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Key Takeaways

The Employee Retirement Income Security Act of 1974 (ERISA) requires that �duciaries in charge of
retirement plans “discharge [their] duties with respect to a plan solely in the interest of the
participants and bene�ciaries . . . with the care, skill, prudence, and diligence under the
circumstances then prevailing that a prudent man acting in a like capacity and familiar with such
matters would use.” 29 U.S.C. § 1104(a)(1)(B). 

These �duciary duties are magni�ed and called into question when the country is plunged into an
economic crisis and retirement plans su�er signi�cant losses. Most notably, we saw an increase in
the number of ERISA class action lawsuits in the wake of the Great Recession of 2008, with
allegations that �duciaries breached their duties to monitor and assess the risk of investment plans
and caused participants to lose their retirement investments. 

This OnPoint analyzes the ERISA litigation trends that emerged after the Great Recession, the lessons
learned, and what we may expect in the wake of the economic impacts resulting from the novel
coronavirus pandemic, COVID-19.

The �duciary duties set forth under Employee Retirement Income Security Act of 1974 (ERISA) are
generally magni�ed and called into question when the country is plunged into an economic crisis and
retirement plans su�er signi�cant losses. 

•

In 2008, the US experienced the �nancial crisis now known as the Great Recession.  As a result, we
saw a signi�cant increase in the number of ERISA class action lawsuits alleging that �duciaries
breached their duties to monitor and assess the risk of investment plans and caused participants to
lose their retirement investments.

•

As a result of the impacts of COVID-19, for the second time in 12 years, the U.S. economy and stock
markets are again facing an unexpected crisis characterized by periods of extreme volatility.  This
environment and the risk of signi�cant losses has created an environment that is primed for
allegations of imprudence and breach of �duciary duties.

•

This OnPoint analyzes the ERISA litigation trends that emerged after the Great Recession, the lessons
learned, and what we may expect in the wake of the economic impacts caused by COVID-19.

•
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Another Great Recession?

For the second time in 12 years, the U.S. economy and stock markets are facing an unexpected crisis.
In December 2019, we �rst learned of the novel coronavirus, also referred to as COVID-19.
Originating out of Wuhan, China, this novel virus set o� the largest disruption of nationwide and
global markets and economies in recent memory. In the United States, the stock market su�ered the
largest downturn since the 2008 �nancial crisis, and subsequently was characterized by periods of
extreme volatility. These market swings, coupled with drastic changes in societal behavior caused by
stay-at-home orders, has led to a signi�cant economic ripple e�ect, with an unprecedented number
of companies reorganizing and laying o� their workforces and �ling for bankruptcy.

These losses have created an environment that is primed for plainti�s to level hindsight accusations
that ERISA plan �duciaries breached their duties of o�ering prudent investment options. We
therefore take a look back at the ERISA litigation arising out of the Great Recession and highlight
some of the key lessons learned.

What Have We Learned?

While plan participants are likely to ignore debatable plan management practices when the stock
market is climbing, they will be more apt to notice these issues when the market collapses and the
value of their 401(k) investments drop. Furthermore, in light of an economic downturn, the costs of
current bene�t plans may become too expensive to maintain and corporate mergers and
acquisitions may be abandoned. As a result, companies face signi�cant exposure related to
ERISA litigation and should take notice of the lessons learned from the cases that emerged after the
Great Recession.

Operational Concerns of Existing Plans

Stock Drop Cases

Shortly after the Great Recession, there was a signi�cant increase in the number of lawsuits that
resulted from the severe drop in stock prices. These have become known as “stock drop” cases, and
they made up the majority of ERISA cases that were �led after the 2008 recession.  Participants in
retirement plans funded with employer securities sued plan �duciaries, alleging that they breached
their �duciary duties when the company stock price declined. Speci�cally, they argued that the
�duciary should have sold the plan’s investments in company stock when it learned negative
information re�ecting on the stock’s value, discontinued future investments in company stock, or
disclosed the information to ensure the stock was properly valued.

As the stock market during the COVID-19 pandemic su�ered a substantial downturn, similar to the
market during the Great Recession, and continues to remain volatile, plan �duciaries must prepare
for a potential increase in the number of stock drop cases. This is especially true in industries that
were most impacted by stay-at-home orders, such as the hospitality, retail, and airline industries.
However, the stock market’s performance will be determinative of the future trend of stock-drop
cases. That is, a strong market performance will decrease the likelihood of valid stock-drop claims. In
addition, as we noted in our prior On-Point (available here), the pleading standard for stock drop
cases is now steeper for plainti�s to meet following the Supreme Court’s 2014 decision in Fifth Third

Bancorp v. Dudenhoe�er.1
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Failure to Diversify Investments or Improper Choice of Diversity

Many bene�t plans o�er a form of investment options that cater to participants’ speci�c risk
tolerances. Stable Value Funds (“SVF”) or Target Date Funds (“TDF”) are two common choices based
on the participants’ age and risk tolerance. For example, an SVF is a portfolio of bonds that is insured
to protect the investor against a decline in yield or loss of capital. The owner of a SVF will continue to
receive agreed-upon interest payments regardless of the state of the economy.  However, plainti�s
may allege that these funds were not su�ciently diversi�ed and, therefore, underperformed
compared to other available funds.

Likewise, TDFs are mutual funds that are structured to grow assets in a way that is optimized for a

speci�c time frame, e.g., the investor’s capital needs at a future date, such as retirement.2 After the
2008 �nancial crisis, TDFs lost a signi�cant amount of value due to the market crash and were the
subject of numerous lawsuits. Plainti�s alleged that other options, like money-market options, were
a more prudent choice. Even so, where there was a variety of investment options, plan participants
still alleged that �duciaries o�set one risk by creating too much risk somewhere else.

Excessive Fees

Companies, plan �duciaries, third-party administrators and recordkeepers may be subject to an
increase in the number of cases �led for “excessive fees” paid for either actively managed investment
funds in lieu of index funds or for recordkeeping and other administrative services.  Generally, the
plainti�s attack the fee structures between plan service providers (e.g., recordkeepers and
investment advisers) as providing hidden kickbacks. Additionally, actively managed funds may give
rise to claims based upon alleged self-dealing or that the �duciary lacked prudence for failing to see
that the active management was generating excessive fees.

Lessons Learned

With the understanding that ERISA cases may be on the rise in the current economic environment,
the key to minimizing litigation exposure is to proactively eliminate any operational risk points in
existing bene�t plans. For example, companies may consider conducting a review of the current
bene�t plan and investment funds and its related management and fees, with an eye towards
implementing any additional necessary documentation processes and protocols related to the
management of the bene�t plan and funds. Additionally, a thorough explanation of the reasoning for
making a particular investment decision, supported by a prudent process, may help to minimize legal
exposure for an alleged breach of �duciary duties.

These steps may not completely protect against liability for pre-existing problems, but it should help
to limit the risks and extent of exposure going forward.  

Abandoned Corporate Transactions and Forgotten Retirement Plans

Companies may face additional ERISA exposure within corporate transactions that were started
before the economic downturn but will conclude in the near future or will be abandoned entirely. 
This exposure may be created when plans were supposed to have been merged as part of a
corporate merger or acquisition, but the process was not completed and/or the deal collapsed due to
the economic downturn. Additional exposure may be created when the retirement plans are
e�ectively ignored and the corporate transaction failed to close.
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Lesson Learned

Here, the short-term costs of ensuring that retirement plans are considered and successfully merged
when a corporate acquisition concludes or collapses substantially outweigh the long term expenses
that would arise as part of litigation.

Anticipating the Next Wave of ERISA Litigation

As we saw after the Great Recession, ERISA class action litigation seeking the recovery of lost
investment value tends to increase during times of market crashes and volatility. As a result of the
COVID-19 pandemic, we have seen comparable declines and volatility in the stock market, creating a
set of facts that may result in allegations of imprudence and breach of �duciary duties. While there
ultimately may be strong defenses available, plan �duciaries should consider the lessons learned

from the Great Recession in an e�ort to minimize their litigation risk and exposure.3

 

 

Footnotes

1) 573 US 409 (2014).

2) See our discussion of the DOL’s June 4, 2020 Information Letter in relation to the use of Target Date
Funds, available here. 

3) For additional guidance on minimizing legal exposure, please watch our webinar discussion,
available here. 
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Overview

The U.S. Department of Labor (the “DOL”) on December 15, 2020 issued a release (the “Release”) finalizing 

Prohibited Transaction Class Exemption (“PTCE”) 2020-2 (the “Final Exemption”) for retirement accounts (“Plans”) 

that are subject to the Employee Retirement Income Security Act of 1974 (“ERISA”) or Section 4975 of the Internal 

Revenue Code of 1986 (the “Code”).  The Final Exemption provides relief from ERISA’s and the Code’s prohibited 

transaction rules for individuals and institutions that wish to assert they are, or otherwise are at risk of being, 

fiduciaries by virtue of providing “investment advice” as defined under ERISA or Section 4975 of the Code 

(“Investment Advice”) to Plans and that also intend to offer them financial products and services.  The Release is also 

important because it sets forth in the preamble to the Final Exemption (the “Final Preamble”) the DOL’s most recent 

published views regarding significant aspects of what makes one an Investment Advice fiduciary.  We previously 

noted the issuance of the Release in a prior NewsFlash, and our OnPoint on the proposed version of PTCE 2020-2 

(the “Proposed Exemption”) can be found here.   

Introduction 

In General 

The 1975 regulation regarding the definition of Investment Advice (the “1975 Rule”), which had stood for 

approximately 40 years, had been substantially amended in 2016.  The 1975 Rule set forth a five-part test (the “Five-

Part Test”) under which one may be considered to be providing Investment Advice and therefore be a Plan fiduciary.   

The path to finalization of the 2016 amendment of the 1975 Rule (the “2016 Rule”) was extremely circuitous, and the 

2016 Rule was ultimately vacated in 2018 by the U.S. Court of Appeals for the Fifth Circuit.1   In connection with the 

release of the Proposed Exemption, the DOL expressly reinstated the 1975 Rule, and also reinstated Interpretative 

Bulletin (“IB”) 96-1, which relates to what is considered investment education (as opposed to Investment Advice) and 

1 Chamber of Commerce v. US Dep’t of Labor, 885 F.3d 360 (5th Cir. 2018). 
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which had been superseded when the 2016 Rule was finalized2.  The DOL also continued in effect certain transition 

relief (discussed below) that had been contained in Field Assistance Bulletin (“FAB”) 2018-02.3  In FAB 2018-02, the 

DOL generally stated it would not pursue prohibited transactions claims against Investment Advice fiduciaries who 

work to comply with the “impartial conduct standards” that had been set forth in the now-vacated exemptive relief 

issued in connection with the 2016 Rule.   

The Release is the latest chapter in the saga of the amended fiduciary rule, although, especially in light of the 

upcoming change from a Republican administration to a Democratic one, likely not the last.  The Release does not 

establish a new fiduciary rule.  Rather, it is essentially a package that (along with the release relating to the Proposed 

Exemption) includes (i) a reinstatement of the 1975 Rule, (ii) additional color from the DOL on a variety of elements of 

the 1975 Rule and (iii) a new exemption that can be used by financial institutions to the extent they affirmatively wish 

to be, or otherwise conclude that they are or may be, regarded as Investment Advice fiduciaries.  The Final 

Exemption may be relevant in many circumstances, including where an institution and/or its personnel seek to 

rollover assets from employer-sponsored Plans to individual retirement accounts (“IRAs”). 

There are at least three broad areas of interest surrounding the Release: 

 The Conditions of the Final Exemption.  The Final Exemption is substantially similar to the Proposed 

Exemption with some exceptions, including changes regarding the required compliance report and regarding 

who may provide the necessary certification.  The DOL also clarifies that, while the consequence of showing 

deficiencies in the compliance report could result in the possibility of a prohibited transaction, there is now a 

new limited self-correction provision.   

 DOL’s Interpretation of Five-Part Test, Including as to Rollover Solicitations.  The preamble to the 

Proposed Exemption (the “Proposed Preamble”) contained some arguably unexpected color on the DOL’s 

thinking about key elements of the Five-Part Test, particularly as regarding the solicitation of rollovers.  The 

Release generally stands by that additional color, and believes it has given “a clear roadmap for determining 

when they are and are not [investment advice] fiduciaries.”  There may, however, be some additional 

flexibility indicated by the Release, and the Final Preamble expressly notes that “parties can make clear in 

2  IB 96-1 sets out the DOL’s view of what constitutes investment education as opposed to Investment Advice.  IB 96-1 was 

substantially modified under the 2016 Rule, and the Release proposes officially to reinstate it as it was.  The fact that IB 96-1 

permits models to include a given individual’s entire financial picture (i.e., not just assets in a Plan) has been helpful not only 

for individual Plan participants, but also for Financial Institutions, in developing materials that allow Plan participants and 

fiduciaries to choose among a suite of possible investment options and other products and services. 

IB 96-1 provides guidance on Plan related information that informs “a participant or beneficiary about the benefits of plan 

participation, the benefits of increasing plan contributions, the impact of preretirement withdrawals on retirement income, the 

terms of the plan, or the operation of the plan” and “investment alternatives under the plan (e.g., descriptions of investment 

objectives and philosophies, risk and return characteristics, historical return information, or related  prospectuses.”  IB 96-1 

characterizes as investment education, among other things, the use of certain asset allocation models and the use of certain 

“questionnaires, worksheets, software, and similar materials which provide a participant or beneficiary the means to estimate 

future retirement income needs and assess the impact of different asset allocations on retirement income.” 

3  The Proposed Exemption also had the effect of reinstating several important prohibited transaction class exemptions in the 

form that they were in immediately prior to their 2016 Rule form.  These include widely used exemptions such as PTCE 75-1, 

PTCE 77-4, PTCE 84-24 and PTCE 86-128, as well as PTCE 80-83 and PTCE 83-1. 
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their communications that they do not intend to enter into an ongoing relationship to provide investment 

advice” if they act “in conformity with that communication” and that “parties who do not wish to enter into an 

ongoing relationship can make that fact consistently clear in their communications and act accordingly.”  

 Change in Administration.  The Final Exemption is the product of the outgoing Trump Administration, but it 

is scheduled to become effective on February 16, 2021, which is after the upcoming inauguration of 

President-elect Biden.  President-elect Biden has already indicated that, like at least the last two incoming 

presidents before him, he will have his administration freeze those regulations that have been finalized but 

that are not yet effective on the inauguration date.4  In addition, the Release provides that FAB 2018-02 will 

no longer be available beginning December 20, 2021.  It is uncertain whether the new administration will 

proceed with the Final Exemption as is, delay its effectiveness or withdraw it.  Similar uncertainty surrounds 

FAB 2018-02 and its ultimate fate.   

The Release affects many different individuals, entities and groups, including: 

Financial Institutions Seeking Rollover Assets.  Rollovers from Plans to IRAs (and from IRAs held at one 

institution and rolled over to another institution) receive significant attention in the Release.  The Release may make it 

more challenging for a number of institutions to take the position that they are not providing Investment Advice in 

connection with rollover solicitations.  If institutions are or become Investment Advice fiduciaries, the Release 

indicates that they will need an exemption—such as the Final Exemption—from ERISA’s (and the Code’s) self-

dealing prohibited transaction rules, including with respect to the making of the rollover itself.   

 Service Providers to the Non-Institutional Retirement Market.  Banks, broker-dealers, insurance 

companies, mutual fund complexes,5 recordkeepers and other intermediaries servicing the retirement 

marketplace outside of the institutional market may need to consider the implications of the DOL’s color on 

the Five-Part Test and the other aspects of the Release.  The ability to make use of the Final Exemption will 

generally be dependent on the type of products and services offered.  Brokerage businesses conducted by 

an Investment Advice fiduciary may raise issues under ERISA (and the Code) because they potentially 

involve the receipt of a wide variety of payments that could otherwise implicate the prohibited transaction 

rules (e.g., commissions in general, 12b-1 fees, sales loads, trailing commissions and revenue-sharing 

payments).  By contrast, these considerations would not generally apply to broker-dealers and banks that do 

not expect to be Investment Advice fiduciaries (including on any rollover of assets). 

 Those Offering Products Through Intermediaries in the Non-Institutional Retirement Market.  Many 

investment managers, insurance companies (and some investment banks) that offer their products to Plans 

through intermediaries may be affected by demands and requests of intermediaries that seek to comply with 

Final Exemption as they adjust their retirement platforms to conform to the conditions in the Final 

Exemption.   

4  See, Memorandum for the Heads of Executive Departments and Agencies issued on January 20, 2017 by Reince Priebus, 

Assistant to President Trump and Chief of Staff; Memorandum for the Heads of Executive Departments and Agencies issued 

on January 20, 2009 by Rahm Emanuel, Assistant to President Obama and Chief of Staff; Memorandum for the Heads of 

Executive Departments and Agencies issued on January 20, 2001 by Andrew H. Card, Jr., Assistant to President George W. 

Bush and Chief of Staff. 

5  Mutual funds may be implicated, for example, where the sale to the Plan is directly from the mutual fund sponsor and not 

through an intermediary such as a bank, broker-dealer or recordkeeper. 
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 Plan Fiduciaries and Plan Participants.  The manner in which institutions and other providers approach 

and interact with Plans, sponsors, fiduciaries and participants could be affected in a variety of different 

contexts, and providers may seek to conform their businesses and approaches to new conditions and 

requirements.   

Regulation Best Interest 

The Proposed Exemption came out the day before the June 30, 2020 effective date of Regulation Best Interest (“Reg 

BI”) of the Securities Exchange Act of 1934 (the “Exchange Act”), which was adopted last year by the Securities and 

Exchange Commission (the “SEC”).  Reg BI is generally intended to apply a “best interest” standard of conduct for all 

broker-dealers making recommendations to retail customers (extending both to retirement accounts and to other 

accounts), and incorporates some (but intentionally not all) of the features of the now-defunct 2016 Rule.6

On December 15, 2020, in connection with the issuance of the Release, Labor Secretary Eugene Scalia and SEC 

Chair Jay Clayton authored a Wall Street Journal op-ed, in which they argue that the Final Exemption “will help 

ensure American workers and retirees have access to high-quality investment advice at a fair price” and that the “new 

rule [the 1975 Rule as reinstated] affirms the longstanding definition of fiduciary, while also clarifying it for the benefit 

of investors [emphasis added].”7  Previously, there had been discussion among the regulators regarding the benefits 

of harmonizing Reg BI, ERISA and the Code’s investment advice fiduciary rules, and other standards of conduct, 

including Rule 2111 (the “Suitability Rule”) of the Financial Industry Regulatory Authority, Inc. (“FINRA”).8

The possibility of changes to Reg BI or its accompanying guidance may have future impact on how the Final 

Exemption and the Five-Part Test may be interpreted and implemented.  Although Messrs. Scalia and Clayton 

believe that the Release “complete[s] the task of replacing a flawed, stand-alone rule promulgated by the Obama 

Labor Department . . . [that] would have made it more difficult both for financial professionals to provide meaningful 

advice and for investors to find the combination of products and services that worked best for them [i.e., the 2016 

Rule],”9 it is by no means certain that changes to the 1975 Rule and the Final Exemption will not be sought by the 

incoming Biden Administration.  

6   We discussed Reg BI in our June 11, 2019 OnPoint, SEC Adopts Enhanced Standard of Conduct for Broker-Dealers and 

Clarifies Fiduciary Duties of Investment Advisers.  See also Grafton, Oringer, Perlow and Sherman, Simply the Best (Interest) - 

SEC Proposes New Broker-Dealer Standard and Additional Related Guidance, 46 Tax Management Compensation Planning 

Journal (Bloomberg Tax) 127 (Aug. 14, 2018). 

7  Available at: https://www.wsj.com/articles/a-simple-framework-for-financial-advice-

11608064648?st=f6jt7saqutrgu3a&reflink=article_email_share. 

SEC Chair Jay Clayton issued a contemporaneous notice of support of the Proposed Exemption in his Statement on the 

Department of Labor’s Investment Advice Proposal. 

8  FINRA is the primary self-regulatory organization for broker-dealers who conduct business with public customers. 

9  The op-ed by Messrs. Scalia and Clayton states:

For the first time, our agencies are aligned on a coherent framework centered on ensuring that American workers and retirees 

receive advice in their best interest.  In the interim, certain states, most notably Massachusetts, have proposed and finalized 

their own standard of conduct rules.  The addition of state sponsored consumer protection rules complicates matters both from 

an analytic and operational basis for many firms.  Many find that states’ rules may help to create an inconsistent and confusing 

patchwork of regulations not only as amongst themselves, but also with ERISA or Reg BI. 
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Outline of the Conditions of the Final Exemption   

The Final Exemption that Financial Institutions and Investment Professionals (each as defined below) meet the 

conditions relating to: 

 Impartial Conduct Standards, which include: 

– a duty to comply with Section 404(a) of ERISA’s prudence standards; 

– a duty not to place the interests of the Financial Institution, Investment Professional, affiliates, related 

entities or other parties ahead of the interests of the Plan, or to subordinate the interests of the Plan 

to their own; 

– a duty of “best execution”;  

– a requirement that the Plan pay no more than “reasonable compensation”;  

– a requirement to acknowledge in writing the Financial Institution’s and its Investment Professionals’ 

fiduciary status under ERISA and Section 4975 of the Code, as applicable, when providing 

Investment Advice to Plan participants and beneficiaries, IRA owners, and Plan and IRA fiduciaries; 

 Disclosure: which includes a description in writing of the services to be provided and the Financial 

Institution’s and Investment Professionals’ material conflicts of interest;  

 Policies and Procedures: which involve the adoption of policies and procedures prudently designed to 

ensure compliance with the Impartial Conduct Standards—with special considerations for rollovers, 

commission-based compensation arrangements and limited or proprietary platforms; and  

 Retrospective Review: which requires an annual retrospective review of compliance, with certain 

certifications by senior officials. 

