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A R T I C L E

Managing 
Fiduciary Risk 
in Retirement 
Plans
Service Provider Selection and 
Oversight: What Were You 
Thinking?

B y  B r i a n  S .  L a k k i d e s  a n d 
A n d r e w  W.  S t u m p f f

Many employers are unaware of the requirements 

that apply to the retirement plans they sponsor. 

As a result, they often behave in ways that create 

unnecessary and significant financial risks. This 

article outlines these issues, and the steps all plan 

sponsors should take to minimize fiduciary risk and 

maximize plan value.

Prologue 
Many companies approach the process of selecting 

service providers for their qualified retirement plans in 
a way that contrasts, to say the least, with the process 
they would use in any other commercial or legal con-
text. In doing so, they create for themselves—usually 
unknowingly—significant risk of legal liability.

The following is an illustrative scenario that is 
 representative of a combination of problems and 
events that we encounter, not infrequently, with real 
clients. This scenario will provide context for the 
issues with which we will be concerned in this article. 
These issues carry significant real-world financial risk 
for those who are responsible or otherwise serve in 
a decision-making capacity for their organization’s 
retirement plan. The latter parts of this article outline 
a framework for managing this risk.

The Scenario: ACME Manufacturing
After seeing a number of articles in a wide range 

of publications regarding excessive fees and other 
401(k)-related lawsuits, the President of ACME became 
concerned about ACME’s potential legal exposure and 
sought our counsel. In the course of our conversation, it 
became evident that ACME didn’t have a handle on the 
total fees its current 401(k) recordkeeper and other ser-
vice providers were collecting from the plan each year. 
Also missing were the internal controls that federal 
law requires in order to monitor the provider’s product 
quality and operations. Instead, ACME was relying on 
the provider itself to self-report on these issues.

Compounding ACME’s risk exposure was that 
ACME had signed the contract for 401(k) services 
without prior legal review. Instead, ACME had relied 
on the review by, and opinion of, the provider’s attor-
neys. When we had an opportunity to review the 
contract after the fact, we discovered that the cost of 
services was not very clearly defined and, in fact, was a 
bit higher than ACME thought. Even more troubling, 
the contract was written in such a way as to signifi-
cantly restrict the scope of the provider’s responsibil-
ity. Even though the 401(k) provider had been hired 
for its expertise, ACME unknowingly had agreed to 
retain almost all of the responsibility and liability 
associated with its 401(k) plan.

We asked how and why ACME selected the 
401(k) provider they were using. The response was 
that the provider’s salesman, who already handled 
the company’s health insurance plan, was a friend of 
one of ACME’s senior managers and represented a 
service-provider company with a familiar name. An 
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unspoken factor that contributed to this less-than-
stringent search process was that ACME’s leadership 
tended to view the administration of employee ben-
efits, and in particular the 401(k) plan, as a burden 
and a distraction from the company’s core business 
operations.

So let us review the decision-making process ACME 
used regarding its 401(k) plan:

1. ACME selected its 401(k) vendor based on a personal 
relationship, convenience, and name recognition.

2. Because leadership tends to view employee benefits 
as a distraction, they didn’t apply the same level of 
discipline as they do when making nearly all other 
business decisions. 

3. Lacking the in-house resources and technical 
knowledge to monitor its 401(k) provider and plan 
investments, ACME trusted the vendor to self-
report on fees, efficacy, and outcomes.

4. Finally, in an effort to save money on legal fees 
to review a boilerplate contract from a nationally 
known provider, ACME unknowingly retained 
nearly 100 percent of the responsibility and liability 
associated with its 401(k), despite the marketing 
assurances and fiduciary warranty issued by the 
401(k) provider and its salesperson.

Now imagine what the company’s reaction would be 
if one of its employees had acted in the same man-
ner when making decisions that affected core business 
operations—say, deciding to locate a new manufactur-
ing plant at a particular site and signing the real estate 
purchase agreement, all without considering other 
alternatives, reviewing the contract of sale, performing 
any due diligence, and without the employee possessing 
any expertise in locating or purchasing manufacturing 
sites. In all likelihood, after the boss finished screaming 
“What the *&%^& were you thinking!?!”, the person 
responsible for making the selection and signing the 
contract might find his or her job to be in jeopardy.

