

advising plan sponsors, recordkeepers, 
investment managers, investment advisers 
and other service providers about how 
those rules apply to their products and 
services. In doing that work, we have been 
surprised by both the complexity and the 
! exibility of the regulation. 
First, let me give you some background. 
The regulation creates three types of 
long-term QDIAs. Those are commonly 
called:

age -based  o r  t a rge t  ma tu r i t y 
investments.
risk-based, or balanced or lifestyle, 
investments
managed accounts.

•

•

•

provide its services through either the 
age-based or risk-based alternative. In 
other words, investment managers are not 
limited to providing managed accounts. As 
an example, an investment manager could, 
through a collective trust, a common trust, 
or a pooled fund, create accounts that either 
grow more conservative as a participant 
ages or that are designed to target a level 
of risk that is appropriate for the participant 
population as a whole. In those cases, 
the vehicle managed by the investment 
manager could satisfy the de• nition of the 
age-based approach or the de• nition of the 
risk-based or balanced approach. 
Because the QDIA regulation is, in many 
ways, de• nitional, there are opportunities 
to be creative, yet legally correct, in the 
application of those rules. 
As a result, investment providers and 
advisers, as well as plan sponsors, are 
given ! exibility by the regulation to use 
a variety of investments and services 
to match the needs of employees for 
quali• ed default investment alternatives. 
However, to maximize that opportunity, an 
in-depth understanding of the regulation is 
required. 

The New QDIA Regulations:
More than Meets the Eye

default investment satis• ed that de• nition, 
we requested additional information about 
the investment. The plan’s recordkeeper, 
which also sponsored the “stable value” 
investment, provided us with descriptive 
information about the characteristics of the 
investment. The information stated that the 
investment was managed as a collective trust 
and “…strives to maintain a stable $1 unit 
value (although this is not guaranteed)…” 
Since the investment did not guarantee the 
principal, much less the interest, it did not 
appear to satisfy the regulation’s de• nition 
of stable value. 
We contacted the recordkeeper, which 
con• rmed our conclusions. The recordkeeper 
had also recognized the issue and was 
working with the DOL to determine if the 
vehicle could qualify or if the criteria might 
be changed. We discussed our • ndings with 
the client and their alternatives.
Simply stated, the plan committee could 
either keep pre-December 23, 2007 defaulted 
amounts in the stable value investment, but 
probably without the grandfathered • duciary 
protection, or move all pre-December 

Recently, a client contacted 
us because they wanted to 
grandfather their plan’s 
current default investment 
in accordance with the 
DOL’s qualified default 

investment alternative (“QDIA”) final 
regulation. Defaults in a qualifying stable 
value investment on the date the regulation 
was issued, plus any additional amounts 
deposited on or before December 23, 2007, 
will be grandfathered as a QDIA. However, 
not every stable value investment is eligible 
for the enhanced fiduciary protection 
afforded to QDIAs. Section 2250.404(c)(5) 
of the • nal regulation de• nes “stable value” 
to mean: 
an investment product or fund designed 
to guarantee principal and a rate 
of return  generally consistent with 
that earned on intermediate investment 
grade bonds, while providing liquidity 
for withdrawals by participants and 
bene• ciaries, including transfers to other 
investment alternatives. 

For us to determine whether the plan’s 

23, 2007 default investments into a new 
QDIA, and at least have • duciary protection 
prospectively. The plan chose a balance 
fund as the QDIA for future deferrals on or 
after December 24, 2007.
The DOL has indicated it will issue 
additional guidance on QDIAs, most likely 
in the form of questions and answers. Such 
guidance will be informal (and thus less 
authoritative than a regulation). Nonetheless, 
the committee members decided to wait 
until the additional guidance is issued before 
making a decision.
If the new guidance does not change the 
eligibility of the stable value for QDIA 
grandfathering, the plan committee 
may re-default pre-December 23, 2007 
investments into a long-term QDIA. Since 
the stable value collective trust has a transfer 
restriction for plan-initiated transfers of 
over one million dollars and the defaulted 
accounts are in excess of that amount, it may 
take several years to transfer all of the old 
default money. 
There are two “morals” to this story. First, 
don’t assume that all stable value investments 
are eligible for grandfathering—compare 
the investment against the de• nition in the 
regulation. Second, make sure you—and the 
plan’s • duciaries—are aware of all transfer 
restrictions and charges for the plan’s 
investments. 