SUMMARY 

In 2016, the DOL finalized the now-defunct 2016 Rule, which, prior to being vacated by the Fifth Circuit, was 

essentially a new regulation that replaced the 1975 Rule.  After the U.S. Court of Appeals for the Fifth Circuit vacated 

the 2016 Rule in 2018, the DOL issued FAB 2018-02, a temporary enforcement policy providing prohibited 

transaction relief to Investment Advice fiduciaries.  FAB 2018-02 is slated to expire in December of 2021.  The Final 

Exemption will likely be of interest not only to Plans, but also to financial intermediaries that sell products and 

services to Plans outside of purely institutional channels and those that accept or seek rollovers.  Firms that offers 

these intermediaries products and services will also likely wish to pay attention to these developments. 

Some financial institutions (e.g., broker-dealers, banks, insurance companies and some mutual fund complexes 

offering products directly to the retail Plan market) created and implemented compliance structures designed to 

ensure satisfaction of the then-applicable impartial conduct standards and have been permitted to rely on those 

structures pending further guidance.  The Final Exemption would permit financial institutions to continue relying on 

those compliance structures on a permanent basis, subject to the additional conditions of the Final Exemption, rather 
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than requiring them to change course to begin complying with the DOL’s other existing exemptions for Investment 

Advice fiduciaries.   

The Final Exemption 

The 2016 Rule substantially broadened the types of ordinary course interactions that would be regarded as resulting 

in Investment Advice fiduciary status.  Some financial institutions sought to preserve their traditional commission-

based platform by using exemptions issued in connection with the issuance of the 2016 Rule.  Financial institutions 

that utilized an exemption or set of exemptions designed to work under the 2016 Rule sometimes accepted or even 

embraced fiduciary status.  However, with the demise of the 2016 Rule, the related exemptions no longer applied.  

Without the exemptions, the elimination of the 2016 Rule would seem in some cases to have the perverse result of 

actually discouraging providers from proceeding as fiduciaries.   

The DOL’s new interpretation of the Five-Part Test (discussed below) may cause some providers that had been 

operating prior to the 2016 Rule under the conclusion that they were not Investment Advice fiduciaries to reconsider 

that determination.  The Final Exemption may thus be used not only by those firms that transitioned to an exemption 

under the 2016 Rule and wish to continue to provide services on a fiduciary basis and by others that affirmatively 

wish to provide services on a fiduciary basis, but also by other institutions that may now be concerned that they are at 

risk for being considered Investment Advice fiduciaries, whether or not they wish to be.   

Conditions 

Each Financial Institution and Investment Professional relying on the Final Exemption would need to satisfy all of the 

following: 

 Impartial Conduct Standards; 

 Disclosure Requirements; 

 Policies and Procedures; and  

 Retrospective Review. 

A significant area for consideration is rollovers. There are also a number of important exclusions, including for “pure” 

(machine-only) robo-advice and for advice provided to a Financial Institution’s own employees. In addition, the 

exemption only applies to Investment Advice: not discretionary management. There are also key limitations on the 

Final Exemption’s coverage of certain fixed income securities and other principal transactions.  And policies and 

procedures require significant attention, among other things, with respect to a Financial Institution and its Investment 

Professionals’ compensatory practices and ongoing oversight to avoid violations of the impartial conduct standards. 

Some of the disclosure requirements (including with respect to rollovers) require substantial detail and 

documentation, including reasons why the rollover is recommended. 

The Five-Part Test 

The Release provides important color on the DOL’s current thinking about key elements of the Five-Part Test.  The 

Final Preamble highlights its discussion of each of the prongs of the Five-Part Test as a “Facts and Circumstances 

Analysis.”  It also indicates that this is the DOL’s “Final Interpretation” with respect to the aspects of the Five-Part 
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Test it seeks to cover. Rollovers are again a major focus, but many institutions will find it worthwhile to consider the 

DOL’s insights with respect to the “regular basis,” “a primary basis” and “mutual agreement” prongs. 

Change in Administration 

It is anticipated that once in office, Joe Biden will issue a “first-day” order to freeze all final regulations not yet 

effective.  While the Final Exemption is scheduled to become effective in February, it is unclear whether any such 

freeze will be a mere pause, or rather result in withdrawal, or modification, of the Final Exemption.  Because FAB 

2018-02 is slated for expiration in December of 2021, it will be important to see how any such delay may impact the 

timetable for that widely-used temporary enforcement guidance. 

DISCUSSION 

In 2016, the DOL finalized the now-defunct 2016 Rule, which, prior to being vacated by the Fifth Circuit, was 

essentially a new regulation that replaced the 1975 Rule.  The DOL also issued a number of new and amended 

related PTCEs, notably including the Best Interest Contract Exemption (the “BIC Exemption”) and the Principal 

Transactions Exemption (the “PrTE”).   

After the U.S. Court of Appeals for the Fifth Circuit vacated the 2016 Rule in 2018, the DOL issued FAB 2018-02, a 

temporary enforcement policy providing prohibited transaction relief to Investment Advice fiduciaries.  In FAB 2018-

02, the DOL stated that it would not pursue prohibited transactions claims against Investment Advice fiduciaries who 

worked diligently and in good faith to comply with “impartial conduct standards” for transactions that would have been 

exempted by the BIC Exemption or the other new PTCEs, or treat the fiduciaries as violating the applicable prohibited 

transaction rules.  As discussed below, impartial conduct standards are now a centerpiece of the Final Exemption. 

Some financial institutions created and implemented compliance structures designed to ensure satisfaction of the 

then-applicable impartial conduct standards and have been permitted to rely on those structures pending further 

guidance.  The Final Exemption permits financial institutions to continue relying on those compliance structures on a 

permanent basis, subject to the additional conditions of the Final Exemption, rather than requiring them to change 

course to begin complying with the DOL’s other existing exemptions for Investment Advice fiduciaries.  In addition, 

while FAB 2018-02 is limited by its nature to DOL enforcement actions, the effect of satisfying an actual exemption 

such as the Final Exemption extends to potential claims by Plan participants and beneficiaries, in that satisfaction of 

the exemption would result in there being no violation of the applicable ERISA (and Code) rules.   

We will discuss below the Final Exemption and its conditions, in some cases noting the manner in which the Final 

Exemption departs from the Proposed Exemption.  We will then discuss the DOL’s important commentary regarding 

the Five-Part Test and certain other aspects of the Release. 

I. The Final Exemption 

A. Background 

The 2016 Rule substantially broadened the types of ordinary course interactions that would be regarded as resulting 

in Investment Advice fiduciary status.  The manner in which financial institutions responded to the 2016 Rule was not 
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uniform across market participants.10  Some sought to preserve their traditional commission-based platform by using, 

among other avenues, the now-vacated BIC Exemption and PrTE.   

Financial institutions that utilized an exemption or set of exemptions designed to work under the 2016 Rule 

sometimes accepted or even embraced fiduciary status.  However, with the demise of the 2016 Rule, the BIC 

Exemption and the PrTE no longer applied.  Thus, this aspect of the vacatur of the 2016 Rule had what may be a 

counterintuitive impact: while the elimination of the amended fiduciary regulation itself relieved a wide range of 

institutions from additional regulatory responsibilities as ERISA fiduciaries, the removal of the corresponding 

exemptions removed relief for those who were now proceeding as fiduciaries.  In this regard, with the removal of the 

2016 Rule and the resulting elimination of the related exemptions, the receipt of the types of fees and compensation 

arrangements mentioned above, and various principal transactions, could involve non-exempt self-dealing or related-

party prohibited transactions for those proceeding as fiduciaries.  Indeed, without the exemptions, the elimination of 

the 2016 Rule would seem in some cases to have the perverse result of actually discouraging providers from 

proceeding as fiduciaries.   

FAB 2018-02 was issued after the 2016 Rule was vacated as “a temporary enforcement policy providing prohibited 

transaction relief to investment advice fiduciaries.”  In it, the DOL announced that it would “not pursue prohibited 

transactions claims against investment advice fiduciaries who worked diligently and in good faith to comply with 

certain impartial conduct standards for transactions that would have been exempted in the new exemptions, or treat 

the fiduciaries as violating the applicable prohibited transaction rules.”  These impartial conduct standards contain 

three components: a best interest standard, a reasonable compensation standard, and a requirement to make no 

misleading statements about investment transactions and other relevant matters. 

The DOL noted that it was issuing the Proposed Exemption so that “financial institutions could continue relying on 

those compliance structures on a permanent basis, subject to the additional conditions of the exemption, rather than 

changing course to begin complying with the DOL’s other existing exemptions for investment advice fiduciaries.”  In 

addition, the Proposed Exemption “would provide a defense to private litigation as well as enforcement action by the 

DOL, while the FAB is limited to the latter.”  The same is true under the Final Exemption as it would apply to those 

Financial Institutions (as defined below) that seek to make use of this relief. 

The DOL’s new interpretation of the Five-Part Test (discussed below) may cause some providers that had been 

operating prior to the 2016 Rule under the conclusion that they were not Investment Advice fiduciaries to reconsider 

that determination.  The Final Exemption may thus be used not only by those firms that transitioned to the BIC 

Exemption under the 2016 Rule and wish to continue to provide services on a fiduciary basis and by others that 

affirmatively wish to provide services on a fiduciary basis, but also by other institutions that may now be concerned 

that they are at risk for being considered Investment Advice fiduciaries, whether or not they wish to be.   

B. Overview  

The Final Exemption maintains the overall structure of the Proposed Exemption with a few changes noted below.  It 

utilizes many of the concepts and features of FAB 2018-02, and in some important contexts, the now-vacated BIC 

Exemption and PrTE.  While the Final Exemption may seem facially easier to satisfy than the BIC Exemption and the 

PrTE, it is not clear the extent to which that actually will be the case for all affected institutions.  Significantly, the Final 

Exemption’s Impartial Conduct Standards (the “Impartial Conduct Standards”) tends to incorporate many Reg BI 

10  For statistics showing how market participants responded to the 2016 Rule, see 84 Fed. Reg. 33,322, 33,421 & nn. 33-34, 

1005-1007 (July 12, 2019). 
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concepts that were absent from the 2016 Rule, thereby continuing an effort by various regulators to harmonize 

standards of conduct across agencies.11  Conversely, there are some instances where the requirements of the Final 

Exemption extend beyond Reg BI.12

In general, and as discussed in greater detail below, the Final Exemption is available for SEC-registered investment 

advisers, broker-dealers, banks, and insurance companies (“Financial Institutions”) and their individual employees, 

agents, and representatives (“Investment Professionals”) that provide fiduciary Investment Advice to Plan participants 

and beneficiaries, IRA owners, and Plan and IRA fiduciaries (also referred to as “Retirement Investors”).  The Final 

Exemption applies only to Investment Advice fiduciary relationships, and not to discretionary or investment 

management relationships.   

The Final Exemption maintains much of the Proposed Exemption’s structure and substance.  Examples of areas of 

departure include the permitting of a range of senior executive officers to provide the report contemplated by the 

condition of the Final Exemption relating to retrospective compliance reviews, and new provisions permitting 

corrections of certain errors.  

C. Conditions – in General 

The Final Exemption applies to a variety of services.  However, it applies only to a limited number of principal and 

riskless principal transactions.  In addition, even where some financial transactions may be permitted—for example, 

municipal securities and “complex” investments—the Release sounds a cautionary note. 

As in the Proposed Exemption, the Final Exemption requires as a condition to its use that the Financial Institution 

provide (and the Investment Professional would also have to provide) advice in accordance with the Impartial 

Conduct Standards and meet several other important conditions.  Specifically, each Financial Institution and 

Investment Professional relying on the Final Exemption would need to satisfy conditions with respect to:  

 Impartial Conduct Standards, which include: 

– a duty to comply with Section 404(a) of ERISA’s prudence standards; 

– a duty not to place the interests of the Financial Institution, Investment Professionals, affiliates, 

related entities or other parties ahead of the interests of the Plan, or to subordinate the interests of 

the Plan to their own; 

11  For example, the SEC expressly rejected using (and the Proposed Exemption does not use) the BIC Exemption’s “without 

regard to” test, which many found cumbersome at best.  The BIC Exemption had required that recommendations be made 

“without regard to the financial or other interests of the Adviser, Financial Institution or any Affiliate, Related Entity, or other 

party.”  Many expressed concern that this standard was too broad and set an institution up for a failure of the exemption any 

time a plaintiff could prove that the Financial Institution did not recommend the investment that paid it the least.  The Reg BI 

release noted that the SEC decided to reject this standard because the “language could alter the way in which conflicts are 

viewed and cause a substantial portion of conduct that is currently permitted, and reasonably accepted and desired by retail 

customers, to be limited or eliminated.” 

12  The BIC Exemption applied only to Investment Advice fiduciaries.  Thus, the BIC Exemption was not available for prohibited 

transactions resulting from discretionary investment management.  As a result, most prohibited transactions resulting from 

discretionary investment management decisions were absolutely prohibited.  Arguably, under the Final Exemption, those same 

issues remain.   
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– a duty of “best execution”;  

– a requirement that the Plan pay no more than “reasonable compensation”;  

– a requirement to acknowledge in writing the Financial Institution’s and its Investment Professionals’ 

fiduciary status under ERISA and Section 4975 of the Code, as applicable, when providing 

Investment Advice to Plan participants and beneficiaries, IRA owners, and Plan and IRA fiduciaries; 

 Disclosure: which includes the description in writing of the services to be provided and the Financial 

Institution’s and Investment Professionals’ material conflicts of interest;  

 Policies and Procedures: which involve the adoption of policies and procedures prudently designed to 

ensure compliance with the Impartial Conduct Standards—with special considerations for rollovers, 

commission-based compensation arrangements, and limited or proprietary platforms; and  

 Retrospective Review: which requires an annual retrospective review of compliance, with certain 

certifications by senior officials. 

D. Coverage – in General  

The Final Exemption is available to Financial Institutions and their Investment Professionals that provide fiduciary 

Investment Advice to Retirement Investors.  The DOL noted in the Proposed Preamble and stated again in the 

Release that the “definition [of Financial Institution] is based on the entities identified in the statutory exemption for 

investment advice under [certain provisions of ERISA], which are subject to well-established regulatory conditions 

and oversight.”  The DOL concluded that “Congress included broker-dealers and registered investment advisers in 

the statutory advice exemption . . . , according to the same set of conditions [but not others].”  In addition, the 

Financial Institution and Investment Professional (as applicable) must not have been disqualified or barred from 

making investment recommendations by any insurance, banking, or securities law or regulatory authority (including 

any SRO).  Institutions and persons convicted of certain crimes, or that have been notified as having been engaged 

in behavior the DOL believes inappropriate, are not permitted to rely on the Final Exemption.   

The DOL largely rejected calls by commenters to include independent marketing organizations (“IMOs”), field 

marketing organizations and brokerage general agencies as “Financial Institutions.”  Commenters had noted that 

“insurance companies are not set up in such a manner as to be able to act as Financial Institutions with respect to 

independent insurance agents, which they said would ultimately put insurance companies and insurance products at 

a competitive disadvantage.”13  In response to commenters, the Final Preamble clarifies that “foreign affiliates of 

banks, broker-dealers, insurance companies, and registered investment advisers to the entities [are] covered by the 

exemption” as it “did not exclude foreign affiliates in the proposal, and confirms that they are not excluded in the 

exemption, as finalized.”  

13  The Impact Analysis states “Insurers and non-retail [broker-dealers (“BDs”)] currently operating under a suitability standard in 

most states and largely relying on transaction-based forms of compensation, such as commissions, will be required to establish 

written policies and procedures that comply with the Impartial Conduct Standards if they choose to use this exemption.  These 

activities will likely involve higher cost increases than those experienced by IAs and retail BDs.”  
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E. Specific Covered Transactions, Products and Services 

1. Rollovers and Recommendations to Move Accounts 

One of the main focuses of the Proposed Release and the Final Release is the solicitation of rollovers.  The Final 

Exemption specifically covers compensation received as a result of Investment Advice to roll over assets from a Plan 

to an IRA, as well as “from an IRA account at another Financial Institution, or even between different account types.”  

The reference to “different account types” here refers to an account that is fee-based as opposed to an account that 

is commission-based.  The DOL stated its belief that it is important that the Investment Professional “take the time to 

form a prudent recommendation, and that a record is available for later review” and that “[t]he written record serves 

an important role in protecting Retirement Investors during this significant decision.”  Hence there are both diligence 

and documentary aspects associated with rollovers under the Final Exemption. 

Echoing a concern expressed in connection with the issuance of the 2016 Rule, the DOL in the Proposed Release 

“caution[ed] [against] certain practices [with respect to switching account types] such as ‘reverse churning’ (i.e. 

recommending a fee-based account to an investor with low trading activity and no need for ongoing monitoring or 

advice).”  For those Financial Institutions that embrace a fiduciary model or otherwise are at risk for being considered 

a fiduciary (possible fiduciary status in connection with the solicitation of rollovers is discussed in Section II), there 

may be challenges under the Final Exemption that are similar to those involved with migrating accounts to comply 

with the now-defunct BIC Exemption.14

In considering a recommendation to rollover assets from an ERISA Plan to an IRA, the Final Preamble indicates that 

the Investment Professional must consider and document: 

The Retirement Investor’s alternatives to a rollover, including leaving the money in his or her current 

employer’s Plan, if permitted, and selecting different investment options; the fees and expenses associated 

with both the Plan and the IRA; whether the employer pays for some or all of the Plan’s administrative 

expenses; and the different levels of services and investments available under the Plan and the IRA. For 

rollovers from another IRA or changes from a commission-based account to a fee-based arrangement, a 

prudent recommendation would include consideration and documentation of the services that would be 

provided under the new arrangement. 

When the DOL discussed rollovers from another IRA or changes from a commission-based account to a fee-based 

arrangement, “documentation of the specific reasons that the recommendation to roll over assets is in the best 

interest of the Retirement Investor” is required.   

In this regard, the Final Preamble notes that:   

a prudent recommendation would include consideration and documentation of the services that would be 

provided under the new arrangement.  The Department agrees with commenters that the long-term impact 

of any increased costs and the reason(s) why the added benefits justify those added costs, as well as the 

14  As the SEC noted in its Reg BI release, “fee-based compensation could result in so-called ‘reverse churning’ and a disincentive 

to reduce assets under management, even if that would be in the investor’s best interest, while flat-fee models can lead to 

shirking and overbilling.” 84 Fed. Reg. 33,426 (July 12, 2019). 
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impact of features such as surrender schedules and index annuity cap and participation rates, should be 

considered as part of any rollover recommendation, as relevant. 

The Final Preamble also states that, to be in compliance, Financial Institutions would “identify and carefully focus on 

the particular aspects of their business model that may create incentives that are misaligned with the interests of 

Retirement Investors.”  The Proposed Preamble stated that, if a “Financial Institution anticipates that conflicts of 

interest in its business model will center on advice to roll over Plan assets, and after the rollover, the Financial 

Institution and Investment Professional will be compensated on a level-fee basis, the Financial Institution’s policies 

and procedures should focus on the rollover or distribution recommendation.”15

The specific documentation-related requirements of the Final Exemption would go beyond what is expressly required 

under Section 404(a) of ERISA, which generally governs a fiduciary’s prudence obligations,16 and goes beyond what 

Reg BI requires.  In this regard, the Final Preamble acknowledged that “[t]he SEC already encourages firms to record 

the basis for significant investment decisions such as rollovers, although doing so is not required under Reg BI.”  

Thus, the Final Exemption would seem to envisage documentation that neither general prudence principles of ERISA 

nor Reg BI require. 

With respect to rollovers from ERISA Plans, the Final Preamble indicates that “the Department expects that 

Investment Professionals and Financial Institutions evaluating this type of potential rollover will make diligent and 

prudent efforts to obtain information about the existing Title I Plan and the participant’s interests in it.”  It also notes 

that “[i]f the Retirement Investor is unwilling to provide the information, even after a full explanation of its significance, 

and the information is not otherwise readily available, the Investment Professional should make a reasonable 

estimation of expenses, asset values, risk, and returns based on publicly available information and explain the 

assumptions used and their limitations to the Retirement Investor.” It also notes that “[i]n such cases, the Investment 

Professional could rely on alternative data sources, such as the most recent Form 5500 or reliable benchmarks on 

typical fees and expenses for the type and size of Plan at issue.”17  The DOL in the Final Exemption estimates that 

“documenting each rollover recommendation will require 30 minutes for a personal financial advisor whose firms 

15  Beyond satisfying a best interest standard, it is unclear what the DOL is suggesting, since a Financial Institution and 

Investment Professional would have an incentive to accrete more assets.   

16  See 29 C.F.R. § 2550.404a-1(b)(1) (A fiduciary satisfies the prudence requirements of that section if it “has given appropriate 

consideration to those facts and circumstances that, given the scope of such fiduciary's investment duties, the fiduciary knows 

or should know are relevant to the particular investment or investment course of action involved, including the role the 

investment or investment course of action plays in that portion of the plan's investment portfolio with respect to which the 

fiduciary has investment duties.”). 