The Norm
Unfortunately, varying degrees of the process 

ACME used tend to be the norm when businesses, 
governmental bodies, nonprofit organizations, and 
educational systems of all sizes make decisions regard-
ing retirement plans for their employees. 

The fact of the matter is that most organizations 
lack a formal and defensible process for the selection 
and monitoring of retirement plan service providers. 
Often this is not due to negligence or willful miscon-

duct, but simply a lack of knowledge or recognition. 
However, this blind spot and lack of control has sig-
nificant ramifications that include unknowingly caus-
ing plan participants to pay higher than necessary fees 
as well as increased risk exposure for plan fiduciaries 
(employers, plan sponsors, trustee-committee mem-
bers, etc.) in the eyes of federal regulatory bodies and 
the courts.

The irony is that retirement plan decisions are often 
actually fraught with greater risk than other commer-
cial, administrative, or legal decisions. These are risks 
of legal liability and personal financial responsibil-
ity imposed by federal statute, as described in more 
detail below, whose potential order of magnitude can 
approximate the total assets in the plan itself. Under 
these circumstances, plan sponsors and trustee-com-
mittee members would be well advised to take their 
plan decision-making process more seriously. Simply 
put, it is inevitable that in-house retirement plan 
fiduciaries are investing other people’s money and are 
held to the highest levels of legal duty in doing so.

The Decision Process
The purpose of this article is to introduce concepts 

that are at the foundation of a sound decision-making 
process for hiring vendors with respect to employee 
benefit plans. These are likely similar to the decision-
making processes that are routinely used in managing 
costs and liabilities in other facets of an organization.

ERISA 
First, a note about the legal standards that apply 

to all plan sponsors other than government enti-
ties and certain not-for-profit organizations. The 
Employee Retirement Income Security Act of 1974, 
as amended (“ERISA”) applies to fiduciary decisions 
by plan sponsors and other decision makers. Among 
ERISA’s standards of care is the requirement that 
plan sponsors and other plan fiduciaries discharge 
their duties for the exclusive purpose of providing 
plan benefits, with “care, skill, prudence and dili-
gence,” and in accordance with the documents and 
instruments governing the plan (insofar as consistent 
with ERISA). ERISA plan fiduciaries can include 
not only the employer/plan sponsor itself, but also 
individuals whose duties include plan administrative 
responsibilities. Plan fiduciaries must comply with 
these rules even if they do not know anything about 
investments or ERISA or retirement plan administra-
tion, the implications of which are discussed in more 
detail below. Courts have gone as far as to state that 
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the fiduciary obligations under ERISA “are the high-
est known to law” [Donovan v. Bierwirth, 680 F.2d 
263, 272 (2d Cir. 1982)]. Furthermore, a fiduciary is 
“held to the so-called prudent expert rule even if he 
lacks the capabilities required to carry out his fidu-
ciary duties” [Donovan v. Mazzola, 716 F.2d 1226, 
4 E.B.C. 1865 (9th Cir. 1983)].

Responsibilities
Plan fiduciaries must have expertise across a 

broad range of disciplines including legal, account-
ing, investment, and management controls. The 
Foundation for Fiduciary Studies (the “Foundation”) 
has identified seven specific obligations that are com-
mon across the bodies of law governing retirement 
plans, trusts, etc., including ERISA. The seven items 
below are referred to by the Foundation as the “Global 
Fiduciary Precepts” and can serve as a starting point 
for a discussion about fiduciary responsibility and risk 
management [Robin R. Ganzer, Nonprofit financial 
leadership: Fiduciary role for investment stewards, 
Philanthropy J. (Sept. 7, 2007), available at http://
www.philanthropyjournal.org/archive/143130].

1. Know standards, laws, and trust provisions.
2. Diversify assets to a specific risk/return profile.
3. Prepare an investment policy statement.
4. Use prudent experts and document due diligence.
5. Control and account for investment expenses.
6. Monitor the activities of the prudent experts.
7. Avoid conflicts of interest and prohibited 

transactions.