Are Stable Value Investments “Stable 
Value” Under the QDIA Regulation?
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“Where, however, a plan of• cer 
or someone who is already a 
p lan  f iduc iary  responds to 
participant questions concerning 
the advisabi l i ty of  taking a 
distribution or the investment 
of amounts withdrawn from a 
plan, that • duciary is exercising 
discretionary authority respecting 
management of the plan and 
must act prudently and solely in 
the interest of the participant. 
[Citation omitted.] Moreover, 
i f ,  for example, a f iduciary 
exercises control over plan assets 
to cause the participant to take 
a distribution and then to invest 
the proceeds in an IRA account 
managed by the fiduciary, the 
f iduciary may be using plan 
assets in his or her own interest, 
in violation of [the prohibited 
transaction rule in] ERISA section 
404(6)(b)(1).”

Some, and perhaps many, people 
interpret that language to say that, if an 
RIA or • nancial adviser is a • duciary to 
a plan—for example, giving investment 
advice to the plan fiduciaries or to 
participants—then they are effectively 
prohibited from assisting participants 
in the investment of their distributions. 
Because any fees or commissions that 
would be received as a result of the 
investment of the distributions would 
be a prohibited transaction under 
406(b)(1)—at least, so long as you 
accept that the meaning of the advisory 
opinion is this broad or, alternatively, 
that the interpretation is correct.

In 2005, the DOL issued 
a little-known advisory 
opinion which creates 
a trap for advisers to 
401(k) plans . . . or 
does it? 

I n  t h e  a d v i s o r y 
o p i n i o n ,  t h e  D O L 
asked and answered 
three questions. RIAs 

and • nancial advisers must be aware of 
those questions and answers and of their 
implications. 

The • rst question was: “Is an individual 
who advises a participant, in exchange 
for a fee, on how to invest the assets in the 
participant’s account, or who manages 
the investment of the participant’s 
account, a fiduciary with respect to 
the plan within the meaning of section 
3(21)(A) of ERISA?” 

In answering the question, the DOL 
takes over 200 words to say, “yes.” 

The second quest ion is:  “Does a 
recommendation that a participant 
rol l  over his or her account to an 
individual retirement account (IRA) to 
take advantage of investment options 
not available under the plan constitute 
investment advice with respect to plan 
assets?”

The DOL answers the question in a 
somewhat more concise fashion—a little 
over 100 words—by saying that, “merely 
advising a plan participant” about those 
issues is not • duciary investment advice. 
However (and this is a big “however”), 
the DOL goes on to say:

In our view, the determination of 
• duciary status is, by and large, a fact-
and-circumstances test; the extent of 
the fiduciary status of an adviser is 
largely limited. As a result, making of 
recommendations related to distributions 
and to the investment of distributions 
may or may not be a fiduciary act, 
depending on the scope of fiduciary 
responsibility and on other factors. 
In other words, we think that many 
people are over-interpreting the advisory 
opinion.

Let’s examine the details of the ruling. 
First, it is clear that the DOL does not 
think that the mere recommendation 
of a distribution or recommendations 
regarding investments for an IRA are 
• duciary acts. In fact, in the advisory 
opinion, the DOL states:

“The Depar tment  does  no t 
v iew a  recommendat ion  to 
take a distribution as advice or 
a recommendation concerning 
a particular investment (i.e., 
purchasing or selling securities or 
other property) as contemplated 
by regulation §2510.3-21(c)(1)(i). 
Any investment recommendation 
regarding the proceeds of a 
distribution would be advice 
with respect to funds that are no 
longer assets of the plan. [Citation 
omitted.]”

Therefore, the issue is whether such 
recommendations can become • duciary 
acts simply because they are made 
by someone who is already a plan 
• duciary, as opposed to someone who 
is not. The DOL concludes that such 
recommendations are the exercise of 
“discretionary authority respecting the 
management of the plan . . .”. However, a 
• duciary for investment advice does not 
have “discretionary authority respecting 
the management of the plan.” That is 

DOL Advisory Opinion 2005-23A:
A Trap for Advisers

Continued on page 8
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Trap for Advisers
continued from page 7

because, under ERISA, a person is a 
• duciary only “to the extent” of their 
specific responsibilities; beyond that, 
a person may be a service provider, 
but is not a fiduciary. Based on our 
experience, it is not common for an 
RIA or a • nancial adviser to have either 
discretionary authority or to exert actual 
control over the management of plan 
assets (except where the RIA is serving 
as an acknowledged discretionary 
investment manager). It is possible that 
the DOL is taking the position (which is 
not stated in the advisory opinion) that, 
because a • duciary stands in a position 
of trust, any recommendations made 
to a participant may be so impactful as 
to be the equivalent of actual control. 
However, that can only be determined 
with a close examination of the facts 
and circumstances of a particular case 
and, cannot in our opinion, be stated as 
a matter of law. 