17  This affirmative action was not required under the BIC Exemption and may suggest that the Financial Institution (and 

Investment Professional) must actively engage in meaningful and proactive research to satisfy its substantive prudence 

requirements. 
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currently do not require rollover documentations and five minutes for financial advisors whose firms already require 

them to do.”18

2. Certain Services and Monitoring 

Echoing the now-defunct BIC Exemption, the Final Exemption covers “reasonable compensation as a result of a 

Financial Institution’s or Investment Professional’s investment advice to Retirement Investors.”  Thus, sales 

commissions, 12b-1 fees, trailing commissions, sales loads and other compensation associated with the provision of 

services or the sale of products would be eligible for relief, to the extent they constitute reasonable compensation.   

As under the BIC Exemption, the fact that compensation varies from product to product or service to service would 

not be a per se bar to using the Final Exemption.  A provider would be able to receive different trailing payments or 

commissions, for example, depending on the specifics of the product and would not otherwise be regarded as 

violating the self-dealing prohibited transaction rule in which fiduciaries are not permitted to give advice that affects 

the amount of their compensation.  The Final Exemption allows for variable compensation if the other applicable 

conditions are satisfied.   

However, the Final Preamble expressly cautions that: 

 “[I]nvestments that possess unusual complexity and risk,” for example, may require ongoing monitoring to 

protect the investor’s interests.   

 An Investment Professional may be unable prudently to recommend to an “individual Retirement Investor” 

certain investments in the first place “without ongoing monitoring of the investment.”   

 The Department notes that Financial Institutions and Investment Professionals will need to make decisions 

on the products that require monitoring or what constitutes a product of unusual complexity on a case-by-

case basis.  The Proposed Preamble also indicated that in considering such “complex” products, “the cost of 

monitoring . . .  should also be considered.”   

 Some “complex products or recommendations” should not be made if they “might, on their face, appear 

inconsistent” with the best interest of the Plan. 

18  This computation is “based on the assumption that most financial services professionals already incorporate documenting the 

basis for rollover recommendations in their regular business practices and another assumption that 67.4 percent of rollovers 

are handled by financial services professionals who act in a fiduciary capacity.”  The DOL noted in the Final Preamble that it 

disagreed with those who thought it underestimated the costs involved with determining whether a rollover was in the client’s 

best interest.  The DOL stated: “As explained in the proposal, the Department did not expect this requirement to create an 

undue burden for the following reasons: (1) Financial services professionals generally seek and gather information on investor 

profiles in accordance with other regulators' rules; and (2) as a best practice, financial professionals often discuss the basis for 

their recommendations and associated risks with their clients. Because financial professionals already collect relevant 

information and discuss the basis for certain recommendations with clients, the Department believes that it would be relatively 

easy for them to document such information with respect to rollover recommendations.”  The DOL also cited to Regulation Best 

Interest: How Wealth Management Firms are Implementing the Rule Package, Deloitte (Mar. 6, 2020).  The participating firms 

in this study included dual-registrants, BDs and RIAs that were owned by or affiliated with banks, holding companies, insurance 

companies, and trust companies, as well as independent dually-registered BDs and RIAs.  90% of participating firms were dual 

registrants in which almost eight in ten firms “require their financial service professionals to document rollover 

recommendations in response to Regulation Best Interest.” 
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 “Recommending holding an asset solely to generate more fees” can run afoul of the Impartial Conduct 

Standards.  

The BIC Exemption had similar language about “complex” products.  Some commenters were concerned about the 

vagueness of standards such as “unusual complexity” in a prohibited transaction exemption all of the conditions of 

which must be relief in order to obtain relief from ERISA’s prohibited transaction rules.  They suggested that the DOL 

“should not impose ongoing monitoring requirements based on” those standards.  Given the interpretative difficulties 

with such standards, some commenters requested greater “specificity on which investments are considered complex 

and risky.”  Others sought assurances that “annuities would not require ongoing monitoring,” and still others asked 

the DOL to not require that a Financial Institution “provide monitoring, particularly where the Financial Institution 

clearly discloses it will not do so.” 

The Final Preamble states that the DOL is unwilling to give any further guidance on the subject.  Thus, Financial 

Institutions “will need to make these decisions on a case-by-case basis.  The Department expects that Financial 

Institutions and Investment Professionals have the expertise necessary to evaluate the need for monitoring based on 

all the facts and circumstances.”  While reiterating that the Final Exemption does not “require all Financial Institutions 

and Investment Professionals to offer monitoring because the exemption takes the approach of preserving the 

availability of a wide variety of investment advice arrangements and products,” the DOL nonetheless “expects that 

Financial Institutions and Investment Professionals will consider whether the investment can be prudently 

recommended without some mechanism or plan for ongoing monitoring” as part of the Final Exemption’s standards of 

care. 

3. Specified Principal and Riskless Principal Transactions 

In connection with the issuance of the 2016 Rule, the DOL issued the PrTE for principal transaction and riskless 

principal transactions.  Principal transactions inherently involve adversity in that the Financial Institution is acting in a 

proprietary (its own) capacity on a given transaction rather than as a mere service provider.  One type of principal 

transaction typically involves the sale of a security or other financial instrument out of the Financial Institution’s own 

inventory, where the transaction is with an adverse counterparty.  By contrast, agency transactions are services 

transactions that typically involve a commission or other fee for services rendered.  While agency transactions are 

compensated on a commission or other basis, principal transactions often involve mark-ups, mark-downs or other 

payments so that there can be a profit (or reduced loss) on the transaction.  Although in our experience principal 

transactions are the predominant way in which certain instruments, such as fixed income securities, trade, they may 

also include equity securities where the Financial Institution acts as underwriter in a fixed commitment offering or has 

a particular security in its inventory.   

The Final Preamble defines a riskless principal transaction as a transaction in which a Financial Institution, after 

having received an order from a Retirement Investor to buy or sell an investment product, purchases or sells the 

same investment product for the Financial Institution’s own account to offset the contemporaneous transaction with 

the Retirement Investor.  Riskless principal transactions are covered under the Final Exemption’s more general 

provisions.   

The Final Exemption applies less broadly to true principal transactions.  Like the PrTE, the Final Exemption 

differentiates between sales from a Plan and sales to a Plan.  The Final Exemption applies to any principal (or 

riskless principal) transaction involving a Plan’s sale or disposition of any security or other property.  Regarding 

purchases, only certain specified principal transactions are permitted under the Final Exemption.  These are limited to 

transactions involving:  
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 corporate debt securities offered pursuant to a registration statement under the Securities Act of 1933;  

 US Treasury securities;  

 debt securities issued or guaranteed by a U.S. federal government agency other than the US Department of 

the Treasury;  

 debt securities issued or guaranteed by a government-sponsored enterprise;  

 certificates of deposit; 

 interests in unit investment trusts; and 

 municipal bonds. 

As in the Proposed Preamble, the Final Preamble continues to warn that tax-exempt bonds are typically a “poor” 

choice for Plans.19  Nevertheless, the DOL does not outright exclude them from coverage by the Final Exemption, 

stating that “there are certain limited circumstances where these investments may benefit a Retirement Investor.  For 

example, a particular municipal bond may have a higher tax-equivalent yield than a comparable taxable bond.  

Alternatively, a fiduciary adviser may conclude based upon careful analysis that a particular tax-exempt municipal 

bond carries less risk than a comparable corporate bond.”20

The DOL resisted calls from commenters to expand the list of common principal transactions that may be covered 

under the exemption.  Thus, the Final Exemption is not available with respect to, for example, the following types of 

transactions: foreign-currency transactions; purchases of debt of foreign issuers and debt of foreign sovereigns; 

purchases of equity securities that are effected on a principal basis; purchases of securities in initial offerings where 

the institution (or an affiliate) participates in the placement or underwriting; initial offerings of registered closed end 

funds, to the extent effected on a principal or riskless principal basis; short sales and other margin transactions; 

overdraft protection; receipt of float generated by undeposited cash; error corrections; settlement accommodations; 

and prepayment of fees.   

Some commentators took issue with the concept of an “approved list,” suggesting that the DOL “should [not] 

eliminate or adjust exemption conditions that would limit Retirement Investors’ access to full service brokerage 

accounts, including access to principal markets” and noting that such an “approved list” was inconsistent with Reg. 

BI.  The DOL explained in response: 

Because an investment advice fiduciary engaging in a principal transaction is on both sides of the 

transaction, the firm has a clear and direct conflict of interest.  In addition, the securities typically traded in 

principal transactions often lack pre-trade price transparency and Retirement Investors may, therefore, have 

19  The Final Preamble changed to word “often” to “typically.”  “Tax-exempt municipal bonds are typically a poor choice for 

investors in ERISA plans and IRAs because the plans and IRAs are already tax advantaged and, therefore, do not benefit from 

paying for the bond's tax-favored status.”   

20 The DOL rejected calls from some “to flatly exclude tax-exempt investments.” However, to underscore concerns about the 

potential advisability of tax-exempt investments in Retirement accounts, the DOL stated that “given the increased risk of 

imprudence when making such recommendations, Financial Institutions and Investment Professionals may wish to document 

the reasons for any recommendation of a tax-exempt municipal bond or other tax-exempt investment and why the 

recommendation is in the Retirement Investor's best interest.”



Dechert LLP

January 2021 Page 16 

difficulty in prospectively evaluating the fairness of a particular principal transaction.  These investments also 

can be associated with low liquidity, low transparency, and the possible incentive to sell unwanted 

investments held by the Financial Institution.21

With respect to harmonization with Reg BI, the DOL stated that the offerings were “consistent” with those that could 

be offered under Reg BI (without necessarily addressing the comment that the limitations under the Final Exemption 

produced a narrower investment universe than what is permitted under Reg BI).  Thus, those who found certain of the 

restrictions under the PrTE to be constraining may have similar concerns with the Proposed Exemption.  Indeed, in 

the DOL’s words, the “approved list” is “intentionally narrow.” 

4. Debt Securities:  Credit Risk and Liquidity  

As was generally the case under the now-defunct PrTE, Financial Institutions that seek to advise Plans to purchase 

debt securities with respect to which relief is available under the Final Exemption would need to adopt policies and 

procedures “reasonably designed to ensure that the debt security, at the time of the recommendation, has no greater 

than moderate credit risk and has sufficient liquidity that it could be sold at or near its carrying value within a 

reasonably short period of time.”  The DOL stated in the Proposed Preamble that the “moderate credit risk” standard 

“is intended to identify investment grade securities, and is included to prevent the exemption from being available to 

Financial Institutions that recommend speculative debt securities from their own accounts.”   

Commenters raised concerns about such determinations.  In rejecting calls to make changes, the DOL restated that it 

“does not believe the standards are unworkable.  Financial Institutions regularly evaluate the credit risk associated 

with their investments and assess their liquidity.  And it is important to note that the policies and procedures must be 

reasonably designed to ensure that the standards are met at the time of the transaction; the exemption does not 

require them to be satisfied for the duration of the investment.”  According to the DOL, “unique conditions, such as 

the credit and liquidity requirements, address the heightened conflicts of interest and are specifically tailored to 

address conflicts inherent with respect to debt securities.”  The DOL disagreed that it was “substituting its judgment 

for that of Retirement Investors” and defended its position by noting that “it is only setting necessary safeguards to 

prevent abuses by Financial Institutions relying on the exemption.”  The DOL also then stated that these limitations 

are “not necessary for self-directed retirement accounts or transactions that do not involve fiduciary investment 

advice.  Therefore, such truly self-directed accounts and transactions may involve the purchase of any type of 

investment on a principal basis.”  

The Final Exemption will not be available for Investment Advice fiduciary relationships offered to Plans of the 

Financial Institution or its affiliates.  The Final Exemption will also be unavailable for a named fiduciary or Plan 

administrator, or an affiliate thereof, who was selected to provide advice to the Plan by a fiduciary who is not 

“independent of the Financial Institution, Investment Professional, and their affiliates.”  

21  The DOL noted indicated that ERISA has a “unique starting point”—that “Congress statutorily prohibited these transactions in 

Title I and the Code.” This perspective appears to have justified the DOL’s reluctance to adopt a wider perspective. 
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F. Exclusions 

1. Independence 

The Final Exemption, like the Proposed Exemption, has a 2% revenue trigger for affiliated status.  In this respect, the 

DOL stated in the Proposed Preamble that it:  

would [not] view a party as independent of the Financial Institution and Investment Professional if . . .  the 

person has a relationship to or an interest in the Financial Institution, Investment Professional or any affiliate 

that might affect the exercise of the person’s best judgment in connection with transactions covered by the 

[Proposed Exemption], or  . . . the party [receives] or is projected [to receive] within the current federal 

income tax year, compensation or other consideration for his or her own account from the Financial 

Institution, Investment Professional or an affiliate, in excess of 2% of the person’s annual revenues based 

upon its prior income tax year.   

Several commenters resisted this threshold, indicating it was too low and “far more restrictive than any definition ever 

used.” The DOL disagreed, stating that because the DOL’s purpose is “to protect employees from abuse, employers 

generally should not be in a position to use their employees’ retirement benefits as potential revenue or profit 

sources, without additional safeguards.  Employers can always render advice and recover their direct expenses in 

transactions involving their employees without need of an exemption.”22  Financial Institutions that offer their 

investment professionals for Investment Advice that pertains to employees’ participation in the Financial Institution’s 

Plan would thus not be eligible to utilize the Final Exemption for the purpose of affiliated products or services. 

2. Certain Robo-Advisors  

Generally, a so-called “robo-advisor” is a financial institution that relies on computers—rather than human financial 

professionals—to build and manage investment management portfolios or otherwise provide investment advice.23

The Proposed Exemption would not have applied to robo advice arrangements that do not involve interaction with an 

Investment Professional.  The DOL noted that such arrangements may be eligible for relief under the reasoning of 

DOL Advisory Opinion 2001-09A (Dec. 14, 2001)24 or Sections 408(b)(14) and 408(g) of ERISA (and the 

corresponding provisions of the Code).  The DOL stated that, while “hybrid” robo-advice arrangements (i.e., 

arrangements that involve both computer software-based models and personal Investment Advice from an 

Investment Professional) “would be permitted under the [Proposed Exemption], arrangements in which the only 

22  The Final Preamble also continued by saying that the DOL did not “intend for the exemption to be used by a Financial 

Institution or Investment Professional that is the named fiduciary or plan administrator of a Title I Plan or an affiliate thereof, 

unless the Financial Institution or Investment Professional is selected as an advice provider by a fiduciary (such as the 

employer sponsoring the Title I Plan) that is independent of them. Named fiduciaries and plan administrators have significant 

authority over plan operations and accordingly, the Department believes that any selection of these parties to also provide 

investment advice to the Title I Plan or its participants and beneficiaries should be made by an independent party who will also 

monitor the performance of the investment advice services.” 

23  See IM Guidance Update, Robo-Advisers, U.S. Securities and Exchange Commission, Division of Investment Management, 

No. 2017-02 (February 2017).   

24  “Only the parties described in the request for [an advisory] opinion may rely on the opinion . . ..”  ERISA Proc. 76-1, § 10.  

However, Advisory Opinions give an indication of the DOL’s views on the matters addressed and are commonly looked to by 

ERISA practitioners for guidance.  
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investment advice provided is generated by a computer model would not be eligible for relief under the [Proposed 

Exemption].”   

A number of commenters objected saying that the exemption should be available to all robo-advice arrangements.  

The DOL rejected the objections, reasoning that the Final Exemption “is tailored to investment advice that is provided 

through a human Investment Professional who is supervised by a Financial Institution.  The conditions of this 

exemption are not designed to address advice without a [human] Investment Professional.”25

3. Pooled Employer Plans Under the SECURE Act 

The Setting Every Community Up for Retirement Enhancement Act (the “SECURE Act”), passed in 2019, calls for 

Pooled Employer Plans (“PEPs”), which are a type of multiple employer defined contribution plans.  We discussed the 

PEP provisions of the SECURE Act in a prior OnPoint. 

PEPs potentially facilitate the ability of employers (particularly smaller employers) to share costs in operating a plan 

and use their combined bargaining power to allow for access to plan services and to negotiate lower fees.  The 

SECURE Act mandates that a PEP must be established by a Pooled Plan Provider (a “PPP”) that is designated as a 

named fiduciary, plan administrator, and the person responsible for specified administrative duties. 

Commentators had suggested that some PPPs may want to make investment advice available through PEPs, by 

utilizing themselves or an affiliate as the advice provider.  Clarification was sought so that an employer that 

participates in a PEP could be considered “independent,” so that the “independence” exclusion of the Final 

Exemption would not be applicable despite the fact that the PPP or an affiliate is providing advice.  The DOL 

responded that such comfort would be “premature” because of “their recent origination, unique structure, and 

likelihood of significant variations in fact patterns and potential business models.” 

4. Discretionary Services 

The Final Exemption applies to the provision of Investment Advice.  Some wondered why discretionary investment 

management services are excluded.  The DOL responded that the Final Exemption’s conditions “were designed 

specifically for non-discretionary investment advice arrangements, consistent with standards from other regulators 

regarding similar arrangements.”  It further stated that it “does not believe this [decision] will unfairly prejudice 

discretionary arrangements because the same pool of exemptions for discretionary arrangements currently exists that 

existed before this exemption was proposed,” and “there are a variety of ways to avoid prohibited transactions in 

discretionary arrangements, including utilizing fee structures that ensure compensation does not vary based on 

investment choice.” 

G. Impartial Conduct Standards 

1. Overview  

The Impartial Conduct Standards are a centerpiece of the Final Exemption, as were the predecessor impartial 

conduct standards in the case of the BIC Exemption and later the Proposed Exemption.  The Impartial Conduct 

Standards have three components: a best interest standard; a reasonable compensation standard; and a requirement 

25  It continued by stating “[t]he policies and procedures required by this exemption contemplate consideration of factors beyond 

those that may be considered in a pure robo-advice situation” and somewhat cryptically, noted that Financial Institutions “may 

design a pure robo-advice model that incorporates other incentives than those addressed here.” 
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to make no misleading statements about investment transactions and other relevant matters.  The DOL noted in the 

Proposed Preamble that the Impartial Conduct Standards “are, in the Department’s view, aligned” with those of other 

regulators among other recent initiatives at the State and other authority.  Indeed, there are provisions of the Final 

Exemption that are substantially identical to portions of Reg BI; however, there are also some significant departures 

from Reg BI.   

2. Best Interest  

The “Best Interest Standard” itself is comprised of several elements.  Echoing to some extent ERISA’s prudence 

standard, the Final Exemption provides that a Financial Institution relying on the exemption must offer advice that 

“reflects the care, skill, prudence, and diligence under the circumstances then prevailing that a prudent person acting 

in a like capacity and familiar with such matters would use in the conduct of an enterprise of a like character and with 

like aims, based on the investment objectives, risk tolerance, financial circumstances, and needs of the Retirement 

Investor, and does not place the financial or other interest of the Investment Professional, Financial Institution or any 

affiliate, related entity or other party ahead of the interests of the Retirement Investor, or subordinate the Retirement 

Investor’s interests to their own.”   

This second part of the standard in the Final Exemption is substantially identical to Reg BI’s formulation that a broker-

dealer (and its associated persons) not place “the financial or other interest of the broker-dealer [or its associated 

persons] ahead of the interests of the retail customer.”  The Final Exemption adopts the same approach and adds 

that it  

does not believe there is a distinction between ERISA’s section 404 standards of prudence and loyalty and 

the Impartial Conduct Standards, given that the best interest standard includes a prudence obligation and 

the Department has in the past described the duty of loyalty as prohibiting fiduciaries from subordinating the 

interests of participants and beneficiaries in their retirement income to unrelated objectives. 

The DOL also noted in the Final Preamble that it “disagree[d] with the suggestion that the best interest standard is not 

a ‘true’ fiduciary standard.”  In response to commenters who asked for deference to securities law pronouncements 

on the interpretation of “best interest,” the DOL indicated that “although the best interest standard is intended to be 

consistent with the securities law standards as discussed above, the Department declines to provide a safe harbor for 

compliance with the standards as interpreted by the SEC or FINRA.”  It is noted, however, that, while Reg BI and 

ERISA may use a substantially identical standard and both regimes call for equitable remedies and disgorgement of 
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profits in cases, the penalties for engaging in a non-exempt prohibited transaction can also involve, depending on the 

type of plan, material penalties under ERISA or excise taxes under Section 4975 of the Code.26

3. Reasonable Compensation 

The Impartial Conduct Standards would require that fees and other compensation paid with respect to transactions 

covered under the Proposed Exemption not exceed reasonable compensation within the meaning of Section 

408(b)(2) of ERISA (and the corresponding provisions of the Code).  The Final Exemption requires as a condition to 

its use that “compensation not be excessive, as measured by the market value of the particular services, rights, and 

benefits” provided.  Helpfully, the DOL specifically noted that “the Financial Institution and Investment Professional 

would not have to recommend the transaction that is the lowest cost or that generates the lowest fees without regard 

to other relevant factors.”  In fact, the DOL stated that recommendations of the “lowest cost” security or investment 

strategy, “without consideration of other factors, could in fact violate the exemption.”   

The DOL also suggested that the reasonable-compensation test would apply in the aggregate to “investment 

products that bundle together services and investment guarantees or other benefits, such as annuities.”  In the 

context of insurance products, it stated that, “[i]n assessing the reasonableness of compensation in connection with 

these products, it is appropriate to consider the value of the guarantees and benefits as well as the value of the 

services.”  