These general precepts as applied to privately-sponsored 
retirement plans are essentially given the force of law 
by ERISA.

How well are plan fiduciaries fulfilling their obliga-
tions to plans and their participants?

You may be familiar with the “prudent man rule,” 
as it applies to ordinary day-to-day conduct. Under 
this rule, you are expected to exercise toward others 
the same skill and care that a person of ordinary pru-
dence and intelligence would exercise. Failure to do 
this—for example, acting negligently and causing an 
accident—can mean that those whom you injure can 
sue you for damages. It is critical to note that follow-
ing this “ordinary” neglience standard is not adequate 
to meet the high requirements placed upon plan fidu-
ciaries by ERISA. Instead, “ERISA’s prudence test is 
not that of a prudent lay person but rather that of a prudent 
fiduciary with experience dealing with a similar enterprise” 

[Marshall v. Snyder, 1 E.B.C. 1878 (E.D.N.Y. 1979) 
(emph. added); ERISA § 404(a)(1)(B)]. Stated another 
way, plan fiduciaries must be as prudent as the average 
expert, not the average person!

Delegation
When ERISA was written, lawmakers recognized 

that plan fiduciaries would often lack the requisite 
expertise and included language that permits them 
to delegate their responsibilities. This has been rein-
forced by the courts, which have held that: “Under 
ERISA the fiduciary is held to the so-called prudent 
expert rule even if he lacks the capabilities required 
to carry out his fiduciary duties. Under these circum-
stances, he must engage experts who have the requisite 
skill, knowledge and experience needed by the plan” 
[Donovan v. Mazzola, 716 F.2d 1226, 4 E.B.C. 1865 
(9th Cir. 1983)].

In short, ERISA requires plan fiduciaries to admin-
ister their retirement plans with the same care as a 
prudent expert in the field. If they do not have that 
requisite expertise themselves, they are to satisfy this 
standard by hiring someone who does.

While a tremendous potential benefit to plan fidu-
ciaries, the possibility of delegation under ERISA 
tends to provide a false sense of comfort. There is a 
“fallacy of delegation” which arises from the fact that 
even though fiduciaries are allowed to delegate certain 
responsibilities, they retain the ultimate liability for 
those responsibilities (including the selection and 
monitoring of the delegate). 

Under ERISA Section 405(a), fiduciaries can be 
held liable for breaches committed by other named or 
unnamed fiduciaries to whom they delegated respon-
sibilities! Depending on the jurisdiction, a plan fidu-
ciary who has been held liable for the acts of a second 
fiduciary may not even have the right to sue that sec-
ond fiduciary for “contribution” to make him or herself 
whole. In other words, if both a plan sponsor and an 
investment advisor are plan fiduciaries and the advisor 
breaches its duty, a plaintiff may choose to sue only 
the plan sponsor who would have no right to repay-
ment from the advisor [Kloots v. American Express 
Tax & Business Services, 2006 U.S. Dist. LEXIS 38792 
(N.D. Ohio 2006), aff’d 2007 U.S. App. LEXIS 11826 
(6th Cir. Ohio 2007)]. More specifically, plan sponsors 
and trustee-committee members can be held liable for 
violating or allowing others to violate ERISA’s exclu-
sive benefit, prudence, prohibited transaction, or self-
dealing provisions, regardless of knowledge, intent, or 
whether the plan was actually harmed.
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The Risk
The penalties for acts or omissions that harm the 

plan and its participants can be significant. The 
Department of Labor (“DOL”) has stated that plan 
fiduciaries can be held personally liable for restoring 
any losses, including investment earnings,  resulting 
from failure of plan fiduciaries to fulfill their duties 
[U.S. Dept. of Labor, Employee Benefits Security 
Administration, Meeting Your Fiduciary Responsibilities, 
available at http://www.dol.gov/ebsa/publications/
fiduciaryresponsibility.html]. Personal and corporate 
financial risk was heightened by the U.S. Supreme 
Court’s decision in LaRue v. DeWolff, Boberg & 
Assocs., 552 U.S. 248 (2008). This case removed the 
class action requirement and gave individual retire-
ment plan participants legal standing to sue their 
employers and pursue claims for monetary recovery 
for losses sustained in their accounts resulting from a 
fiduciary breach. Of particular interest in the LaRue 
case is that the fiduciary breach committed by the 
employer and plan fiduciaries was a simple clerical 
error—nothing egregious or intentional. Fiduciary 
litigation under ERISA has recently enmeshed a num-
ber of companies, including United Technologies, 
Unisys Corp., General Dynamics, Deere, and Boeing. 
Furthermore, the DOL has been steadily increasing its 
staffing and enforcement efforts regarding retirement 
plans, while at the same time the media continues 
the focus on excessive 401(k) fees and other financial 
industry conflicts of interest. 