On the other hand, other • duciaries, for 
example, the primary • duciaries for a 
plan, would have that type of control. 
Therefore, while it is unlikely that an 
RIA or • nancial adviser would have the 
requisite degree of control, we think 
that it is more likely that the primary 
plan • duciaries could be found to have 
that requisite control, especially if 
they “pushed” the participants to take 
distributions and to invest them in 
particular ways. On the other hand, it 
would be uncommon for the primary 
plan • duciaries of the plan sponsor to 
be receiving any fees or commissions 
from an investment in an IRA. So, while 
that case is conceptually more likely 
to produce the result discussed in the 
advisory opinion, it is, in the real world, 
highly unlikely to occur.

The DOL’s third question and answer 
discuss the situation where an adviser 
who is not a fiduciary makes such 
recommendations. The answer simply 
re-af• rms the prior conclusion that the 
non-fiduciary adviser would not be a 
fiduciary for purposes of distribution 
even if the adviser “recommends that a 
participant withdraw funds from the plan 
and invest the funds in an IRA . . . if the 
adviser will earn management or other 
investment fees related to the IRA.” 

While we believe that the advisory 
opinion is being interpreted too broadly, 
it is creating a great deal of concern 
in the 401(k) community, particularly 
with broker-dealers. Because of that, 
we recommend that, where an adviser 
is serving as a fiduciary to a plan 
(which includes both acknowledged 
• duciaries and functional • duciaries), 
there should be an agreement in place 
which limits the adviser’s fiduciary 
status, if any, to the speci• c investment 
recommendations made to the plan. By 
virtue of that, the adviser will be an 
acknowledged fiduciary only “to the 
extent” of investment recommendations 
to the plan sponsor and/or to participants. 
If the • duciary status is limited to that 
service, the responses to any questions 
concerning dist r ibut ions and re-
investments would be beyond the scope 
of the adviser’s • duciary duties. 

While having such an agreement in 
place would not entirely end the inquiry, 
it would be quite helpful. We way this 
because there would still be the question 
of whether the adviser has become a 
functional • duciary by virtue of giving 
advice on distributions. In the advisor 
opinion, the DOL specifically states 
that, “Any investment recommendation 
regarding the proceeds of a distribution 
would be advice wi th respect  to 
funds that are no longer assets of the 
plan.” Therefore, advice about the re-

investment of the distribution could not 
be • duciary advice.

Since advice about the distribution 
could not be fiduciary advice under 
ERISA, a thorough analysis requires an 
examination of whether the adviser could 
be a • duciary for any other reason. The 
only other reason that we can imagine is 
that the adviser has become a functional 
manager of a participants plan assets. 
For that to happen, we believe that 
an adviser would have to exert a high 
degree of control over the participant, 
to the point that, for example, the 
participant was not exercising free will 
and judgment. However, that would, in 
our experience be an unusual case. In 
any event, it would require a facts-and-
circumstances analysis. As a result, it 
cannot be stated categorically that an 
adviser who becomes a plan • duciary 
(functional or acknowledged) by virtue 
of investment advice is also a • duciary 
with regard to distributions and IRA 
investments.

As a • nal note, this article does not cover 
the • duciary and prohibited transaction 
rules under the Internal Revenue Code. It 
is worth noting, though, that the Internal 
Revenue Code also has a de• nition of 
• duciary investment advice that applies 
to IRAs and that there are IRA prohibited 
transaction rules (which are similar to 
those found in ERISA and discussed in 
this advisory opinion). Based on changes 
enacted in the Pension Protection Act, 
the DOL is working on guidance that 
will impact the Internal Revenue Code 
rules for IRAs and that should provide 
an exemption for investment advice 
to IRAs at some point in the future. 
However, we expect that there will be 
conditions for obtaining the relief of that 
exemption. 