26  As noted by the SEC in the Reg BI adopting release, there are key “differences in the approach to the treatment of conflicts 

under ERISA and under the federal securities laws.”  According to the SEC: “ERISA starts by prohibiting conflicts and then 

through exemptions permits certain conflicts, whereas the federal securities laws generally start with disclosure and become 

more restrictive.”  The Final Exemption thus (like the BIC Exemption before it) would effectively adopt an ERISA-type prudence 

standard of care not only to regulate behavior, but also as an express condition to relief under a prohibited transaction 

exemption. 

Commentators suggested the possibility that the application of prudence standards to non-ERISA IRAs may raise the kinds of 

overreach concerns that the Fifth Circuit had with the 2016 Rule and the BIC Exemption in the Chamber of Commerce case 

(cited above), even here.  Arguably, however, the reach of the Final Exemption is not as extensive as the reach that the BIC 

Exemption had in light of the 2016 Rule.  In this regard, the DOL noted “some commenters opined that the application of the 

best interest standard, including the prudence obligations, on IRAs is not permitted under the Fifth Circuit's Chamber of 

commerce opinion.  In particular, these commenters asserted that the Fifth Circuit determined that the Department was acting 

outside its authority by adding to the requirements of the Code provisions that Congress chose not to apply to such accounts.”  

The DOL responded: “The Department does not believe that including the Impartial Conduct Standards as conditions for 

transactions involving IRAs is impermissible in light of the Fifth Circuit's Chamber of Commerce opinion.  The Fifth Circuit's 

opinion addressed the 2016 fiduciary rule and related exemptions, particularly the perceived ‘over-inclusiveness’ of the new 

definition of a fiduciary that the opinion indicated, in some circumstances, resulted in ordinary sales conduct activities causing a 

person to be classified as a fiduciary under Title I and the Code.  Unlike the 2016 fiduciary rule and related exemptions, the 

present exemption provides relief to a more limited group of persons already deemed to be fiduciaries within the meaning of 

the five-part test and does not impose contract or warranty requirements on fiduciaries. . . .  Further, the Fifth Circuit observed 

that the five-part test ‘captured the essence of a fiduciary relationship known to the common law as a special relationship of 

trust and confidence between the fiduciary and his client.’  [Citation omitted].  The same five-part test exists under the Code's 

regulations, based on an identical definition of fiduciary in the Code.  This exemption merely recognizes that fiduciaries of 

IRAs, if they seek to use this exemption for relief from prohibited transactions, should adhere to a best interest standard 

consistent with their fiduciary status and a special relationship of trust and confidence.”  In the Preamble to the Final 

Regulation, the DOL repeated that neither Financial Professionals nor Investment Professionals are required to recommend 

the transaction that is the lowest cost or that generates the lowest fees without regard to other relevant factors.  In fact, the 

Department agreed with commenters that recommendations of the “lowest cost” security or investment strategy, without 

consideration of other factors, could in some cases even violate the exemption. 
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Some commenters had asked for revisions to the Final Exemption “specifically [to] provide that the cost of an 

investment product is a factor, although it need not be the determinative factor, in applying the best interest 

standard.”  The DOL responded “that the cost of an investment product will be a factor in every recommendation, 

[and] the best interest standard envisions that all of the characteristics of an investment product—not just its cost—

will be evaluated based on Retirement Investors’ investment objectives, risk tolerance, financial circumstances, and 

needs.”  Nevertheless, the DOL also noted that it did not intend to suggest that reasonableness will be assessed 

solely against the existing market practices.  The reasonable compensation standard will not be met if the fees bear 

little relationship to the value of the services actually rendered.   

4. Misleading Statements and Exculpatory Clauses 

The Impartial Conduct Standards would require that the Financial Institution and its Investment Professionals not 

provide misleading statements about the recommended transaction or other relevant matters at the time they are 

made.  These “other relevant matters” include “fees and compensation, material conflicts of interest, and any other 

fact that could reasonably be expected to affect the Retirement Investor’s investment decisions.”  The DOL noted that 

it “would consider it materially misleading for the Financial Institution or Investment Professional to include any 

exculpatory clauses or indemnification provisions in an arrangement with a Retirement Investor that are prohibited by 

applicable law.”27

5. Best Execution 

The Impartial Conduct Standards would require that Financial Institutions and Investment Professionals seek to 

obtain the “best execution” of the investment transaction reasonably available under the circumstances.  Many 

Financial Institutions are already subject to a duty of best execution under common law, the Exchange Act, the 

Investment Advisers Act of 1940, the rules of FINRA or the Municipal Securities Rulemaking Board.  Plainly stated by 

the DOL in the Proposed Preamble, a duty of best execution means that a Financial Institution must “execute 

customers’ trades at the most favorable terms reasonably available under the circumstances.”  The Final Exemption 

continues the approach of the Proposed Exemption and effectively imports the best-execution requirement as a 

condition for relief.  

Many commenters raised concerns that unclear facts and circumstances regarding whether best execution is 

obtained could cause uncertainty about the overall availability of the Proposed Exemption.  The DOL did not delete 

27  A footnote in the Final Preamble references Section 410 of ERISA and Interpretive Bulletin 75-4, and quotes from the latter as 

follows: “The Department of Labor interprets section 410(a) as rendering void any arrangement for indemnification of a 

fiduciary of an employee benefit plan by the plan.  Such an arrangement would have the same result as an exculpatory clause, 

in that it would, in effect, relieve the fiduciary of responsibility and liability to the plan by abrogating the plan's right to recovery 

from the fiduciary for breaches of fiduciary obligations.”  This condition could turn out to be a trap for the unwary, as it appears 

to apply not only to impermissible exculpatory clauses under ERISA but under all applicable law.  In certain other recent 

individual prohibited transaction exemptions, the DOL had focused primarily on exculpatory ERISA and related Code 

provisions.  See e.g., Prohibited Transaction Exemption (“PTE”) 2017-03, JPMorgan Chase & Co., D-11906; PTE 2017-04, 

Deutsche Investment Management Americas Inc. (DIMA) and Certain Current and Future Asset Management Affiliates of 

Deutsche Bank AG, D-11908; PTE 2017-05, Citigroup Inc., D-11909; PTE 2017-06, Barclays Capital Inc., D-11910; PTE 2017-

07, UBS Assets Management (Americas) Inc.; UBS Realty Investors LLC; UBS Hedge Fund Solutions LLC; UBS O'Connor 

LLC; and Certain Future Affiliates in UBS's Asset Management and Wealth Management Americas Divisions, D-11907. 
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the requirement but did confirm that compliance with applicable securities law for purposes of best execution will 

result in compliance under the Final Exemption.28

H. Fiduciary Acknowledgment  

Financial Institutions would have to acknowledge in writing that the Financial Institution and its Investment 

Professionals are fiduciaries under ERISA and Section 4975 of the Code, as applicable, with respect to any fiduciary 

Investment Advice provided by the Financial Institution or Investment Professional to the Retirement Investor.  The 

DOL offered “model” language that may be used to acknowledge fiduciary status and model “supplementary” 

language that Financial Institutions can use to satisfy the acknowledgment-related condition.29

The DOL noted that such “disclosure is designed to ensure that the fiduciary nature of the relationship is clear to the 

Financial Institution and Investment Professional, as well as the Retirement Investor, at the time of the investment 

transaction” and the DOL “contemplates that the Financial Institution and Investment Professional will put down a 

marker as fiduciaries when they indeed are acting as such.”  Some expressed concern that, in combination with the 

highly indeterminate nature of the Five-Part Test, the condition may effectively “force” Financial Institutions into a 

legal position of acknowledging fiduciary status, and that firms may be forced to concede such status at a time when 

the actual nature of the relationship may still be evolving.    

The DOL flatly rejected these concerns, stating that, “in light of the broad scope of relief in the exemption . . . it is 

critical for Financial Institutions and Investment Professionals who choose to rely on the exemption to determine up-

front if they intend to act as fiduciaries, and structure their relationship with the Retirement Investor accordingly.”  The 

DOL went on to state: “This exemption is not designed as a backup method of compliance for Financial Institutions 

28  The Final Preamble states: “[C]ompliance by the Financial Institution and Investment Professional with the applicable statutory 

and regulatory provisions is sufficient to comply with the requirement.”  In addition, “[t]he Department exercises its interpretive 

authority here to take the position that Financial Institutions and Investment Professionals that comply with applicable securities 

laws and their successors will satisfy this condition of the exemption, because of this requirement's origination in securities law.  

As a result, the Department does not believe the condition will result in divergent or inconsistent interpretations of securities 

laws.” 

29  The model language is: 

When we provide investment advice to you regarding your retirement plan account or individual retirement account, we are 

fiduciaries within the meaning of Title I of the Employee Retirement Income Security Act and/or the Internal Revenue Code, as 

applicable, which are laws governing retirement accounts. The way we make money creates some conflicts with your interests, 

so we operate under a special rule that requires us to act in your best interest and not put our interest ahead of yours. 

The Preamble to the Final Regulation also highlights additional disclosures that a Financial Institution may wish to make to 

“more fully explain the exemption's terms.”  The model disclosure language that the Financial Institution would use is as 

follows: 

Under this special rule's provisions, we must: 

 Meet a professional standard of care when making investment recommendations (give prudent advice); 

 Never put our financial interests ahead of yours when making recommendations (give loyal advice); 

 Avoid misleading statements about conflicts of interest, fees, and investments 

 Follow policies and procedures designed to ensure that we give advice that is in your best interest 

 Charge no more than is reasonable for our services; and 

 Give you basic information about conflicts of interest. 
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that intend to deny the fiduciary nature of their investment advice despite their actions to the contrary.”30  Reinforcing 

the point, the DOL emphasized that “[a] Financial Institution and Investment Professional that seek to provide 

investment advice to a Retirement Investor and otherwise engage in a relationship that satisfies the five-part test 

should, at a minimum (if they wish to avail themselves of this particular exemption), make a conscious up-front 

determination of whether they are acting as fiduciaries; tell their Retirement Investor customers that they are 

rendering advice as fiduciaries; and, based on their conscious decision to act as fiduciaries, implement and follow the 

exemption’s conditions.”  The DOL reasoned that “Financial Institutions are unlikely to comply fully with the exemption 

if they are simply relying on the exemption as a fallback position in the event that a primary argument of non-fiduciary 

status fails.”31

I. Policies and Procedures 

The Proposed Release established “an overarching requirement” that Financial Institutions “establish, maintain and 

enforce written policies and procedures prudently designed to ensure that the Financial Institution and its Investment 

Professionals comply with the Impartial Conduct Standards.”  The DOL noted in the Proposed Preamble that 

compliance would require “ongoing vigilance as to the impact of conflicts in the provision of fiduciary advice to 

Retirement Investors.”  In some respects, the policies and procedures may seem to echo obligations of broker-

dealers under Reg BI.32

These policies and procedures generally “would be required to mitigate conflicts of interest to the extent that the 

policies and procedures, and the Financial Institution’s incentive practices, when viewed as a whole, are prudently 

designed to avoid misalignment of the interests of the Financial Institution and Investment Professionals and the 

interests of Retirement Investors.” In particular, the DOL noted that these policies and procedures “would be required 

to be prudently designed to protect Retirement Investors from recommendations to make excessive trades or to buy 

investment products, annuities or riders that are not in the Retirement Investor’s best interest or that allocate 

excessive amounts to illiquid or risky investments.”33

30  A similar formulation is also articulated: “Financial Institutions and Investment Professionals may not rely on the exemption 

merely as a back-up protection for engaging in possible prohibited transactions when their ultimate intention is to deny the 

fiduciary nature of their investment advice.” 

31  Some commenters had noted that long-standing prohibited transaction class exemptions, such as PTCE 84-24, permit relief for 

transactions engaged in by institutions that are fiduciaries even without any fiduciary acknowledgment.  The DOL responded 

“that it is the responsibility of the Department to craft exemptions to ensure that they are protective of and in the interests of 

plans and plan participants.” The DOL further noted that “financial services providers that are not fiduciaries have no need of 

this exemption.” 

32  The DOL’s use of the term “prudently” departs from the language of Reg BI’s Compliance and Conflict of Interest Obligations 

as well as FINRA’s Rule 3110, which sets forth the requirement that broker-dealers implement a supervisory system “that is 

reasonably designed to achieve compliance with applicable securities laws and regulations.”  The SEC expressly stated its 

view that the omission of an express prudence requirement does not affect Reg BI’s “care obligation” (which requires that the 

Financial Institution “have a reasonable basis to believe that a recommendation, or series of recommendations, does not place 

the financial or other interest of the broker-dealer or its associated persons ahead of the interest of the particular” investor).  

Rather, the SEC said that it avoided the use of the term “prudence” to “address commenter concerns that it might create legal 

confusion and uncertainty.”  84 Fed. Reg. 33,445 (July 12, 2019). 

33  One area that Financial Institutions and Investment Professionals will likely need to consider is how the best interest standard 

is intended to work with so-called “illiquid” or “risky” investments about which the DOL cautions, particularly where the 

Retirement Investor specifies that its investment objectives call for a significant allocation to such investments. 
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Regarding the standard on mitigation of conflicts, the Final Exemption’s language, which is different than that of the 

Proposed Exemption, would require that the Financial Institution “mitigate conflicts of interest to the extent that a 

reasonable person reviewing the policies and procedures and incentive practices as a whole would conclude that 

they do not create an incentive for a Financial Institution or Investment Professional to place their interests ahead of 

the interest of the Retirement Investor.”  The DOL stated that this principles-based change “provides a standard that 

more clearly communicates the intent that incentives must be mitigated and provides a standard of mitigation based 

on the view of a ‘reasonable person.’”  The DOL continued by stating: “The preamble to the proposed exemption 

communicated this type of ‘reasonable person’ standard in discussing the meaning of the proposal’s standard to 

avoid misalignment of interests.”  In responding to commenters who suggested that the Final Exemption proscribe 

certain practices believed to be conflict-laden, the DOL noted its belief that “the Financial Institution’s written policies 

and procedures would necessarily express the criteria for determining that the exemption’s standards will be met and 

describe the Financial Institution’s conflict mitigation methods.”34  The DOL noted that examples of “misalignment” are 

the making of excessive trades, buying investment products, annuities, or riders that are not in the investor’s best 

interest or that allocate excessive amounts to illiquid or risky investments.   

1. Transaction-Based Compensation; Insurance Compensation 

The Proposed Preamble indicated that a Financial Institution “would need to consider how to minimize the impact of 

these compensation incentives on fiduciary investment advice to Retirement Investors, so that the Financial 

Institution would be able to meet the exemption’s standard of conflict mitigation.”  The DOL makes it clear that 

Financial Institutions “would be encouraged to focus on both financial incentives to Investment Professionals and 

supervisory oversight of investment advice.”  The DOL eschewed rigidity, stating in the Final Preamble that it 

“believes that prescriptive conflict mitigation provisions would decrease the utility of the exemption, now and in the 

future.”  

Oversight of recommendations and proper structuring of Investment Professional compensation remains key.  

Supervisory oversight “is an important component of a Financial Institution’s policies and procedures” because 

transaction-based compensation makes it impossible to “fully mitigate compensation incentives.”  Accordingly, 

“Financial Institutions will always be required to oversee recommendations” especially given that interests may exist 

“that might incline a Financial Institution or Investment Professional—consciously or unconsciously—to make a 

recommendation that is not in the Best Interest of the Retirement Investor.35

The Final Preamble continues that a focus on Investment Professional compensation and on oversight of 

recommendations “would complement each other, and Financial Institutions would retain the flexibility, based on the 

characteristics of their businesses, to adjust the stringency of each component provided that the exemption’s overall 

standards would be satisfied. . . .  Financial Institutions that significantly mitigate commission-based compensation 

incentives would have less need to rigorously oversee Investment Professionals and investment recommendations.”  

The DOL cautioned, however, that “Financial Institutions that have significant variation in compensation across 

different investment products would need to implement more stringent supervisory oversight.” In a footnote in the 

Final Preamble, the DOL noted that in connection with rollovers, “[t]his is not to suggest that a Financial Institution 

34  In explaining the change, the DOL indicated that the standard retains the requirement that the policies and procedures and 

incentive practices “must be viewed as a whole so that Financial Institutions have flexibility in adopting practices that both 

mitigate compensation incentives and use supervisory oversight to prudently ensure that the standard is satisfied.”  

35  The DOL declined to define commission-based incentives as limited to ones where incentives are tied to the sale of specific 

financial or insurance products within a limited period of time.  
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that analyzes the conflicts associated with commission-based compensation incentives does not need to engage in a 

separate mitigation analysis with respect to the conflicts specifically associated with rollover recommendations as 

opposed to non-rollover recommendations.”  It continued by saying “[n]or does it suggest that every financial 

incentive can be effectively mitigated through oversight, no matter how severe the conflict of interest. As reflected in 

the SEC’s ban on time-limited sales contests, some incentive structures are too prone to abuse to permit as part of 

firm policies and procedures.” 

Helpfully, the DOL also noted that Financial Institutions “could implement conflict mitigation strategies identified by 

the Financial Institutions’ other regulators.”  For a non-exhaustive list, the DOL singles out the SEC’s guidelines 

utilized in Reg BI:  

 avoiding compensation thresholds that disproportionately increase compensation through incremental 

increases in sales;  

 minimizing compensation incentives for employees to favor one type of account over another; or to favor 

one type of product over another, proprietary or preferred provider products, or comparable products sold on 

a principal basis, for example, by establishing differential compensation based on neutral factors;  

 eliminating compensation incentives within comparable product lines by, for example, capping the credit that 

an associated person may receive across mutual funds or other comparable products across providers;  

 implementing supervisory procedures to monitor recommendations that are: near compensation thresholds; 

near thresholds for firm recognition; involve higher compensating products, proprietary products or 

transactions in a principal capacity; or, involve the rollover or transfer of assets from one type of account to 

another (such as recommendations to roll over or transfer assets in an ERISA account to an IRA) or from 

one product class to another;  

 adjusting compensation for associated persons who fail to adequately manage conflicts of interest; and  

 limiting the types of retail customer to whom a product, transaction or strategy may be recommended. 

The Final Preamble also states that “the final exemption would not permit Financial Institutions to pay Investment 

Professionals significantly more to recommend one investment product over another, without putting in place 

stringent oversight mechanisms to ensure that the compensation structure does not incentivize recommendations 

that do not adhere to the exemption’s standards.”  The DOL has also taken note of commercial practices that have 

evolved in the wake of Reg BI, stating that “regulators in the securities and insurance industry have adopted 

provisions requiring policies and procedures to eliminate sales contests and similar incentives such as sales quotas, 

bonuses, and non-cash compensation that are based on sales of certain investments within a limited period of time.” 

Without dictating any specific protocol, the DOL nonetheless indicated that a Financial Institution “would be required 

to carefully consider all performance and personnel actions and practices that could encourage violation of the 

Impartial Conduct Standards.” 

Compensation at the Investment Professional level is not the only focus here.  The Final Preamble notes that 

“Financial Institutions also must review and mitigate incentives at the Financial Institution level. Firms should 

establish or enhance the review process for investment products that may be recommended to Retirement 
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Investors.”36  It adds that this process “should include procedures for identifying and mitigating conflicts of interest 

associated with the product or declining to recommend a product if the Financial Institution cannot effectively mitigate 

associated conflicts of interest.” There is also a focus on “interests in proprietary products and limited menus of 

investment options that generate third party payments.”  According to the DOL, the purpose of this approach is to 

ensure “that Financial Institutions will take a broad-based approach to addressing their conflicts of interest, which will 

provide a strong threshold foundation for the formulation of best interest investment recommendations.”37

There is also some special color for insurance companies.  The DOL indicated that a Financial Institution that was an 

insurance company would only be responsible for recommendations concerning the sales of its own products and not 

those of unrelated insurers.  The Final Preamble also states: “To comply with the exemption, the insurer could adopt 

and implement supervisory and review mechanisms and avoid improper incentives that preferentially [independent 

insurance agents] to push the products, riders, and annuity features that might incentivize Investment Professionals 

to provide investment advice to Retirement Investors that does not meet the Impartial Conduct Standards.” And the 

DOL in the Final Preamble said its approach was intended to align with standards of the National Association of 

Insurance Commissioners (the “NAIC”) by suggesting that insurance companies can promote oversight [of 

independent agents] and noted in the Proposed Preamble it could do so by “contracting with [an IMO] to implement 

policies and procedures designed to ensure that all of the agents associated with the intermediary adhere to the 

conditions of this exemption” and by “monitoring market prices and benchmarks for their products and services, and 

remaining attentive to any financial inducements they offer to independent agents that could result in a misalignment 

of the interests of the agent and his or her Retirement Investor customer.”  It is not immediately clear how easy it 

would be for the insurance industry to implement the steps suggested by the DOL, as many comments suggested the 

burdens for oversight and compliance would be demonstrable throughout insurance independent agent distribution 

channels.38

36  The Proposed Preamble had indicated that “Financial Institutions also should consider minimizing incentives at the Financial 

Institution level.”   

37  The DOL demurred with respect to commenters’ request to seek clarity on the application of the prudence standards of the 

Final Exemption to mitigate conflicts as compared to those under securities laws.  The DOL stated “it does not have interpretive 

authority over the federal securities laws, and declines to provide interpretations as to how these standards may differ.”   

38  The Final Preamble also indicates that an insurance company may want to negotiate terms with the agent where “the 

intermediary . . . eliminate[s] compensation incentives across all the insurance companies that work with the intermediary.”  