Participant-Directed Plans: 
An Aside About ERISA Section 404(c)

“Participant-directed” retirement plans, in which 
employees and beneficiaries are allowed to select how 
to invest their plan accounts, deserve special mention. 
Such plans have become immensely popular and now 
account for the majority of 401(k) and similar plans. 
Under ERISA Section 404(c), there are optional rules 
that apply to participant-directed plans, which allow 
a sponsor (and other fiduciaries, like the plan commit-
tee and company officers) to avoid fiduciary liability 
for losses caused by participants’ own investment elec-
tions. To qualify for this special rule, a sponsor must 
provide a sufficiently diverse menu of investment 
options under the plan and meet specific disclosure 
and other requirements.

A plan sponsor that does not comply with 404(c) 
is potentially liable as a fiduciary for patently impru-
dent investment allocation decisions that participants 
make in their own accounts. In any event, a plan 

sponsor is likely responsible for prudently choosing 
the investment options to include in the plan’s menu 
from which participants may choose [DiFelice v. U.S. 
Airways, 497 F.3d 410, 418 (4th Cir. 2007); but see 
Hecker v. Deere & Co., 556 F.3d 575 (7th Cir. 2009)]. 
The process of selecting investment options for the 
plan’s fund menu is one of those items for which a 
sponsor or trustee-committee members may very well 
not have the necessary expertise and will attempt to 
delegate. Nonetheless, they remain personally finan-
cially liable for the decisions made and are obligated 
to the plan and its participants under ERISA’s prudent 
expert standard.

A Plan Fiduciary’s Dilemma

Fiduciary Danger Zone
Given the significant oversight responsibilities and 

liabilities inherent in sponsoring a retirement plan 
or serving as a trustee, the most prudent course of 
action is to enlist the assistance of experts. Doing so 
can help ensure that obligations are being properly 
discharged. However, plan fiduciaries are faced with a 
dilemma.

This dilemma arises from the fact that the vast 
majority of the U.S. financial industry and its repre-
sentatives operate under the rules-based “suitability 
standard of care” under state securities laws. The 
Securities Exchange Commission has proposed, and 
then withdrawn, a rule intended to codify the suit-
ability standard for federal regulatory purposes as well. 
Broker-dealers are subject to this suitability standard 
under self-regulatory organizations such as the stock 
exchanges [Steven W. Stone, Wrap Fee Programs and 
Separately Managed Accounts, ALI-ABA Investment 
Adviser Regulation (2009), available at http://www
.morganlewis.com/pubs/stevestone_presentation_ 
wrapfeeprogs.pdf, at 9–10]. Under the suitability 
standard (which is a legal standard), registered repre-
sentatives, insurance agents, and other financial indus-
try professionals actually have an obligation to act in 
the best interest of their own firm (not necessarily the 
client) and are not liable for any failures or shortfalls so 
long as their investment recommendations are “suit-
able.” This standard of care permits financial firms and 
representatives to place their own interests and those 
of their firms ahead of their clients’. It is this arrange-
ment that provides the legal cover for recommending 
proprietary products or those with which the firm 
has a preferred selling arrangement, even if there is a 
higher-quality, lower-cost alternative available.
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ERISA Changes the Rules of Engagement
The problem is not that a sales-oriented, rules-based 

standard exists. Rather, it is that under ERISA all plan 
investment and administrative decisions and actions 
must be made in the best interests, and for the exclusive 
benefit, of plan participants. In establishing this expecta-
tion, ERISA places a special emphasis on a plan fiducia-
ry’s obligation to  identify, evaluate, and protect the plan 
and its participants from actual and potential conflicts of 
interest. Given this fiduciary obligation, advisors who do 
not act as fiduciaries, but who operate under the “suit-
ability standard of care,” do little or nothing to assist 
 in-house personnel in meeting their legal duties.