 Page 9Reish Luftman Reicher & Cohen

ADVISER REPORT

©2007  Reish Luftman Reicher & Cohen, A Professional Corporation. All rights reserved. THE ADVISER REPORT is published as a general informational source. Articles are gen-
eral in nature and are not intended to constitute legal advice in any particular matter. Transmission of this report does not create an  attorney-client relationship. Reish Luftman 
Reicher & Cohen does not warrant and is not responsible for errors or omissions in the content of this report.

Speeches: Debra Davis and Stephanie Bennett will co-present “Recent Developments for 401(k) Plans” to the California 
Society of CPAs San Fernando Valley Discussion Group on December 18th. Fred Reish presented the following webcasts “Auto 
Enrollment and QDIAs–New Rules, New Opportunities” on December 5th; “QDIAs” on December 4th, 6th and November 14th; 
“The Direction of 401(k) Plans: Changes that are Shaping the Future” on November 13th; “Helping Plan Sponsors Manage 
Their Risk” on November 12th.

Articles: Fred’s column in the November issue of the Plan Sponsor magazine addressed the topic of “To Roth or Not to Roth.” 
Nick White wrote articles entitled “I Just Hired a Leased Employee—Does That Matter?” and “Strom v. Siegel: A Bene! t Claim 
That Went Wrong,” published in the November issue of the Pension Plan Fix-It Handbook.
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addressed herein.

Up-Selling To Plan Participants

There is an emerging 
issue surrounding the 
efforts by plan advisers 
to sell additional 
products to plan 
participants (sometimes 

referred to as “up-selling”)1. For some 
• nancial advisers, one of the attractive 
features of giving advice about 401(k) 
accounts to plan participants is the 
opportunity to capture the participant as 
a client for other services–and products–
outside the plan. But this opportunity 
also raises potential liability issues 
for which there is, as yet, no clear-cut 
answer. 

As with many other opportunities in 
the retirement plan marketplace, there 
are advisers who will try to take unfair 
advantage of a good thing and sell 
inappropriate ideas and investments 
to participants. For example, we are 
aware of instances in which advisers 
have encouraged participants to defer 
less into the plan and invest the funds 

in speculative investments outside the 
plan or to take early distributions out of 
the plan and then invest that money in a 
speculative way.

 Among other things, this raises an issue 
about liability for the plan sponsor. It is the 
plan sponsor who allowed the adviser on 
to the premises and who gave the adviser 
access to the employees. Whether or real 
or not, in the minds of the employees, 
this may imply an endorsement of 
the adviser and all of the products and 
services the adviser is trying to sell. And 
this implied (or perhaps even explicit) 
endorsement, in turn, raises the question, 
what due diligence responsibility does an 
employer have before allowing advisers 
access to its employees? 

A cautious employer may want to limit 
the “extra-plan” activities of • nancial 
advisers giving advice to the participants. 
That is, they may require a contractual 
commitment on the part of the advisory 
• rm and its representatives that they 
will not offer products and services to 

participants except for the advice on 
the allocation of their plan accounts. 
This would presumably make the plan 
somewhat less attractive for the adviser. 

So how should an adviser respond? One 
alternative to the ban on such activities 
would be for the adviser to agree to limit 
the types of products or services that will 
be offered outside the plan so as not to 
interfere with participation in the plan. 
For example, the adviser might agree 
that it will not offer other investments to 
any participant that is not deferring at the 
maximum permissible rate into the plan. 
Alternatively, the adviser might agree 
to offer only advice for a fee–and no 
products at all–to participants who request 
it regarding their investments outside the 
plan. Another approach to address the 
inappropriate investment concern, would 
be for the adviser to commit that in giving 
advice outside the plan, it will apply 
generally accepted investment theories 
and prevailing industry practices, such 
as modern portfolio theory and multi-
asset class portfolios consisting of well-
diversi• ed mutual funds. (Whatever the 
terms, the agreement would need to be 
disclosed to the employees.)  

1 “Up-selling is a sales technique whereby a salesman attempts to have the consumer purchase more expensive items, upgrades, or other add-ons in an 
attempt to make a more pro• table sale. Up-selling usually involves marketing more pro• table services or products, but up-selling can also be simply 
exposing the customer to other options he or she may not have considered previously.” Wikipedia.  