The intermediary may therefore actually “[assist] each of the insurance companies with their independent obligations under the 

exemption.”   
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The Final Preamble offers three examples of potentially problematic arrangements that would require oversight and 

mitigation.  One relates primarily to the conflicts involved in providing rollover advice,39 another relates to potential 

transaction-based compensation arrangements40 and a third concerns insurance company business practices.41

2. Proprietary Products and Limited Investment Menus of Products 

The Final Preamble notes that Financial Institutions can “provide investment advice on proprietary products or on a 

limited menu, including limitations to proprietary products and products that generate third party payments” but again 

calls out the fact that “limited menus, particularly if they focus on proprietary products and products that generate third 

party payments, can result in heightened conflicts of interest.”  It is helpful that the DOL indicates that many of these 

conflicts can be resolved through a disclosure based approach, where the Financial Institution gives “complete and 

accurate disclosure of their material conflicts of interest in connection with such products or limitations and adopt 

policies and procedures that are prudently designed to prevent any conflicts of interest from causing a misalignment 

of the interests of the Financial Institution and Investment Professional with the interests of the Retirement Investor.”  

The Final Preamble even notes: “Product limitations can serve a beneficial purpose by allowing broker-dealers and 

associated persons to develop increased familiarity with the products they recommend.”   

The Proposed Preamble noted that policies would be satisfied where the Financial Institution decides to recommend 

third party products when it “prudently determines that its proprietary products or limited menu do not offer Retirement 

Investors an investment option in their best interest when compared with other investment alternatives available in 

the marketplace.”  In addition, the Final Preamble notes that the focus is on a “reasonable conclusion” about “whether 

39  “A Financial Institution anticipates that prohibited conflicts of interest related to compensation in its business model will only 

arise in connection with advice to roll over Plan or IRA assets, because after the rollover, the Financial Institution and 

Investment Professional will provide ongoing investment advice and be compensated on a level-fee basis. The Financial 

Institutions decides to seek prohibited transaction relief in connection with rollover conflicts by relying upon the exemption. The 

Financial Institution's policies and procedures would focus on rollover recommendations. Additionally, the policies and 

procedures should appropriately address how to document rollover recommendations, consistent with the requirement in 

Section II(c)(3) to document the reason for a rollover recommendation and why such recommendation is in the best interest of 

the Retirement Investor.” (Internal citations omitted). 

40  “A Financial Institution intends to receive transaction-based compensation, and generate compensation for the Financial 

Institution and its Investment Professionals based on transactions that occur in a Retirement Investor's accounts, such as 

through commissions. The Financial Institution's policies and procedures would address the incentives created by these 

compensation arrangements.” 

41  “Insurance company Financial Institutions can comply with the new exemption by supervising independent insurance agents, 

or by creating oversight and compliance systems through contracts with insurance intermediaries. The Financial Institution 

and/or intermediary would address incentives created with respect to independent agents' recommendations of the Financial 

Institution's insurance or annuity products.” 
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the menu of investment options would permit Investment Professionals to provide fiduciary investment advice to 

Retirement Investors in accordance with the Impartial Conduct Standards.”42

The DOL in the Final Preamble addressed concerns of commenters who worried that this standard would have the 

effect of requiring Financial Institutions to compare their product offerings to all available investment alternatives, and 

that doing so might be inconsistent with Reg BI.  In its response, the DOL noted that the Final Exemption: 

does not require Financial Institutions to compare proprietary products with all other investment 

alternatives available in the marketplace. There is no obligation to perform an evaluation of every 

possible alternative, including those the Financial Institution or Investment Professional are not 

licensed to recommend, and the exemption does not contemplate that there is a single investment 

that is in a Retirement Investor’s best interest.  The exemption merely provides that Financial 

Institutions and Investment Professionals cannot use a limited menu to justify making a 

recommendation that does not meet the Impartial Conduct Standards.43

J. Description of Services and Conflicts of Interest 

1. Overview 

Under the Final Exemption, a Financial Institution must provide a written description of the services to be provided 

and material conflicts of interest arising out of the services and any recommended investment transaction.  The 

description must be accurate in all material respects.  For these purposes, a conflict of interest is “an interest that 

might incline a Financial Institution or Investment Professional – consciously or unconsciously – to make a 

recommendation that is not in the ‘Best Interest’ of the Retirement Investor.”   

The DOL stated that disclosures “should be in plain English, taking into consideration Retirement Investors’ level of 

financial experience,” clarified that it need not be in any one place and confirmed that other regulatory disclosures 

may possibly suffice.  Importantly, the DOL also notes that the disclosures are not intended to “create a private right 

of action as between a Financial Institution or Investment Professional” and that the DOL “does not believe the 

exemption would do so.”44  The Proposed Preamble indicated that Proposed Exemption did “not require specific 

42  This approach seems more flexible than that of the BIC Exemption (particularly that of the BIC Exemption’s “without regard to” 

provision) so long as the Financial Institution and Investment Professional do not in fact place the financial or other interest of 

the Investment Professional, Financial Institution or any affiliate, related entity or other party ahead of the interests of the 

Retirement Investor, or subordinate the Retirement Investor’s interests to their own.  Certain institutions may have been 

concerned about maintaining offerings that included both affiliated and third-party products, except under very narrow 

circumstances.  Financial Institutions considering an “open architecture” or “complementary” Investment Advice business 

model may still need carefully to consider the challenges that may be inherent at the institutional level in offering affiliated and 

third party products and services as well as at the Investment Professional level - although, as indicated in text, the Impartial 

Conduct Standards might be more flexible than the corresponding standards of the BIC Exemption.  

43  Insurance industry participants expressed concern that Investment Professionals that are insurance-only agents might then be 

required to compare annuities against securities, which they are not be licensed to sell (which would potentially cause 

compliance issues under state securities laws).

44  The Proposed Preamble notes that the Chamber of Commerce case concluded that “the [DOL] did not have the authority to 

include certain contractual requirements in the new exemptions granted as part of the 2016 fiduciary rulemaking.  The [DOL] is 

mindful of this holding and has not included any contract requirement [in the Proposed Exemption].”   
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disclosures to be tailored for each Retirement Investor or each transaction as long as a compliant disclosure is 

provided before engaging in the particular transaction for which the exemption is sought.”  

A number of commenters raised concerns about the timing of disclosure and suggested that the requirements be 

better aligned with those of Reg BI.45  The DOL decided to leave the language otherwise unchanged from the 

Proposed Regulation.  

2. Section 408(b)(2) Disclosure 

The DOL confirmed that the information required by the Final Exemption may be included with or accompanied by the 

disclosure provided to responsible Plan fiduciaries under Section 408(b)(2) of ERISA, and that such disclosures may 

satisfy, in whole or in part, the disclosure obligations under the Final Exemption where the fiduciary of the Plan is the 

Retirement Investor receiving advice.  However, in the context of participant-directed Plans “if advice is provided to 

individual Plan participants, disclosure to the Plan fiduciary will not satisfy the disclosure obligation under the 

exemption.”   In such cases, the Retirement Investor is the individual participant receiving the investment advice. 

The DOL specifically reminded firms that “the requirements under this exemption are not merely a ‘check-the-box’ 

activity.  Rather, it is imperative that Financial Institutions engage in a careful analysis to identify their material 

conflicts so that they and their Investment Professionals are able to provide accurate disclosures and make 

recommendations that satisfy the best interest standard.”  It further cautioned that, “although disclosures are required 

under the statutory exemption in ERISA section 408(b)(2) and the accompanying regulation at 29 CFR 2550.408b-2, 

the 408(b)(2) disclosures do not require an accompanying focus on conflict mitigation.”46

3. Conflicts:  Misalignment and Mitigation 

The DOL stressed in the Final Preamble that “conflict mitigation is not the sole purpose of disclosure . . ..  [It] also 

promotes consumer choice and permits Retirement Investors to enter into a professional relationship and make 

investments with a clear understanding of the nature of that relationship and of the investments’ salient features.”  

These, the DOL advises “are important values, independent of their impact in mitigating conflicts.”  The DOL also 

clarified that the “materiality” standard to be used is the one articulated in the securities rules for purposes of Reg 

BI.47  Section VI identifies particular areas for consideration associated with policies and procedures intended to 

eliminate or mitigate conflicts. 

45  Reg BI permits disclosure “prior to or at the time of the recommendation” giving rise to the Investment Advice.  [Emphasis 

added]. 

46  See also Steven W. Rabitz, Marissa J. Holob and Danielle S. Motelow, On Being Reasonable: DOL’s Interim Final Fee 

Disclosure Rules, 37 Pensions & Benefits Reporter 1758 (Oct. 10, 2010) (including a detailed compliance chart); Andrew L. 

Oringer and Steven W. Rabitz, Is That Your (Interim) Final Answer? New Disclosure Rules Under ERISA To Impact Many 

Hedge Funds, Hedge Fund Law Report (Aug. 20, 2010). 

47  Specifically, the DOL confirmed that the standard for materiality in connection with this obligation is “consistent with” the one 

the Supreme Court articulated in Basic, Inc. v. Levinson, 485 U.S. 224 (1988), and “in the context of this exemption, the 

standard of materiality is centered on those facts that a reasonable Retirement Investor, as defined in the exemption, would 

consider important.”    
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K. Annual Retrospective Review 

1. In General 

The Final Exemption offers a review-and-certification condition that was not present in the BIC Exemption or the 

PrTE.  The DOL believes that “Financial Institutions must also monitor Investment Professionals’ conduct to detect 

advice that does not adhere to the Impartial Conduct Standards or the Financial Institution’s policies and procedures.”  

The Final Exemption thus would require an annual review “reasonably designed to assist the Financial Institution in 

detecting and preventing violations of, and achieving compliance with, the Impartial Conduct Standards and the 

policies and procedures governing compliance with the exemption.”  The annual review contemplated would be 

required to be completed no later than six months following the end of the period covered by the review.   

In the Final Preamble, the DOL stated that “the exemption does not specify that a compliance officer must be 

appointed.”  Nevertheless, the DOL “envisions that Financial Institutions will, as a practical matter, assign a 

compliance role to an appropriate officer.”  The DOL stated that in that case it “envisions that the review would 

involve testing a sample of transactions to determine compliance” and that the “methodology and results of the 

retrospective review” would be “reduced” to a report.  For large Financial Institutions that conduct large numbers of 

transactions each year, the DOL stated that “sampling may not be the sole means of testing compliance, but it is an 

important and necessary component of any prudent review process, and should be performed in a manner designed 

to identify potential violations, problems, and deficiencies that need to be addressed.” 

A number of commenters expressed reservations about what they regarded as an overly “prescriptive” requirement.  

The DOL responded by stating that “Financial Institutions will be free to design the review process in the context of 

their own business models and the particular conflicts of interest they face.”  In declining a request to provide an 

express safe harbor for FINRA compliance, the DOL stated “that rule is aimed at reviewing compliance with FINRA 

rules, not the Financial Institution’s separate compliance with the terms of this exemption.” 

The DOL expressed concern that “[s]ome Financial Institutions may take the position that adoption of policies and 

procedures is sufficient, without paying attention to whether the policies and procedures are prudently designed and 

whether Investment Professionals are complying with the policies and procedures and the Impartial Conduct 

Standards.”  The DOL believes the requirement: 

properly focuses the Financial Institution’s assessment of the ongoing effectiveness of the policies and procedures, 

the periodic testing of those policies and procedures, and the need to make modifications to the extent they are not 

working.  A strong process to review the effectiveness of the Financial Institution’s policies and procedures and to 

make course corrections as necessary is critical to the protection of Retirement Investors affected by the exemption. 

2. Certification 

Under the Proposed Exemption, the above-referenced compliance report would be delivered to the institution’s chief 

executive officer (the “CEO”) or equivalent officer, who would then be required to certify annually that:  

 the CEO had reviewed the report of the retrospective review; 

 the Financial Institution has in place policies and procedures prudently designed to achieve compliance with 

the conditions of this exemption; and 
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 the Financial Institution has in place a prudent process to modify such policies and procedures as business, 

regulatory and legislative changes and events dictate, and to test the effectiveness of such policies and 

procedures on a periodic basis, the timing and extent of which is reasonably designed to ensure continuing 

compliance with the conditions of this exemption.48

When proposed, many Financial Institutions objected to the requirements associated with the retroactive report.  In 

addition, it was not immediately clear what the precise effect would have been under the terms of the Proposed 

Exemption if the annual review identified deficiencies.   

The Final Exemption retains this requirement but permits a Financial Institution’s senior executive officers to certify 

the report.  The permitted officers include any of the following: the chief compliance officer, the CEO, the president, 

the chief financial officer or one of the three most senior officers of the Financial Institution.   

L. Consequences of Adverse Findings 

In the Final Preamble, the DOL stated a “Financial Institution remains liable for a prohibited transaction associated 

with the transaction for which there was a failure” that was disclosed in the report.  This approach is in contrast to the 

approach that the DOL has sometimes used in the past.49

M. Error Correction 

The Release adds a new Section II(e) to the Final Exemption under which Financial Institutions will be able to correct 

certain violations of the Final Exemption.  Under new Section II(e), the DOL will not consider a non-exempt prohibited 

transaction to have occurred due to a violation of the Final Exemption’s conditions, provided that:  

 the violation did not result in investment losses to the Retirement Investor or the Financial Institution made 

the Retirement Investor whole for any resulting losses;  

 the Financial Institution corrects the violation and notifies the DOL within 30 days of correction;  

 the correction occurs no later than 90 days after the Financial Institution learned of the violation or 

reasonably should have learned of the violation; and  

48  As the DOL acknowledged in the Proposed Exemption Preamble, FINRA already has certification and compliance protocols 

under its Rule 3130, which requires a broker-dealer’s CEO (or equivalent) to certify annually, among other things, that the firm 

has in place processes to establish, maintain, review, test and modify written compliance policies and written supervisory 

procedures reasonably designed to achieve compliance with applicable FINRA rules, MSRB rules and federal securities laws 

and regulation.  The DOL believed at the time of the Proposed Exemption, however, that the additional requirement would 

allow institutions to “find more effective ways to ensure that Investment Professionals are providing investment advice in 

accordance with the Impartial Conduct Standards, and to correct any deficiencies in existing policies and procedures.”   

49  In at least one prominently used class exemption, evidence of a deficiency in the report does not itself vitiate the application of 

the exemption.  Cf. Part V of PTCE 84-14 which calls for an annual review of certain provisions of the exemption by an 

“auditor” where the investment manager (or “QPAM”) relying on the exemption manages assets of a Plan that is sponsored or 

maintained by the manager or certain affiliates.  The DOL in that exemption noted that “an adverse finding in the auditor’s 

report would not, in itself, render the exemption unavailable for any transaction engaged in by the QPAM on behalf of the Plan.  

The Department cautions that the failure of the QPAM to take appropriate steps to address any adverse findings in an 

unsatisfactory audit would raise issues under ERISA’s fiduciary responsibility provisions.” 
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 the Financial Institution notifies the persons responsible for conducting the retrospective review during the 

applicable review cycle, and the violation and correction is specifically set forth in the written report of the 

retrospective review. 

This provision is in some ways reminiscent of Section 408(b)(20) of ERISA and Section 4975(d)(3) of the Code, 

which provide an exemption from the prohibited transaction rules of Section 4975 of the Code arising out of certain 

violations of the related-party prohibited transaction rules of Section 406(a) of ERISA (and, as applicable, the 

analogous provisions of the Code) if the violation is corrected by the end of the 14-day period beginning on the date 

on which the underlying transaction was discovered or reasonably should have been discovered.  Here, however, the 

90-day correction period is much longer than the statutory 14-day period, and, in contrast to the 14-day exemption, 

the Final Exemption requires, as a condition to its use, a formal notice of correction within 30 days of the correction, 

and the violation and correction must be set forth in the compliance report.50

The Final Preamble states that the Final Exemption’s correction provision is predicated on the belief that it “will 

provide Financial Institutions with an additional incentive to take the retrospective review process seriously, timely 

identify and correct violations, and use the process to correct deficiencies in their policies and procedures, so as to 

avoid potential future penalties and lawsuits.”  The DOL specifically cautioned that “[a]lthough many commenters 

cited minor or technical violations [for which they requested, when acting in good faith, to avoid loss of the exemption 

for violations of the conditions], the Department does not view violations of any condition of the exemption as 

necessarily minor or technical.”   

N. Disqualification 

Like the Proposed Exemption, the Final Exemption contains a disqualification provision in which “the grounds for 

ineligibility would involve certain criminal convictions or certain egregious conduct with respect to compliance with the 

exemption.”  The grounds include any disqualification event under Section 411 of ERISA “arising out of such person’s 

provision of investment advice to Retirement Investors.”  The disqualification by reason of a conviction under Section 

411 of ERISA would vitiate the application of the Final Exemption to non-ERISA IRAs, which, while subject to the 

prohibited transactions of the Code, are not subject to ERISA.51  The DOL noted in the Final Preamble that it “intends 

that the phrase ‘arising out of the provision of advice to Retirement Investors’ be interpreted broadly to include, for 

example, a Financial Institution or Investment Professional embezzling money from the account of a Retirement 

Investor to whom they provide or provided investment advice.”   

The conviction of an individual of a crime that is convicted under Section 411 is an immediate disqualification event.52

However, a Financial Institution may “petition” within 10 days of a criminal conviction giving rise to the unavailability of 

the Final Exemption.  The DOL would seek to determine whether or not “continued reliance on the exemption would 

not be contrary to the purposes of the exemption.”  Because of the 10-day requirement, the DOL noted that “it does 

not expect the Financial Institution to set forth its entire position or argument in its initial petition.”  But it does allow 

50  The 30-day notice requirement apparently stems from the DOL’s separate “investment advice” exemption under Section 408(g) 

of ERISA.  See 29 CFR 2550.408g-1. 

51  Rejecting arguments that the Chamber of Commerce decision precluded such a reach, the DOL stated that “[d]espite the 

availability of action under ERISA section 411, it is appropriate to condition further reliance on the broad relief in the exemption 

more directly on the lack of such convictions, without the Department having to take further action.” 

52  Most Financial Institutions already have existing protocols pursuant to which convictions similar to (and broader than those 

described in) Section 411 constitute grounds for termination of employment. 
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the “opportunity to be heard in person,” which will be “limited to one in-person conference unless the Department 

determines in its sole discretion to allow additional conferences.”53  A Financial Institution may be presented with 

such an “opportunity,” but “an Investment Professional will automatically become ineligible after a criminal conviction 

described in ERISA Section 411 arising out of provision of advice to Retirement Investors.”  The Final Exemption 

provides that its determination as to whether to grant the petition will be based solely on its discretion, although it 

describes the factors it expects to consider.  

The disqualification triggers would apply not only if the Financial Institution was itself responsible for the purported 

violations, but also if any of their “control group” affiliates under Section 414(b) and (c) of the Code (the Proposed 

Exemption had referenced an 80% ownership chain) was guilty.  The criminal-disqualification event would only apply 

with respect to a criminal conviction arising out of an entity’s provision of investment advice to Retirement Investors.  

The disqualification would last for 10 years.  

The Final Exemption is also be unavailable where the institution receives a “written ineligibility notice from the 

Director of the Office of Exemption Determinations that it (i) engaged in a systematic pattern or practice of violating 

the conditions of the exemption; (ii) intentionally violated the conditions of this exemption; or (iii) provided materially 

misleading information to the DOL in connection with the Investment Professional’s or Financial Institution’s conduct 

under the exemption.”  Prior to issuing a written ineligibility notice, the DOL will issue a written warning to the 

Investment Professional or Financial Institution, as applicable, identifying specific conduct implicating the notice, and 

providing a six-month opportunity to cure.  At the end of the six-month period, if the DOL determines that the conduct 

persists, it will provide the Investment Professional or Financial Institution with the opportunity to be heard, in person 

or in writing or both, before the DOL issues the written ineligibility notice under protocols similar to those described 

with respect to crimes described in Section 411 of ERISA.  The Final Exemption is still available for a “one-year 

winding down period” for Financial Institutions in the case of a conviction but would apparently be lost immediately 

upon notice from the DOL concerning other “ineligibility.”   

Commentators expressed concern under these disqualification provisions that, with the stakes so high, the standards 

are vague, and also noted that the determination as to whether the petition will be ultimately granted under either the 

Section 411 of ERISA or these additional disqualification conditions is based solely on the DOL’s discretion.  The 

DOL responded that the Final Exemption: 

clearly states that an entity will be provided with a statement of the specific conduct at issue and will be provided with 

a six-month period to cure the conduct.  Commenters expressed concern that the Department did not provide a 

specific number of violations a Financial Entity may commit before such violations become egregious (and, therefore, 

disqualifying).  The Department has crafted a principles-based exemption and does not consider it appropriate to set 

forth all of the possible ways in which an entity may engage in egregious conduct.  The Department continues to 

believe that providing entities with specific notice and an opportunity to cure better balances the issues at stake. 

53  In determining whether to grant the petition, the DOL said it will consider “the gravity of the offense, the relationship between 

the conduct underlying the conviction and the Financial Institution's system and practices in its retirement investment business 

as a whole; the degree to which the underlying conduct concerned individual misconduct, corporate managers, and/or policy; 

how recently the underlying conduct occurred and any related lawsuit; remedial measures taken by the Financial Institution 

upon learning of the underlying conduct; and such other factors as the Department determines in its discretion are reasonable 

in light of the nature and purposes of the exemption.”  The DOL said it would consider “whether any extenuating circumstances 

indicate” the grant of a petition.  
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Commenters noted that other PTCEs that deal with conflicts of interest do not have disqualification provisions of the 

type mandated by the Final Exemption.54  In response, the DOL stated that it did not think it was “problematic” and 

that “[i]t is the responsibility of the Department to craft exemptions to ensure they are protective of and in the interests 

of plans and plan participants.”  In addition, the DOL noted that it “intends to use its investigative, enforcement, and 

referral authority to enforce compliance with the exemption, and it will impose ineligibility on Financial Institutions or 

Investment Professionals that demonstrate the type of compliance issues described in the exemption.” 