Furthermore, although a plan sponsor might assume 
otherwise, even hiring and relying on an expert who 
serves as a fiduciary does not necessarily relieve the 
sponsor of potential liability. This is true even if the 
sponsor does a good, prudent job of selecting the expert 
advisor and follows the advisor’s advice. If the advisor’s 
advice is later determined to be imprudent, and partici-
pant losses result, both the plan sponsor and the advisor 
may be liable. The plan sponsor will be protected only 
if it receives a full affirmative indemnification from 
the advisor for any liability that arises from following 
the advisor’s recommendations—a very straightforward 
contractual provision that, unfortunately, very few advi-
sory agreements include. Essentially, plan participants 
or the Department of Labor can choose to sue the in-
house fiduciaries, the third-party beneficiary, or both. 

Knowing that these two different sets of rules 
(“suitability” or “fiduciary”) exist and how to determine 
which standard a service provider is operating under is 
the first step in proper selection and oversight of service 
providers.

The Wrong Way to Select Service Providers
Before we discuss the right way to select retirement 

plan service providers, let us first discuss some of the 
errors we have seen.

Working with Friends
While there is no prohibition on working with friends, 

this relationship should only be the source of introduction 
into the proposal process. Selecting a service provider on 
the basis of friendship or their good reputation is neither 
a sound nor defensible process. After all, Bernie Madoff’s 
reputation was very good until his downfall in 2008.

Familiarity and Convenience
Companies often appoint the persons and firms 

who handle their other employee benefits (life, health, 

or disability insurance) to install and/or service their 
retirement plans. Not only is this convenient, but 
it is also likely that a positive business relationship 
exists between the company and the benefit provider. 
Unfortunately, expertise as a health insurance benefit 
provider does not equate to the technical expertise 
required for retirement plans under ERISA (parts 
of which do not typically apply to these other ben-
efits). Delegating administration and service of your 
 retirement plan to your current health insurance bro-
ker, TPA, or provider is akin to seeking cardiology 
care from your chiropractor. Both are experts . . . just 
in different areas.

Leveraging the Plan
Another selection methodology fraught with risk is 

to be influenced by a bank or other benefit provider 
who alludes to favorable loan terms, banking arrange-
ments, or other incentives for the business or its exec-
utives in exchange for allowing them to manage the 
retirement plan. These are examples of the conflicts 
of interest that plan fiduciaries are obligated to avoid. 
While it is permissible for a provider or bank to over-
charge for non-ERISA products and services to cover 
discounted retirement plan fees, it is a blatant viola-
tion of ERISA and a prohibited transaction for the 
company and other plan fiduciaries to use the retire-
ment plan as leverage to secure other benefits. In the 
event that this conflicted arrangement is permitted 
to exist, plan fiduciaries are liable for the difference 
between the higher fee their plan is being charged and 
what other providers would charge for like services 
[C. Frederick Reish and Joseph C. Faucher, The 
Fiduciary Duty to Avoid Conflicts of Interest in Selecting 
Plan Service Providers (February 2009)]. Furthermore, 
any personal benefits received by the fiduciaries or the 
company must be reversed.

Letting the Fox in the Henhouse
Finally, given the discussion above regarding the 

“suitability” versus the “fiduciary standard of care,” it 
is an inherently conflicted approach to rely upon the 
services of a nonfiduciary party who either manufac-
tures or represents retirement plan products to provide 
advice in the evaluation and selection of other plan 
service providers. To the extent the services of such 
entities are attractive based on an independent due 
diligence process, the 401(k) service provider selected 
should agree in writing to accept a fiduciary status and 
obligation to the plan and, as noted above, the obliga-
tion to fully indemnify the plan sponsor.
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The Right Way to Select Service Providers
Having discussed the common traps faced by plan 

fiduciaries, let us now look at the right way to select 
service providers. The process that follows involves 
more than the “hire a broker, sign a boilerplate contract” 
scenario, but it meets ERISA requirements and will 
achieve cost savings and reduction in liability. It is 
also, we submit, probably representative of the process 
a company would undertake for other significant 
commercial decisions.