II. DOL Commentary on the Five-Part Test 

A. Background 

Under the 1975 Rule, for advice to constitute Investment Advice, the advice must be given by one who is not 

otherwise an ERISA fiduciary in a situation in which the investment professional or institution: 

 renders advice as to the value of securities or other property, or make recommendations as to the 

advisability of investing in, purchasing, or selling securities or other property; 

 on a regular basis; 

 pursuant to a mutual agreement, arrangement, or understanding with the Plan, Plan fiduciary or IRA owner; 

– that the advice will serve as a primary basis for investment decisions with respect to Plan assets; and  

– that the advice will be individualized based on the particular needs of the Plan.   

An entity or other person that renders advice that meets the Five-Part Test to a Plan and receives a fee or other 

compensation (direct or indirect), is a Plan fiduciary.  

While the Release makes no changes to the text of the 1975 Rule, the DOL provides important color on the DOL’s 

current thinking about key elements of the Five-Part Test.  Referring to the revocation of the Deseret Letter (which 

had suggested that advice to take a distribution and roll assets out of a plan to an IRA does not generally constitute 

investment advice) to address the “potential conflicts of interest related to rollovers from Title I Plans to IRAs,” the 

Final Preamble notes that “Title I and the Code prohibit an investment advice fiduciary from receiving fees resulting 

from investment advice to Title I Plan participants to roll over assets from the plan to an IRA.”  The DOL specifically 

stated its belief that a rollover “can represent a lifetime of savings, and often comprise[s] the largest sum of money a 

worker has at retirement.”  This appears to be a major driver for the interpretation.   

54  See, e.g., PTCE 77-4 (investments in open-end registered mutual funds); Prohibited Transaction 84-24 (transactions involving 

insurance agents, brokers, pension consultants, insurance and investment companies, and investment company principal 

underwriters); PTCE 86-128 (agency transactions in securities with a broker-dealer affiliated with a fiduciary asset manager).  

In connection with relief from the prohibited transaction rules of Section 406(a) of ERISA, Part I(g) of PTCE 84-14 does set 

forth additional anti-criminal requirements applicable to QPAMs. 
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The DOL’s interpretations of the Five-Part Test in the Final Preamble, while expansive in scope, are arguably not as 

expansive as the changes that had been made by the 2016 Rule before it was vacated.55  Indeed, the DOL rejected 

those commenters who suggested that the Proposed Exemption “effectively reinstate[d] the 2016 fiduciary rule.”  In 

the Proposed Preamble, however, because the language of the 1975 Rule was not there proposed to be changed, 

the DOL did not include any express “hire me” comfort – although as discussed below the Final Preamble does 

address this in response to commentators’ concerns.  A number of other features that were incorporated into the 

2016 Rule, such as the “sellers’ exception” and “institutional investor” exception, also do not reemerge in the 

Release, because the Release, unlike the 2016 Rule, does not seek to alter the language of the 1975 Rule.  Indeed, 

the DOL itself expressly noted in the Final Preamble that the Proposed Preamble “did not amend the 1975 regulation 

as the 2016 fiduciary rule sought to undertake.” 

The Final Preamble highlights its discussion of each of the prongs of the Five-Part Test as a “Facts and 

Circumstances Analysis.”  It also indicates that this is the DOL’s “Final Interpretation” with respect to the aspects of 

the Five-Part Test it seeks to cover.  The Release also calls attention to commenters who referred to Executive Order 

13891, which cautions agencies from inappropriately effecting rulemaking outside of the rulemaking process of the 

Administrative Procedure Act.56  The DOL responded that, “assuming the preamble interpretation is [even] guidance 

regulated by the Executive Orders, the proposed preamble statement provided notice of the interpretation and 

solicited public comments on it.”  In this response, the Release refers back to the Proposed Preamble’s requests for 

comment “on all aspects of this part of its [Proposed Exemption and accompanying Release] proposal.”57

55  For example, the reach of the 2016 Rule was so potentially broad that the DOL believed it appropriate to state expressly that 

the 2016 Rule did not generally convert ordinary-course attempts to be hired as a service provider (i.e., so-called “hire me” 

communications) into fiduciary conduct.  See 81 Fed. Reg. 20,968 (Apr. 8, 2016).   

56  Exec. Order 13891 (Oct. 9, 2019).  The Release also refers to commentators who raised concerns with respect to Executive 

Order 13892, which states:  

[A]gencies have sometimes used [the authority to issue guidance other than in the form of a regulation (or similar guidance)] 

inappropriately in attempts to regulate the public without following the rulemaking procedures of the [Administrative Procedure 

Act].  Even when accompanied by a disclaimer that it is non-binding, a guidance document issued by an agency may carry the 

implicit threat of enforcement action if the regulated public does not comply. . ..  Agencies may impose legally binding 

requirements on the public only through regulations and on parties on a case-by-case basis through adjudications, and only 

after appropriate process, except as authorized by law or as incorporated into a contract. 

57  It is well-settled that an agency’s statement in the preamble of a rule is not law nor does it overcome regulatory text to the 

contrary.  See Wy. Outdoor Council v. U.S. Forest Srvc., 165 F.3rd 43, 53 (D.C. Cir. 1999) (“[L]anguage in the preamble of a 

regulation is not controlling over the language in the regulation itself.”).  Such statements, however, may be given substantial 

deference, unless “clearly erroneous.”  “A court need not find that the agency's construction is the only possible one, or even 

the one that the court would have adopted in the first instance.  Belco Petroleum Corp. v. FERC, 589 F.2d 680, 685 (D.C. Cir. 

1978); Cold Springs Granite Co. v. Federal Mine Safety and Health Review Comm'n, 98 F.3d 1376, 1378 (D.C. Cir. 1996) 

("The Secretary's plausible and sensible reading of his own regulation would prevail even if the company had presented an 

equally plausible alternative construction, which it has not.").  So long as an agency's interpretation of ambiguous regulatory 

language is reasonable, it should be given effect.  See Martin v. Occupational Safety Health Review Comm'n, 499 U.S. 144, 

150 (1991).  Thus, "in a competition between possible meanings of a regulation, the agency's choice receives substantial 

deference."  Rollins Envtl. Servs. (NJ) Inc. v. EPA, 937 F.2d 649, 652 (D.C. Cir. 1991).”  Furthermore, one court stated that a 

preamble may serve as “evidence of an agency's contemporaneous understanding of its proposed rules” and “it may serve as 

a source of evidence concerning contemporaneous agency intent.”  Wy. Outdoor Council v. U.S. Forest Srvc., 165 F.3rd 43, 53 

(D.C. Cir. 1999) (citing Association of Am. Railroads v. Costle, 562 F.2d 1310, 1316 (D.C. Cir. 1977)).[Emphasis added]. 
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B. A Regular Basis 

The DOL in the Proposed Preamble presented new thinking regarding the way in which the regular-basis prong of the 

Five-Part Test should be viewed.  The DOL’s thinking, which was given further expression in the Final Preamble, was 

largely outlined in the context of the DOL’s discussion of rollover advice.  However, the potential implications may be 

broader than just in the context of rollovers, and the effect of the interpretations offered by the DOL could be 

extremely wide-ranging and significant. 

C. Mutual Understanding 

1. In General 

The DOL in the Proposed Preamble noted that the “determination of whether there is a mutual agreement, 

arrangement, or understanding that the investment advice will serve as a primary basis for investment decisions is 

appropriately based on the reasonable understanding of each of the parties, if no mutual agreement or arrangement 

is demonstrated.” [Emphasis in original].  The Preamble to the Final Regulation similarly states: “[F]iduciary status is 

determined by the facts as they exist at the time of the recommendation, including whether the parties, at that time, 

mutually intend an ongoing advisory relationship.”  Later in the Final Preamble, the DOL uses the Fifth Circuit case to 

suggest that a “confidential and intimate” relationship indeed helps to establish the requisite mutual understanding.58

Interestingly, the Preamble to the Final Regulation also states: 

The Department believes that Financial Institutions and Investment Professionals who meet the five-part test 

and are investment advice fiduciaries relying on this exemption should clearly disclose their fiduciary status 

to their Retirement Investor customers.  By making this disclosure, they provide important clarity to the 

Retirement Investor and put themselves in the best possible position to meet their fiduciary obligations and 

comply with the exemption. By setting clear expectations and acting accordingly, the mutual understanding 

prong of the five-part test should seldom be an issue for parties relying on the exemption.”  [Emphasis 

added]. 

Later in in the Final Preamble, the DOL noted that it believes that its interpretation “will not deprive parties of the 

ability to define the nature of their relationship” so long as there is consistency between words and actions.  The Final 

Preamble also clarifies that, “if a Financial Institution or Investment Professional does not want to assume a fiduciary 

relationship or create misimpressions about the nature of its undertaking, it can clearly disclose that fact to its 

customers up-front, clearly disclaim any fiduciary relationship, and avoid holding itself out to its Retirement Investor 

customer as acting in a position of trust and confidence.” Thus, “if no mutual agreement or arrangement [such as 

written statements and other corroborative behavior] is demonstrated” the reasonable understanding of the parties 

will be determinative. 

58  “Of particular importance, in the Department's view, is the court's approving discussion that the SEC has “repeatedly held” that 

‘[t]he very function of furnishing [investment advice for compensation]—learning the personal and intimate details of the 

financial affairs of clients and making recommendations as to purchases and sales of securities—cultivates a confidential and 

intimate relationship.’”  The DOL’s interpretation comes well after 45 years following its initial pronouncement.  During that time 

there has been no meaningful gloss, color or interpretation from the DOL with respect to the Five-Part Test.   
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2. Evidentiary Impact of Written Documentation 

The DOL stated in the Proposed Preamble that “written statements disclaiming a mutual understanding or forbidding 

reliance on the advice as a primary basis for investment decisions are not determinative, although such statements 

are appropriately considered in determining whether a mutual understanding exists.”  The Final Preamble repeats this 

concept, and further states: 

A financial services provider should not, for example, expect to avoid fiduciary status through a boilerplate 

disclaimer buried in the fine print, while in all other communications holding itself out as rendering best 

interest advice that can be relied upon by the customer in making investment decisions.  While financial 

services professionals may contractually disclaim engaging in activities that trigger elements of the five-part 

test, such as rendering advice that can be relied upon as a primary basis for the Retirement Investor’s 

investment decisions, they must do so clearly and act accordingly to demonstrate that there is in fact no 

mutual agreement, arrangement, or understanding to the contrary.   

The DOL went on to say that “after consideration of the comments, the Department also intends to consider 

marketing materials in which Financial Institutions and Investment Professionals hold themselves out as trusted 

advisers, in evaluating the parties’ reasonable understandings with respect to the relationship.” 

3. Consistency 

In all events, however, it is not only what is said, but what is done: the behavior of the parties will be equally critical.  

As the Final Preamble states: “[P]arties can make clear in their communications that they do not intend to enter into 

an ongoing relationship to provide investment advice” provided they act “in conformity with that communication . . ..”  

The Final Preamble goes on to say that, if “financial professionals” wish to “contractually disclaim engaging in 

activities that trigger elements of the five part test” they “must do so clearly and act accordingly to demonstrate that 

there is in fact no mutual agreement, arrangement, or understanding to the contrary.”    

4. One-Time Sales; Periodic Check-Ins 

Separately, the DOL in the Proposed Preamble highlighted that a “one-time sales transaction, such as the one-time 

sale of an insurance product, does not by itself confer fiduciary status under ERISA or the Code, even if accompanied 

by a recommendation that the product is well-suited to the investor and would be a valuable purchase.”  However, the 

DOL cautioned that “insurance agents may have or contemplate an ongoing advice relationship with a customer,” 

citing as an example that “agents who receive trailing commissions on annuity transactions may continue to provide 

ongoing recommendations or service with respect to the annuity.” In addition, as the DOL appears to gravitate to 

“objective” markers of a mutual agreement to establish a trusted individualized advice relationship, “parties agreeing 

to check-in periodically on the performance of the customer’s post-rollover financial products” is specifically called 

out.59

59  In connection with its cost-benefit analysis of the Proposed Exemption, the DOL observed that half of the rollovers it studied 

were “self-directed” (i.e., effected without the assistance of a financial professional).  While the DOL stated that “it is more than 

reasonable . . . that the advice provider would anticipate that advice about rolling over Plan assets would be a primary basis for 

. . . investment decisions” [internal quotations omitted], the DOL also noted that, of the rollovers that were handled by financial 

professionals and thus were not self-directed, there were at least some that “likely involved financial services professionals who 

were not fiduciaries under the Five-Part Test.”  The DOL stated that “the actual number of rollovers affected by this Proposed 

Exemption is likely lower than” the number the DOL assumed for purposes of the cost-benefit analysis.  
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D. Primary Basis and Individualized Advice 

In the Preamble to the Proposed Regulation, the DOL specifically reminded the reader that the primary basis prong of 

the Five-Part Test concerns advice that forms “a” primary basis, not necessarily “the” primary basis, for an investment 

decision.  The Preamble to the Final Regulation repeats this and rejects comments that suggest otherwise.  As the 

Preamble notes, “[c]ommenters said the interpretation is at odds with the common understanding of the word 

‘primary’ and will result in an unwarranted expansion of the five-part test.”    

The DOL in the Proposed Preamble stated that, “[w]hen financial service professionals make recommendations to a 

Retirement Investor, particularly pursuant to a best interest standard such as the one in the [Reg BI], or another 

requirement to provide advice based on the individualized needs of the Retirement Investor, the parties typically 

should reasonably understand that the advice will serve as at least a primary basis for the investment decision.”60

This interpretation may have significance for broker-dealers that are subject to Reg BI and other institutions that are 

subject to another “best interest” or similar standard of care.61  Indeed, the DOL’s formulation opens up the possibility 

that proceeding in accordance with Reg BI or “another requirement” could lead to different outcomes for similarly 

60  Under Reg BI, recommendations to retail customers may no longer just be “suitable” for the client (and the Suitability Rule 

expressly does not apply if Reg BI applies).  Instead, recommendations to retail customers must be in the retail customer’s 

“best interest.”  Under this standard, broker-dealers cannot put their interests ahead of the interests of the retail customer.  84 

Fed. Reg. 33,374 (July 12, 2019).  Whether a communication is a "recommendation" such that the Reg BI standard of care is 

triggered is generally dependent on the applicable facts and circumstances. In the case of Reg BI, it may not always be the 

case that advice governed by Reg BI is individualized. Although the SEC, and FINRA with respect to the Suitability Rule, has 

not defined the term “recommendation,” they have offered guidance for determining whether particular communications by 

broker-dealers and their associated persons are recommendations.  For example, in its Notice to Members 01-23, FINRA 

stated that a communication will be deemed to be a recommendation if “given its content, context, and manner of presentation 

- a particular communication from a broker/dealer to a customer reasonably would be viewed as a ‘call to action,’ or suggestion 

that the customer engage in a securities transaction. . . .  [T]he more individually tailored the communication to a specific 

customer or a targeted group of customers about a security or group of securities, the greater likelihood that the 

communication may be viewed as a ‘recommendation.’”  [Footnote incorporated into text].  Notice to Members 01-23 further 

states that there is a recommendation when “[a] member sends its customers an e-mail stating that customers should be 

invested in stocks from a particular sector (such as technology) and urges customers to purchase one or more stocks from a 

list with 'buy' recommendations.”  FINRA has also noted that an explicit recommendation to hold a particular security is 

tantamount to a “call to action” in the sense of a suggestion that the customer stay the course with the investment, and that a 

communication with customers to generally use a bond ladder would similarly be treated as a recommendation for these 

purposes.  FINRA further noted that “recommendations to customers to invest in more specific types of securities, such as high 

dividend companies or the ‘Dogs of the Dow’” would also be regarded as a recommendation that triggered suitability.  FINRA 

Rule 2111 (Suitability) FAQ (available at https://www.finra.org/rules-guidance/key-topics/suitability/faq).  Thus, it may well be 

the case that a communication can be a recommendation that is based on the particular retail customer’s investment profile, as 

required by the Care Obligation of Reg BI, but the recommendation itself may be of general applicability to a number of 

customers of the broker-dealer.  

61  For example, FINRA’s Rule 2111 imposes a suitability obligation on recommendations that are not otherwise subject to Reg BI.   
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situated institutions.62  Potentially further complicating the analysis that results from the DOL’s view, the determination 

of whether some non-ERISA standard is triggered is itself often facts-and-circumstances dependent.  As just one 

example, there is no bright-line test for purposes of determining whether there is a recommendation for Reg BI 

purposes.63

Commenters to the Proposed Preamble “asserted that the statement [in the Proposed Preamble that the provision of 

investment advice that stated that ‘the parties typically should reasonably understand that the advice will serve as at 

least a primary basis for the investment decision’] is inconsistent with the fact that the broker-dealer and insurance 

regulatory regimes do not incorporate a fiduciary standard.”64  The DOL rejected the request to “confirm that broker-

dealers can disclaim a mutual agreement, arrangement or understanding in cases in which they provide investment 

recommendations that comply with Regulation Best Interest,” stating: 

The fact that a financial services professional is not considered a fiduciary under other laws, such as 

securities law or insurance law, is not a determinative factor under the five-part test. The focus is on the 

facts and circumstances surrounding the recommendation and the relationship, including whether those 

facts and circumstances give rise to a mutual agreement, arrangement, or understanding that the advice will 

serve as a primary basis for an investment decision. While satisfying the other laws may implicate parts of 

the test, fiduciary status applies only if all five prongs are satisfied. [Emphasis added]. 

The word “implicate” is somewhat vague, and may not necessarily mean that satisfying one or more of these other 

(non-ERISA) standards of conduct rules is itself outcome determinative on the question of whether any of the prongs 

of the Five-Part Test have been met.  Elsewhere in the Final Preamble, the DOL appears to reconfirm its earlier 

interpretation by focusing on the nature of an ongoing advisory relationship, noting that “the updated conduct 

62  Identical advice could be Investment Advice for a provider that is subject to “another (non-ERISA) requirement” for one 

customer, and not constitute Investment Advice for that provider (or some other provider) where such (non-ERISA) requirement 

does not apply. 

Some commenters “expressed concern about interaction with other laws, including the possibility that the [fiduciary] 

acknowledgment could be considered to create a ‘contractual fiduciary duty’ under Massachusetts securities law which could 

impose additional requirements on broker-dealers.”  The Massachusetts Securities Division amended its regulations for broker-

dealers to apply a fiduciary conduct standard, under which broker-dealers and their agents must “[m]ake recommendations and 

provide investment advice without regard to the financial or any other interest of any party other than the customer.” See 950 

Mass. Code Regs. 12.204 & 12.207 as amended effective March 6, 2020.   

The Release to the Proposed Exemption also referenced the New York State Department of Financial Services Insurance 

Regulation 187, 11 NYCRR 224, First Amendment, effective August 1, 2019, and NAIC Takes Action to Protect Annuity 

Consumers, available at https://content.naic.org/article/news_release_naic_takes_action_protect_annuity_consumers.html.

63  The financial-services industry, with guidance from FINRA, has adopted interpretations and policies for determining when 

communications are recommendations.  Would these practices be relevant to whether or not the “a primary basis” prong of the 

Five-Part Test has been met?  If a broker-dealer is overly inclusive in determining whether communications are 

“recommendations” for purposes of Reg BI, should that determine whether the “a primary basis” prong of the Five-Part Test 

has been met?   

64  NAIC Suitability in Annuity Transactions Model Regulation.  Iowa and Arizona have adopted principles of the NAIC Model 

Regulation.   Iowa Code § 507B.48 (2020) (available at https://iid.iowa.gov/sites/default/files/bi_af.pdf); Arizona Senate Bill 

1557 (2020), available at www.azleg.gov/legtext/54Leg/2R/laws/0090.pdf.  The New York State Department of Financial 

Services also amended its insurance regulations to establish a best interest standard in connection with life insurance and 

annuity transactions. New York State Department of Financial Services Insurance Regulation 187, 11 NYCRR 224, First 

Amendment, effective August 1, 2019, for annuity transactions
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standards adopted by the SEC and the NAIC reflect an acknowledgment of the fact that broker-dealers and insurance 

agents commonly provide investment and annuity recommendations to their customers” and “[t]o the extent these 

professionals engage in an ongoing advice relationship, they will likely satisfy the regular basis prong.” 

The DOL noted that it “has not provided a safe harbor in this exemption for compliance with other regulators’ conduct 

standards.  The Department also declines in this exemption to set forth evidentiary burdens applied to establish a 

mutual understanding, including any presumptions as one commenter suggested.  That question is better left to 

development by the courts or, if necessary, future guidance or rulemaking.”  The DOL also stated: 

The Department believes that general alignment with the other regulators’ conduct standards is beneficial in 

allowing for the development of compliance structures that lack complexity and unnecessary burden. The 

Department has not, however, offered a safe harbor based solely on compliance with regulatory conduct 

standards under federal or state securities laws. The Department disagrees with commenters’ arguments 

that the failure to do so will create a redundant, cost-ineffective regime, or one that could create unexpected 

liabilities at the edges. This exemption is offered as a deregulatory option.  

In this regard, it is noted that the SEC declined to adopt a fiduciary standard under the Investment Advisers Act of 

1940 for broker-dealers.  Indeed, it cited reduced investor choice following the imposition of a fiduciary standard 

under the 2016 Rule as a reason for deciding not to adopt a fiduciary standard for broker-dealers.  The SEC stated: 

“Our concerns about the ramifications for investor access, choice, and cost from adopting either of these approaches 

are not theoretical.  With the adoption of the now vacated [2016 Rule] there was a significant reduction in retail 

investor access to brokerage services, and we believe that the available alternative services were higher priced in 

many circumstances.”65  In the context of explaining the best interest standard utilized in the Final Exemption the 

DOL noted , however, that it “disagrees with the suggestion that the best interest standard is not a ‘true’ fiduciary 

standard.” 

It is possible that the DOL may be of the view that merely complying with Reg BI or another similar standard could 

make a broker-dealer (or other regulated entity under a similar applicable standard) more likely to be characterized as 

65  When adopting Reg BI, the SEC expressly “declined to subject broker-dealers to a wholesale and complete application of the 

existing fiduciary standard under the [Investment Advisers] Act [of 1940] because it is not appropriately tailored to the structure 

and characteristics of the broker-dealer business model (i.e., transaction-specific recommendations and compensation), and 

would not properly take into account, and build upon, existing obligations that apply to broker-dealers, including under FINRA 

rules.”  The SEC also noted that it “believes (and our experience indicates), that [the adoption of a fiduciary standard] would 

significantly reduce retail investor access to differing types of investment services and products, reduce retail investor choice in 

how to pay for those products and services, and increase costs for retail investors of obtaining investment recommendations.”  

The SEC specifically “declined to craft a new uniform standard that would apply equally and without differentiation to both 

broker-dealers and investment advisers” noting that “we do not believe that applying the existing fiduciary standard under the 

Investment Advisers Act of 1940 to broker-dealers or adopting a new uniform fiduciary standard of conduct applicable to both 

broker-dealers and investment advisers would provide any greater investor protection (or, in any case, that any benefits would 

justify the costs imposed on retail investors in terms of reduced access to services, products, and payment options, and 

increased costs for such services and products).”   
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meeting the “a primary basis” test.66  Such a view, without more, may itself be extremely significant.67  The DOL is 

clear, however, that even if one “implicates” the “a primary basis” test, “fiduciary status applies only if all five prongs 

are satisfied.”68

Putting aside the question of whether the DOL’s interpretation would be upheld or is otherwise correct, institutions 

that are at risk for being considered to be Investment Advice fiduciaries may wish to consider the extent to which they 

are otherwise subject to any “best interest” or similar fiduciary-type requirements and, if so, the possible relevance 

thereof under the “primary basis” prong of the Five-Part Test in light of the DOL’s new interpretation.  Given the 

overlapping standards, the DOL confirmed that, while “it will coordinate with other regulators, including the SEC, on 

enforcement strategies and will harmonize regimes to the extent possible,” it “will not defer to other regulators on 

enforcement under [ERISA].” 

E. “Hire Me” Communications  

The 1975 Rule seeks to delineate sales and educational communications on the one hand, and communications that 

involve tailored investment advice to serves as a primary basis for an investment decision, on the other hand.  As 

noted above, the 2016 Rule had a very limited carve-out to Investment Advice fiduciary status that was referred to as 

66  Broker-dealers that provide certain investment advice that is “solely incidental” to their business as broker-dealers and who not 

receive special compensation for such advice are excluded from the definition of “investment adviser” in Section 202(a)(11) of 

the Investment Advisers Act of 1940.  In Commission Interpretation Regarding the Solely Incidental Prong of the Broker-Dealer 

Exclusion From the Definition of Investment Adviser, 84 Fed. Reg. 33,681 (July 12, 2019), the SEC made clear that investment 

discretion (rather than price and time discretion when executing a customer’s order) and account monitoring pursuant to an 

agreement (rather than a broker’s voluntary review of a customer’s account and holdings) constitutes investment advice that is 

not “solely incidental” to the business of a broker-dealer.  Nevertheless, not all account monitoring constitutes the provision of 

investment advice by a broker-dealer.  “[A] broker-dealer that agrees to monitor a retail customer’s account on a periodic basis 

for purposes of buy, sell or hold recommendations may still be considered to provide advice in connection with and reasonably 

related to effecting securities transactions [and thus, qualify for the “solely incidental” exception].”   

The SEC declined to “delineate every circumstance where agreed-upon monitoring is and is not solely incidental to a broker-

dealer’s brokerage business.”  The SEC further noted that policies and procedures may be adopted to demarcate when certain 

activities may be within and outside the exception: “For example, broker-dealers may provide in their policies and procedures 

that a registered representative may agree to monitor a customer’s account at specific time frames (e.g., quarterly) for the 

purposes of determining whether to provide a buy, sell or hold recommendation to the customer” but the policies and 

procedures “should not permit a broker-dealer to agree to monitor a customer account in a manner that in effect results in the 

provision of advisory services that are not in connection with or reasonably related to broker-dealer’s primary business of 

effecting securities transactions, such as providing continuous monitoring….”    

67  Reg BI requires that broker-dealers, when making recommendations about securities, put the interests of retail customers 

ahead of their own, and requires broker-dealers to disclose, mitigate, and in some cases eliminate, financial conflicts of 

interest.  Disclosure of a financial conflict alone is not always considered adequate under Reg BI.   

68  The DOL noted that a “few commenters sought confirmation that compliance with Regulation Best Interest would not 

automatically result in satisfaction of the primary basis prong of the five-part test.”  It also indicated that some “commenters 

stated that investors may consult multiple financial professionals and, therefore, the response by any one professional should 

not be considered a primary basis for the investment decision.”  To the last point, the DOL answered in the Final Preamble that 

“the fact that a Retirement Investor may consult multiple financial professionals about a particular investment does not indicate 

that the Department's analysis is incorrect.  If, in each instance, the parties reasonably understand that the advice is important 

to the Retirement Investor and could determine the outcome of the investor's decision, that is enough to satisfy the “primary 

basis” requirement.” 
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the “hire me” exception.  The idea was that service providers should not be regarded as Investment Advice fiduciaries 

simply for “touting” their capabilities—so long as the sales pitch did not also provide Investment Advice.69

In response to commenters’ concerns regarding whether the Proposed Preamble raised “hire me” concerns, the DOL 

in the Final Preamble pointed to a frequently asked question (“FAQ”) issued by the SEC and confirmed that the fact 

pattern presented therein, absent other factors, would not itself result in Investment Advice fiduciary status: 

I have been working with our mutual friend, Bob, for fifteen years, helping him to invest for his kids’ college 

tuition and for retirement. I would love to talk with you about the types of services my firm offers, and how I 

could help you meet your goals. Here is my business card. Please give me a call on Monday so that we can 

discuss.70

The DOL also noted that, in “the present exemption proceeding, the Department does not believe that there should 

be significant concerns about introductory ‘hire me’ conversations.”   

The DOL then stated: 

Nevertheless, the Department confirms that the interpretive statements in this preamble are not intended to 

suggest that marketing activity of the type described above [i.e., the SEC example] would be treated as 

investment advice covered under the five-part test.  To the extent, however, that the marketing of advisory 

services is accompanied by an investment recommendation, such as a recommendation to invest in a 

particular fund or security, the investment recommendation would be covered if all five parts of the test were 

satisfied. 

As was the case in connection with the issuance of the 2016 Rule, the DOL described the services involved in the 

“hire me” exception as touting one’s “own advisory or investment management services.”  Similarly, the Final 

Preamble states that “these types of communications are an important part of the process for a Retirement Investor 

to select an investment advice provider.” Noticeably absent in the 2016 Rule and the Final Exemption’s formulation is 

any reference to service providers that are pitching non-fiduciary services.  The DOL elsewhere recognizes the need 

for Plan fiduciaries to hire non-fiduciary, as well as fiduciary, service providers and recommends that Plan fiduciaries 

more broadly “[a]sk service providers about their services, experience with employee benefit plans, fees and 

expenses, customer references or other information relating to the quality of their services and customer satisfaction 

with such services” when they are considering hiring a Plan service provider.71  Those service providers that do not 

intend to provide fiduciary services may be at a greater risk of being regarded as such where they learn “the personal 

and intimate details of the financial affairs of clients and mak[e] recommendations as to purchases and sales” or 

69  The Preamble to the 2016 Rule noted that an institution could “tout the quality of his, her, or its own advisory or investment 

management services” without being considered an investment advice fiduciary.”  81 FR 20946, 20968 (April 8, 2016).  In the 

Final Preamble the DOL stated “The 2016 fiduciary rule is not in effect, and statements made in the preamble to the vacated 

rule bear no weight.”   

70  See FAQs on Regulation Best Interest, available at www.sec.gov/tm/faq-regulation-best-interest.

71  Tips for Selecting and Monitoring Service Providers for Your Employee Benefit Plan, available at 

https://www.dol.gov/sites/dolgov/files/EBSA/about-ebsa/our-activities/resource-center/fact-sheets/tips-for-selecting-and-

monitoring-service-providers.pdf 
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where they are regarded as “cultivat[ing] a confidential and intimate relationship” that implicates an Investment Advice 

relationship.72

F. Rollovers and “Regular Basis” 

1. In General 

As in the Proposed Release, the Final Release focuses substantial attention on rollovers involving Plans and IRAs 

because “[a]mounts accrued in an ERISA-covered Plan can represent a lifetime of savings, and often comprise the 

largest sum of money a worker has at retirement” and a rollover is therefore “potentially a very consequential financial 

decision” for retirement investors.  The DOL in the Proposed Preamble expressed concerns about incurring 

“transaction costs associated with moving the assets into new investments and accounts” and “the loss of economies 

of scale [with the result that] the cost of investing through an IRA may be higher than through a Plan.”  The DOL also 

indicated that IRA investors may “lose important ERISA protections, including the benefit of a Plan fiduciary 

representing their interests in selecting a menu of investment options or structuring investment advice relationships, 

and the statutory causes of action to protect their interests.”73

The Proposed Preamble and the Final Preamble therefore both refer to rollovers as a “primary” concern of the whole 

proposal and the Final Preamble indicates that “a sound decision on the rollover will typically turn on numerous 

factors, including the relative costs associated with the new investment options, the range of available investment 

options under the plan and the IRA, and the individual circumstances of the particular investor.”   

2. Revocation of Certain Prior Interpretive Authority 

In light of the  newly-articulated analysis of the Five-Part Test announced in the Proposed Preamble and restated and 

clarified further in the Final Preamble, the DOL now believes that DOL Advisory Opinion 2005-23A (Dec. 7, 2005) 

(the “Deseret Letter”) is “incorrect.”  The Deseret Letter had indicated that advice to roll assets out of a Plan did not 

generally constitute Investment Advice.74  The DOL ultimately determined that “the better view is that a 

recommendation to roll assets out of a Plan is advice with respect to moneys or other property of the Plan.”75

72 Chamber of Commerce v. US Dep’t of Labor, 885 F.3d 360, 374 (5th Cir. 2018), citing to Hughes, Exchange Act Release No. 

4048, 1948 WL 29537, at *4, *7 (Feb. 18, 1948), aff'd sub nom., Hughes v. S.E.C., 174 F.2d 969 (D.C. Cir. 1949); see also 

Mason, Moran & Co., Exchange Act Release No. 4832, 1953 WL 44092, at *4 (Apr. 23, 1953).

73  The Proposed Exemption Preamble and the Final Preamble also point to the fact that there have been large numbers of 

rollovers reported in the past years, and that there are embedded incentives for financial institutions to accrete IRA assets 

because they “can generally expect to earn transaction-based compensation such as commissions, or an ongoing advisory 

fee, from the IRA, but may or may not earn compensation if the assets remain in the Plan.”   

74  The DOL stated in the Proposed Exemption Preamble that “advice to take a distribution of assets from an ERISA-covered Plan 

is actually advice to sell, withdraw, or transfer investment assets currently held in the Plan,” and that “a recommendation to roll 

assets out of a Plan is necessarily a recommendation to liquidate or transfer the Plan’s property interest in the affected assets, 

the participant’s associated property interest in the Plan investments, and the fiduciary oversight structure that applies to the 

assets.”  In addition, it stated that the “distribution recommendation commonly involves either advice to change specific 

investments in the Plan or to change fees and services directly affecting the return on those investments.”  

75  Some commenters believed that the revocation of the Deseret Letter required notice and comment.  The DOL responded by 

saying “[a]dvisory opinions, such as the Deseret Letter, are interpretive statements that were not subject to the notice and 

comment process. As such, the Department need not go through notice and comment to offer a new interpretation of the 

regulation based on a better reading of governing statutory and regulatory authority, as here.” 
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In responding to comments to this conclusion, the Preamble to the Final Regulation notes that “[a] recommendation 

to roll assets out of a Title I Plan is advice with respect to moneys or other property of the plan and, if provided by a 

person who satisfies all of the requirements of the five-part test, constitutes fiduciary investment advice.”  The DOL 

also indicated that this interpretation “is more aligned with both the facts and circumstances approach taken by 

Congress in drafting [ERISA’s] statutory functional fiduciary test, and with an approach centered on whether the 

parties have entered into a relationship of trust and confidence.”  Stopping short of conferring per se fiduciary status 

on rollovers, the DOL acknowledged that “not all rollover recommendations can be considered fiduciary investment 

advice under the five-part test set forth in the Department’s regulation.”  Indeed, the DOL rejected a conclusion that “a 

rollover transaction should always satisfy the regular basis prong on the grounds that it can be viewed as involving 

two separate steps—the rollover and a subsequent investment decision. These two steps do not, in and of 

themselves, establish a regular basis.”  As the DOL further noted, “[t]aken together, the five-part test as interpreted 

here and Interpretive Bulletin 96-1, regarding participant investment education, provide Financial Institutions and 

Investment Professionals a clear roadmap for when they are, and are not, Title I and Code fiduciaries.” 

Ultimately, if rollover solicitations may now commonly be deemed to meet all of the prongs of the Five-Part Test and 

the provider is thereby deemed to be an ERISA fiduciary, the provider may generally be prohibited from receiving 

fees resulting from its Investment Advice, unless an exemption (such as the Final Exemption) applies.  Furthermore, 

in the case of a rollover from an ERISA plan, the full panoply of ERISA’s general fiduciary requirements, including for 

example the prudence requirement, might be directly applicable.  In contrast, where a provider solicits rollovers from 

an IRA, or advises on the investment of an IRA, there would be no private right of action or DOL enforcement as to 

Section 4975 of the Code,76 and the only possible plaintiff, at least as to Section 4975 itself, would seem to be the 

Internal Revenue Service.  This was confirmed in the Final Preamble.77

3. In Combination with Other Parts of the Five-Part Test 

a. Mutual Agreement 

In the context of rollovers, the DOL in the Proposed Preamble stated that “it is more than reasonable . . . that the 

advice provider would anticipate that advice about rolling over Plan assets would be a primary basis for . . . 

investment decisions” (internal quotation marks omitted), although some of its reasoning had raised some 

76  Reorganization Plan No. 4 of 1978 allocates to the DOL interpretive authority, but not enforcement authority, over Section 4975 

of the Code.  See Reorg. Plan No. 4 of 1978, §§ 102, 105; see also Pub. L. No. 98-532, 98 Stat. 2705 (statutorily ratifying and 

reaffirming prior reorganization plans). 

77  “ERISA section 502(a) provides a cause of action for fiduciary breaches and prohibited transactions with respect to Title I Plans 

(but not IRAs). Code section 4975 imposes a tax on disqualified persons participating in a prohibited transaction involving 

Plans and IRAs (other than a fiduciary acting only as such). These are the sole remedies for engaging in non-exempt 

prohibited transactions. The exemption does not create any new causes of action, nor does it require firms to make 

enforceable contractual commitments or give enforceable warranties to Retirement Investors, as was true of the 2016 fiduciary 

rulemaking which the Fifth Circuit set aside in its Chamber opinion.” 
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questions.78  Explaining its interpretation in the Proposed Exemption’s Preamble, the DOL stated that whether or not 

the regular basis prong is established by the rollover itself depends on whether or not the parties “reasonably expect 

an ongoing advice relationship at the time of the rollover recommendation, and that again, “hold[ing oneself] out to 

the customer as providing such ongoing services” helps to establish that assumption.  In a phrase that could well 

have come from a novel worthy of the saga of the amended fiduciary rule, the DOL also notes that “[e]very 

relationship has a beginning.”  

In addition, with respect to the mutual agreement prong of the analysis, the DOL stated in the context of rollovers that 

“the updated conduct standards adopted by the SEC and the NAIC reflect an acknowledgment of the fact that broker-

dealers and insurance agents commonly provide investment and annuity recommendations to their customers” and 

“[t]o the extent these professionals engage in an ongoing advice relationship, they will likely satisfy the regular basis 

prong.”  Similarly, the Final Preamble states “[a] financial services provider that recommends that Retirement 

Investors roll potential life savings out of a Title I Plan with the expectation of offering ongoing advice to the same 

Retirement Investor whose retirement assets will now be held in an IRA should reasonably understand that the 

provider will be held to fiduciary standards.”  

b. Regular Basis 

The DOL went on to discuss the regular-basis prong of the Five-Part Test specifically in the context of rollovers.  

Although the DOL acknowledged in the Proposed Preamble that “advice to take a distribution from a Plan and roll 

over the assets may be an isolated and independent transaction that would fail to meet the ‘regular basis’ prong” of 

the Five-Part Test, it said it “believes that whether advice to roll over Plan assets to an IRA satisfies the regular-basis 

prong of the five-part test depends on the surrounding facts and circumstances.”  The Proposed Preamble states that 

“advice to roll over Plan assets can occur as part of an ongoing relationship or an anticipated ongoing relationship 

that an individual enjoys with his or her advice provider.”  In the context of a preexisting relationship with a financial 

institution, “the advice to roll assets out of a Plan is part of an ongoing advice relationship that satisfies the ‘regular 

basis’ requirement.”   

The DOL also stated in the Proposed Preamble that “advice to roll assets out of the Plan into an IRA where the 

advice provider will be regularly giving financial advice regarding the IRA in the course of a more lengthy financial 

relationship would be the start of an advice relationship that satisfies the ‘regular basis’ requirement.  In these 

scenarios, there is advice to the Plan – meaning the Plan participant or beneficiary – on a regular basis.”  Under this 

view, it may be the case that, even though the 1975 Rule requires that advice be provided on a regular basis, the 

78  The DOL then went on to state that “[n]umerous sources acknowledge that a common purpose of advice to roll over Plan 

assets is to establish an ongoing relationship in which advice is provided on a regular basis outside of the Plan, in return for a 

fee or other compensation” and cited to FINRA Regulatory Notice 13-45, which stated that “a financial adviser has an 

economic incentive to encourage an investor to roll Plan assets into an IRA that he will represent as either a broker-dealer or 

an investment adviser representative.”  The DOL also cited a study by the General Accounting Office for the proposition that 

“cross-selling IRA rollovers to participants, in particular, is an important source of income for service providers.”  The Final 

Preamble states that “[r]ollovers from Title I Plans to IRAs are expected to approach $2.4 trillion cumulatively from 2016 

through 2020” and, similar to the observation in the Proposed Exemption indicate that “large sums of money eligible for rollover 

represent a significant revenue source for investment advice providers.” It is not clear, however, that the pronouncements 

cited by the DOL necessarily lead to the conclusion that incentives to sell products and services and to obtain relationship 

assets, standing alone, are indicative of a mutual agreement to provide personalized advice on a regular basis. 
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regular-basis prong of the Five-Part Test could be considered to have been satisfied even before the relationship has 

developed into one where advice is being regularly provided.79

The DOL reconfirmed its view in the Final Preamble.  In particular, the DOL responded in the Final Preamble that it 

disagreed with commentators who believed the DOL’s interpretation would call “for the ‘retroactive’ imposition of 

fiduciary status on financial services providers in the event an ongoing relationship develops.”  It answered by noting 

that its “interpretation merely recognizes that the rollover recommendation can be the beginning of an ongoing advice 

relationship. It is important that fiduciary status extend to the entire advisory relationship.”  It also used Chamber of 

Commerce to reinforce this belief because “the court expressed agreement that investment advisers registered under 

the Investment Advisers Act may appropriately be considered fiduciaries without indicating that fiduciary status would 

only apply after a period of time.”  The DOL took particular note of the court’s “approving discussion that the SEC has 

‘repeatedly held’ that ‘[t]he very function of furnishing [investment advice for compensation]—learning the personal 

and intimate details of the financial affairs of clients and making recommendations as to purchases and sales of 

securities—cultivates a confidential and intimate relationship.’”80  The DOL continued by noting that the “five-part test 

does not provide that the first instance of advice in an ongoing relationship is automatically free from fiduciary 

obligations. The fact that the relationship of trust and confidence starts with a recommendation to roll the investor’s 

retirement savings out of a Title I Plan is not an argument for treating the recommendation as non-fiduciary.”    