Caveat: We wish to note that the following steps 
are in addition to other, more basic fiduciary “best 
practices” that a plan sponsor should take to limit 
potential fiduciary exposure under ERISA. For example, 
the sponsor should have in place clear, well-considered 
fiduciary delegations, which usually involves appointing 
a plan investment committee, that clearly assign 
responsibilities within the company. The sponsor 
should also make sure it has in place adequate fiduciary 
insurance, which specifically covers potential liability 
under ERISA. These more fundamental issues are not 
within the scope of this article.

Step 1: Evaluate your current plan to determine 
whether plan participant needs are being met. If 
there are areas that need to be improved or services 
that should be added to enhance participant welfare 
and results, determine what changes are absolutely 
necessary and prioritize the rest. Added services may 
include participant education, portfolio manage-
ment, one-on-one investment advice, and financial 
planning. (Note that engaging an advisor to provide 
participant-specific investment advice can create 
additional risk of plan sponsor liability [for negli-
gently selecting or monitoring the advisor]. As a 
result, many sponsors refrain from taking this 
step—an ironic and unanticipated effect of ERISA’s 
fiduciary rules.) 

Step 2: Conduct a detailed accounting of all direct 
and indirect fees being paid by the plan and plan par-
ticipants. This can be done by measuring your plan 
against an absolute fiduciary fee benchmark or by 
going online and using some of the services (www.
BrightScope.com or www.FiduciaryBenchmarks.com), 
which will permit you to see how your plan stacks up 
against its peers. Please note that plan fiduciaries are 
not obligated to have the lowest fee structure. If a plan 
has participant services not typically available (e.g., 
one-on-one investment advice and financial planning 
vs. Internet-based do-it-yourself services), it may be 
permissible to have a higher fee structure. The obliga-
tion is to assure that the fee is reasonable relative to 

the size of your plan, its demographics, and the type 
and volume of services being provided.

Step 3: Determine what level of responsibility and 
liability plan fiduciaries want to retain. There are gen-
erally three choices.

1. Utilize a nonfiduciary service provider and finan-
cial company representative to provide the product 
chassis and investment options. Plan fiduciaries 
will then retain all liability and responsibility for 
the operation of the retirement plan.

2. Hire an “advisory fiduciary” (sometimes referred to 
as an ERISA Section 3(21) fiduciary) (plan services 
and participant investment advice) and a fully 
discretionary asset manager (sometimes referred to 
as an ERISA Section 3(38) investment manager) 
 (discretionary investment management at the plan 
level). These service providers and their represen-
tatives will agree in writing to act as fiduciaries 
to the plan and will accept full liability for the 
actions they take and the recommendations they 
make to the trustees and participants. Be sure that 
the scope of services in the written contracts are 
accurately defined and the indemnification clause 
is tight.

3. Hire an independent, all-purpose discretionary 
ERISA fiduciary. Under this arrangement and 
pursuant to ERISA Section 402(a), this fiduciary 
assumes discretion over plan operations. While 
this places essentially all of the responsibility and 
liability on the service provider, the plan spon-
sor remains responsible and liable for the prudent 
selection and monitoring of the activity of the 
independent fiduciary. Even in this case, it is 
important to make sure a well-written contract, 
including an indemnification clause, protects the 
sponsor and in-house fiduciaries. A potential plain-
tiff will have a choice as to whether to sue the plan 
sponsor or the independent fiduciary for any breach 
of duty, so the sponsor should be indemnified for 
liability caused by the fiduciary.

Step 4: Work with attorneys, CPAs, or other profes-
sionals to identify at least five candidates to provide 
retirement plan services. Then issue a request for a 
proposal that is crafted to fit the needs of the plan as 
outlined in Steps 1-3, above. Templates are available 
online, although many of these could be improved. 
After reviewing all of the proposals, schedule presen-
tations and conduct interviews. Be sure to determine 
which service providers are willing and able to act as 
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fiduciaries in the various capacities described above, 
and request proof, in the form of the policy or declara-
tions page, that each candidate has affirmative fidu-
ciary liability insurance. (We recommend a review of 
the full policy as errors frequently occur and can be 
corrected.) It is also important to get a sense as to how 
well their participant services will fit the culture of 
the plan sponsor organization.

Step 5: Have an ERISA attorney review the service 
provider’s contract. His or her goal will be to protect 
the interests of the plan sponsor and participants by 
assuring that the scope of services is specified, fees are 
clearly enumerated, fiduciary status is acknowledged, 
and the indemnification clause is sound.

Step 6: After selecting a service provider but before 
signing the contract, negotiate the fee. All service 
provider fees are negotiable. Be cautious of an unusu-
ally low fee. Often, service providers will use mutual 
fund share classes with high internal expense ratios, 
which inevitably reduce participants investment 
returns. These mutual funds then send money back to 
the service provider to cover recordkeeping and custo-
dial expenses and supplement the low fees quoted in 
their proposal. This is a widespread and legal practice 
known as revenue sharing. 

The problem with revenue sharing goes beyond 
its lack of transparency. In terms of the bottom line, 
if too much of the retirement plan’s fee structure is 
borne at the mutual fund level, it can create a fee 
windfall as assets increase. This is because the mutual 
fund expense ratio (a fee expressed as a percentage of 
assets) for each share class is set at the fund level and 
is the same for all shareholders for that share class 
(both individual and corporate), regardless of the size 
of their specific account. Note that in the case of a 
participant-directed plan, all such expenses are, begin-
ning in 2012, subject to new detailed participant 
disclosure rules [Dept. of Labor Reg. § 2550.404a-5]. 
Ironically, using nonnegotiable internal mutual fund 
expense ratios to finance plan operations tends to have 
a higher dollar impact on the key decision makers who 
are typically the higher paid employees with larger 
plan account balances.

To avoid this problem, we suggest that the average 
expense ratio of the mutual funds in a plan should be 
no higher than 0.50 percent. This will be sufficient 
to buy the investment management services of the 
mutual fund manager. It is also preferable that all 
other fees be quoted on a cost-plus basis and paid as 

a flat dollar amount, guaranteed for three years. Not 
only will this approach significantly improve transpar-
ency, but it will avoid unfair windfalls or penalties to 
the service provider due to swings in the investment 
markets. Additionally, the three-year sunset clause will 
assure that plan fiduciaries fulfill their obligation to 
periodically renegotiate plan fees.

Step 7: Once the contracts are signed and the new 
service providers are in place, the fiduciary’s respon-
sibility does not end. It is now necessary to monitor 
the providers to assure that the best interests of plan 
participants are being addressed today and as the plan 
evolves over time. This process will be described in 
future articles.

ERISA 404(c)
We must reiterate the importance of complying 

with ERISA Section 404(c) for participant-directed 
plans. Without such compliance, whatever invest-
ment decision a participant makes—allocating his 
or her entire retirement portfolio to commodities 
futures, for example—can legally be attributed to the 
sponsor or other fiduciary and give rise to sponsor 
liability. It is always appropriate, in contracting with 
a recordkeeper, investment advisor, or similar service 
provider, to negotiate for services necessary to keep 
the plan in compliance with 404(c), such as ensuring 
distribution of relevant participant communications 
and the availability of a sufficiently diverse set of 
investment options. The service provider should spe-
cifically agree to undertake this responsibility where 
relevant.

Conclusion
Given the enormous responsibilities placed upon 

plan fiduciaries, the confusion surrounding delegation, 
and the differences between the “suitability” versus 
“fiduciary” standards, it should come as no surprise 
that many plan fiduciaries have a blind spot when it 
comes to the selection and monitoring of retirement 
plan service providers.

However, this blind spot can be corrected and 
potential sources of liability can be reduced. Through 
improved knowledge and the implementation of formal 
internal control processes, plan fiduciaries can more 
effectively manage liability risk and avoid excessive 
fees while improving the efficiency of plan operations 
and participant retirement outcomes, which is the 
ultimate fiduciary goal. ■
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