4. Agreed-Upon Non-Fiduciary Services; Isolated Recommendations 

It may be important to consider the interaction of the DOL’s interpretation of the regular-basis prong with the mutual-

agreement prong in the context of advice that is mutually agreed not to be fiduciary in nature.  The Final Preamble 

provides: 

[I]f a Retirement Investor who is assisted with a rollover expresses the intent to direct his or her own 

investments in a brokerage account, without any expectation of entering into an ongoing advisory 

relationship and without receiving repeated investment recommendations from the investment professional, 

the Department would not view the regular basis prong as being satisfied merely because the investor 

subsequently sought the professional’s advice in connection with another transaction long after receiving the 

rollover assistance.81

In that event, it seems possible that the advice in connection with the rollover could itself be “an isolated and 

independent transaction” and therefore not in the nature of Investment Advice.82  Underscoring this point, the DOL 

notes that “a single instance of advice to take a distribution from a Title I Plan and roll over the assets would fail to 

meet the regular basis prong.”  More to the point, there may be situations in which advice that is conveyed is not 

79  The DOL stated that it “is aware that some Financial Institutions pay unrelated parties to solicit clients for them.  See Rule 

206(4)-3 under the Investment Advisers Act of 1940; see also Investment Advisers Advertisements; Compensation for 

Solicitations, Proposed Rule, 84 FR 67518 (December 10, 2019).  The Department notes that advice by a paid solicitor to take 

a distribution from a Plan and to roll over assets to an IRA could be part of ongoing advice to a Retirement Investor, if the 

Financial Institution that pays the solicitor provides ongoing fiduciary advice to the IRA owner.” 

80  However, the Chamber of Commerce decision to which the DOL cites also notes: “The SEC cautioned that fiduciary status 

does not follow ‘merely from the fact that [the broker-dealer] renders investment advice.’” Hughes, 1948 WL 29537, at *7.

81  Query:  What does “long after” mean in this context?  

82  Note that the SEC stated that broker-dealers’ recommendations regarding rollovers are specifically covered by Reg BI, but the 

SEC did not take the view that broker-dealers who provide advice about rollovers are acting as investment advisers.   
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investment related.83  Likewise, the Final Preamble provides that “sporadic interactions between a financial services 

professional and a Retirement Investor do not meet the regular basis prong.”   

However, the DOL also noted that it “does not intend to interpret ‘regular basis’ to be limited to relationships in which 

advice is provided at fixed intervals, as suggested by a commenter, but, instead, believes the term ‘regular basis’ 

broadly describes a relationship where advice is recurring, non-sporadic, and expected to continue.”  Still, the DOL 

also states that it “intends to preserve the ability of financial services professionals to engage in one-time sales 

transactions without becoming fiduciaries under [ERISA], including by assisting with a rollover.”  

In the context of annuities, the DOL noted:  

When insurance agents or broker-dealers frequently or periodically make recommendations to their clients 

on annuity or investment products or features, or on the investment of additional assets in existing products, 

they may meet the “regular basis” prong of the five-part test, and are appropriately treated as fiduciaries, 

assuming that they meet the remaining elements of the fiduciary definition. 

However, the DOL notes that the existence of payments that are ongoing after the sale of a product, known as 

trailers, by themselves will not result in satisfaction of the regular basis test: 

The Department clarifies that payment of a trailing commission will not, in and of itself, result in the Department taking 

the position that the regular basis prong of the five-part test is satisfied with respect to a transaction.  

On the other hand, if the trailing commission is intended to compensate a financial professional for providing advice 

to the Retirement Investor on an ongoing basis, the conclusion could be different, depending on the full facts and 

circumstances of the advice arrangement.  

Notwithstanding the DOL’s approach to the regular-basis prong of the Five-Part Test and the Deseret Letter, there 

may still be an open question regarding whether the regular-basis prong can be met in the rollover context generally.  

While any advice regarding the rollover would appear to be provided with respect to the transferor Plan (indeed, the 

transferee IRA (or other Plan) might not even yet exist), one can legitimately ask whether later advice regarding a 

transferee IRA (or other Plan) can ever cause otherwise isolated and independent advice regarding the rollover from 

the transferor Plan to be considered to be provided on a “regular basis” for these purposes.84  Indeed, any 

subsequent advice would seem clearly to be advice to the transferee IRA (or other Plan)85 and not to the transferor 

Plan.  Thus, query whether later advice regarding a transferee IRA (or other Plan) could cause otherwise isolated and 

83  For example, tax advice which may not necessarily include investment advice. 

84  Cf. 81 Fed. Reg. 20,946, 20,964 (preamble to the final version of the 2016 Rule) ("Even if the assets will not be covered by 

ERISA or the Code when they are moved outside the plan or IRA, the recommendation to change the plan or IRA investments 

is investment advice under ERISA and the Code.  Thus, recommendations on distributions (including rollovers or transfers into 

another plan or IRA) or recommendations to entrust plan or IRA assets to a particular IRA provider would fall within the scope 

of investment advice in this regulation, and would be covered by Title I of ERISA, including the enforcement provisions of 

section 502(a).").   

85  The Preamble in discussing the Deseret Letter seems to focus on the transferor Plan and not on the transferee IRA: “A 

recommendation to roll assets out of a Plan is necessarily a recommendation to liquidate or transfer the Plan’s property interest 

in the affected assets, the participant’s associated property interest in the Plan investments, and the fiduciary oversight 

structure that applies to the assets.”    
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independent advice regarding the rollover from the transferor Plan to be considered to be provided on a “regular 

basis” for these purposes.86

The Final Preamble rejects this concern.87  The DOL noted that “[i]t is enough, in the scenarios outlined above, that 

the same financial services provider is giving advice to the same person with respect to the same assets (or proceeds 

of those assets), pursuant to identical five-part tests.”88  Elsewhere, the Final Preamble specifically states that to 

86  Unlike the Release, the 2016 Rule specifically added categories of investment advice that would render one an investment 

advice fiduciary, including “[a] recommendation as to the advisability of acquiring, holding, disposing of, or exchanging, 

securities or other investment property or a recommendation as to how securities or other investment property should be 

invested after the securities or other investment property are rolled over, transferred, or distributed from the plan or IRA.”  81 

Fed. Reg. 20,948 (Apr. 8, 2016).  The preamble to the 2016 Rule indicates that  “paragraph (a)(1)(i) cover[ed] 

recommendations regarding the investment of plan or IRA assets, including recommendations regarding the investment of 

assets that are being rolled over or otherwise distributed from plans to IRAs.”  Indeed, the preamble to the 2015 

proposal arguably acknowledges that the regular-basis prong of the Five-Part Test would not be met with respect to rollovers, 

and thus supported a change to the actual regulatory language, stating:  

“One example of the five-part test's shortcomings is the requirement that advice be furnished on a ‘regular basis’ . . . [T]he 

‘regular basis’ requirement also deprives individual participants and IRA owners of statutory protection when they seek 

specialized advice on a one-time basis, even if the advice concerns the investment of all or substantially all of the assets held 

in their account (e.g., as in the case of an annuity purchase or a roll-over from a plan to an IRA or from one IRA to another). . . 

The proposed regulation, if finalized, would supersede Advisory Opinion 2005-23A.  Thus, recommendations to take 

distributions (and thereby withdraw assets from existing plan or IRA investments or roll over into a plan or IRA) or to entrust 

plan or IRA assets to particular money managers, advisers, or investments would fall within the scope of covered advice.”   

It seems, then, that the DOL in 2015 did not reach a different conclusion than the Deseret Letter regarding the proper 

application of the Five-Part Test, but instead felt it necessary to change the regulatory text (and in particular a change to the 

regular-basis prong of the Five-Part Test) in order to effect a change to the result in the Deseret Letter. 

The Final Preamble notes in this regard that “statements made in the preamble to the vacated rule bear no weight” as the 2016 

Rule is no longer in effect. 

87  The DOL notes: “The Department disagrees with commenters who suggested that the “regular basis” requirement must first be 

met with respect to the Title I Plan, and then again with respect to the IRA. Under the logic of this position, even if the 

investment advice provider specifically recommended the rollover to the IRA as part of a planned ongoing investment advice 

relationship, the ‘regular basis’ requirement would not be satisfied with respect to the rollover advice because there was only 

one instance of advice under the Title I Plan, notwithstanding the expectation of a continued advisory relationship with the 

same customer with respect to the same assets that were rolled out of the plan.  Similarly, the argument asserts that even if the 

investment advice provider regularly advised the Plan participant on how to invest plan assets, recommended the rollover to an 

IRA, and then continued to give advice on the IRA account, the first instance of advice post-rollover did not count because the 

‘regular basis’ requirement had only been satisfied with respect to the Title I Plan, but not the IRA.” 

88  Specifically, the DOL says: “Given that the identical five-part test definition appears in the regulatory definition under both Title I 

and the Code, the advice is rendered to the exact same Retirement Investor (first as a Plan participant and then as IRA owner), 

and the IRA assets are derived, in the first place, from that Retirement Investor’s Title I Plan account, it is appropriate to 

conclude that an ongoing advisory relationship spanning both the Title I Plan and the IRA satisfies the regular basis prong. It is 

enough, in the scenarios outlined above, that the same financial services provider is giving advice to the same person with 

respect to the same assets (or proceeds of those assets), pursuant to identical five-part tests.”  It continues by noting: “For 

similar reasons, the Department's interpretation of the regular basis prong does not artificially distinguish between advice to a 

Retirement Investor in a Title I Plan and advice to the same Retirement Investor in an IRA, when evaluating a rollover 

recommendation made in the context of a pre-existing advice relationship” and that it “does not arbitrarily subdivide advice 

rendered to a plan sponsor on multiple Title I Plans. It is enough, in that case, that the parties have an ongoing advisory 

relationship with respect to Title I Plans.”  
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“meet the regular basis prong in that circumstance, there must be ongoing advice to a ‘plan’ (including Plans and 

IRAs) [emphasis added].”89

III. Continued Availability of FAB 2018-02 

FAB 2018-02 sets forth a temporary enforcement policy under which the DOL will not pursue prohibited transactions 

claims against Investment Advice fiduciaries who work diligently and in good faith to comply with previously 

applicable impartial conduct standards for transactions that would have been exempted by the BIC Exemption or 

certain other PTCEs, or treat the fiduciaries as violating the applicable prohibited transaction rules.  FAB 2018-02 is 

limited by its nature to DOL enforcement actions, and would not extend to potential claims by Plan participants and 

beneficiaries, in that satisfaction of the exemption would result in there being no violation of the applicable underlying 

ERISA (and Code) rules. 

FAB 2018-02 was issued in response to the revocation of the 2016 Rule and potentially allowed institutions that had 

migrated to an operational structure that was compliant with the 2016 Rule and in many cases the BIC Exemption to 

continue to proceed on that basis.  FAB 2018-02 was issued as “temporary” relief but continues to remain in force.  

The Final Preamble states that FAB 2018-02 will be withdrawn on December 20, 2021, so that the Final Exemption 

will be the primary exemption utilized in situations that had been covered under FAB 2018-02. 

IV. Conclusion 

While the return to the 1975 Rule has now been administratively confirmed, the Final Exemption, the Final Preamble 

and the other elements of the Release nevertheless signal an important new chapter in the now decades-long effort 

by the DOL to address the definition of Investment Advice, particularly with respect to participant-directed defined 

contribution plans and IRAs.  Although the core principles of the 1975 Rule are reaffirmed, the Final Exemption and 

some of the new interpretive guidance will require many financial institutions carefully to study their current products, 

services and business models, resulting in new challenges and adjustments not only for those institutions but also for 

Plan sponsors, participants in employer Plans and IRA owners.   

A new President from the other side of the aisle is about to take office, and there are indications that the effective 

date of the Final Exemption will be delayed.  But that may only be the beginning of the next chapter in this saga.  The 

Final Exemption may be altered or revoked, and there may be additional interpretive and other guidance relating to 

the 1975 Rule.  Indeed, there may even be efforts to resurrect all or a portion of the 2016 Rule.  Those who have 

borne witness to the DOL’s continuing efforts to revamp the definition of “investment advice” under ERISA’s fiduciary 

rules may have to keep “roll”-ing with the punches and navigating what now seem to be inevitable and continuing 

bumps on the long and winding road.  As the Curse of Confucius is reputed to say, “May you live in interesting times.”  

* * * 

If you would like to discuss the Final Exemption or any other aspect of the saga of the amended fiduciary rule, please 

contact any of the Dechert lawyers listed below or any Dechert lawyer with whom you regularly work. 

89  Would the regular basis prong of the Five-Part Test be satisfied even where there is “one time” advice with respect to a rollover 

and the post-rollover services are only for discretionary management (since they are discretionary services and not Investment 

Advice)? 
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Once in a Lifetime? – The DOL Issues Interim Final Rules on
Lifetime Income

Introduction

The U.S. Department of Labor (“DOL”) on August 18, 2020, issued an interim final regulation (the “Regulation”) requiring
the inclusion of lifetime income illustrations in the benefit statements provided to participants in defined contribution plans
at least once every 12 months. The DOL anticipates that the Regulation will provide two primary benefits to plan
participants: (1) strengthening retirement security by encouraging participants currently contributing too little to increase
their plan contributions, and (2) saving some participants time in understanding how prepared (or unprepared) they are for
retirement by making lifetime income information readily available.

As discussed in our previous OnPoint, the Setting Every Community Up for Retirement Enhancement Act of 2019 (the
“SECURE Act”) amended Section 105 of the Employee Retirement Income Security Act of 1974 (“ERISA”) to require that
the benefit statements for participants in defined contribution plans must not only indicate the participant’s current account
balance but must also provide two illustrations estimating how the participant’s account balance at retirement would
convert into lifetime streams of payment or annuities. One illustration must reflect how the account balance would convert
to a single life annuity form of payment and the other to a qualified joint and survivor annuity. Providing defined
contribution plan participants with sufficient information about what income they can expect in retirement is highly
dependent on a number of facts and assumptions, and plan sponsors and other investment professionals have faced
challenges in the absence of clear guidance in not only selecting the “right” metrics, but also the possibility of fiduciary
liability for picking the “wrong” ones. The Regulation not only offers much-needed guidance and protection, it also provides
model language, discussed below.

Background

As noted by the DOL in a 2010 request for information concerning lifetime income options (the “ROI”),  there has been “a
trend away from sponsorship of defined benefit plans, toward sponsorship of defined contribution plans.” In contrast to
traditional defined benefit pension plans, which provide retirees with a secure monthly income because the investment risk
is borne by the sponsor of the plan, defined contribution plans, whose benefits are tied to the ultimate investment
performance of a participant’s account, impose significantly more investment risk on participants to and through
retirement. As the DOL said, “with the continuing trend away from traditional defined benefit plans to 401(k) defined
contribution plans and hybrid plans, including the associated trend away from annuities toward lump sum distributions,
employees are not only increasingly responsible for the adequacy of their savings at the time of retirement, but also for
ensuring that their savings last throughout their retirement years and, in many cases, the remaining lifetimes of their
spouses and dependents.”

According to DOL statistics, as of 2017 there were 662,829 defined contribution ERISA plans covering 76.8 million
participants. Consequently, more and more employees are required to take an active role in managing their retirement
assets, both while employed and during their retirement years. However, both the DOL and policymakers have expressed
concerns over whether participants’ expectations of retirement security will adequately be met under that model and
whether they have the tools sufficient to appropriately make the decisions to guide their investment behavior. Among these
concerns are whether defined contribution plan participants will accumulate sufficient plan savings to adequately fund
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retirement living expenses, whether participants can afford to assume the mortality and investment risks associated with
managing sources of retirement income, and the false “illusions of wealth” that can sometimes arise when a participant
views his or her accumulated 401(k) account balance in isolation.

The ROI included questions on how best to disclose the income stream that can be provided from an individual account
balance in a defined contribution plan. Eventually, in 2013, the DOL proposed a regulation that would have required
including up to four lifetime income illustrations in defined contribution plan benefit statements: (1) a single life annuity
based on the current account balance; (2) a qualified joint and 50% survivor annuity, if the participant is married, based on
the current account balance; (3) a single life annuity based on a projected account balance (current account balance
projected to normal retirement age, taking into account estimated investment returns, future contributions, and inflation);
and (4) a qualified joint and 50% survivor annuity, if the participant is married, based on a projected balance.  

The proposed regulation languished until the passage of the SECURE Act. The DOL has now returned to the initiative,
with the recent issuance of the Regulation.

Required Assumptions of The Disclosure

The Regulation provides the details and assumptions that must be used in order to convert a participant’s defined
contribution plan account balance into a single life annuity and a qualified joint and survivor annuity for purposes of the
required illustrations. Generally, there are four relevant factors that must be considered when converting a participant’s
account balance into lifetime income streams: (1) the benefit commencement date and the participant’s age on such date;
(2) the participant’s marital status; (3) the applicable interest rate; and (4) the expected mortality of the participant and
spouse (if applicable). 

The Regulation addresses the relevant factors by mandating the use of the following assumptions: (1) the assumed
benefit commencement date must be the last day of the benefit statement period; (2) the assumed age of the participant at
the benefit commencement date must be age 67; (3) the qualified joint and survivor annuity is assumed to provide a 100%
survivor annuity; (4) the assumed rate of interest must be the 10-year constant maturity Treasury rate as of the first
business day of the last month of the statement period; and (5) the assumed life expectancy must be determined by using
the gender-neutral mortality table utilized for purposes of Section 417(e)(3)(B) of the Internal Revenue Code of 1986.

It should be noted that the Regulation’s required assumptions for converting a participant’s account balance into the
lifetime income illustrations do not include an “insurance load” (i.e., the insurance company charges that would be
applicable to the purchase of a lifetime annuity). In addition, the required assumptions do not make any adjustment for
inflation.

Special rules are provided with respect to defined contribution plans that offer annuities through an insurance contract.
Generally, such plans may base the lifetime income illustrations on the assumptions described above or on the actual
terms of the plan’s insurance contract. In addition, there are also separate requirements for plans that offer participants the
option of buying deferred income annuities which provide a specific dollar amount at retirement.

Model Disclosure and Liability Relief

The SECURE Act required the DOL to issue a model lifetime income disclosure that is written in a manner to be
understood by the average plan participant. The model disclosure is required to explain a variety of topics, including the
assumptions used to determine the lifetime income illustrations.

The Regulation addresses this requirement in two ways. First, the Regulation provides 11 brief model language inserts
that may be integrated into a plan’s existing benefit statements in any manner determined by the plan administrator.
Second, the Regulation provides a stand-alone model disclosure document that may be attached as an appendix to a
plan’s benefit statements.

Limitations on Liability

The SECURE Act and the Regulation provide a limitation on liability for plan sponsors and plan fiduciaries related to the
provision of lifetime income disclosures, if the benefit statements include the required assumptions and language
substantially similar in all material respects to the model language. To qualify for this relief, the plan administrator must
derive the lifetime income equivalents using the assumptions set forth in the Regulation and must use the Regulation’s
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model language, or language substantially similar to the model language, in participants’ benefit statements.  While the
use of the DOL’s model language is not mandatory, there would seem little incentive to deviate from the model language,
as it is possible that fiduciary liability could attach outside of this prescribed “safe zone.”

Comment Period and Effective Date

The DOL has asked for comment on a number of important items, and has provided a 60-day comment period, after which
a final rule is to be issued. The Regulation is scheduled to become effective one year after its publication in the Federal
Register. 
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Footnotes
1) Request for Information Regarding Lifetime Income Options for Participants and Beneficiaries in Retirement Plans,
available at https://www.federalregister.gov/documents/2010/02/02/2010-2028/request-for-information-regarding-lifetime-
income-options-for-participants-and-beneficiaries-in.

2) Id.

3) See ERISA Advisory Council Report: Lifetime Income Solutions as a Qualified Default Investment Alternative (QDIA) –
Focus on Decumulation and Rollovers, available at https://www.dol.gov/sites/dolgov/files/ebsa/about-ebsa/about-
us/erisa-advisory-council/2018-lifetime-income-solutions-as-a-qdia.pdf.

4) See 78 Fed. Reg. 26727 (May 8, 2013).
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The U.S. Department of Labor (the “DOL”) on October 30, 2020 released a final regulation (the “Final 

Regulation”) relating to the consideration of non-pecuniary factors by fiduciaries of employee benefit plans 

(“Plans”) that are subject to the Employee Retirement Income Security Act of 1974 (“ERISA”).  The Final 

Regulation is expected to have a pointed impact on the use of environmental, social and governance (“ESG”) 

factors in the context of investment decisions.1  We previously discussed the DOL’s regulatory initiative regarding 

ESG in our June 2020 OnPoint titled An ESGciting Development - Proposed Regulation on ESG Considerations 

Under ERISA, which discussed the DOL’s proposed regulation regarding the consideration of ESG factors (the 

“Proposed Regulation”).2

In our June 2020 OnPoint, we noted that the DOL used what we described as an “arguably skeptical” tone 

regarding the merits considering ESG factors when investing retirement assets.  After the issuance of the 

Proposed Regulation, the DOL received thousands of submissions, most of which were in opposition to the 

Proposed Regulation.  In response to the comment letters, the DOL made a number of important changes to the 

Proposed Regulation. 

EXECUTIVE SUMMARY 

Introduction 

For decades, following the enactment of ERISA, the DOL under successive presidential administrations had put 

forth its own gloss on basic ERISA principles governing social investing.  With the Final Regulation, the DOL now 

uses actual regulatory language to address the current administration’s view on taking into consideration non-

pecuniary goals when investing on behalf of Plans with the hopes of enshrining those views with greater 

permanence. 

General principles under ERISA have always been clear: a Plan fiduciary may not subordinate economic returns 

to accommodate collateral goals.  This is because ERISA contains bedrock prudence and loyalty provisions that 

set forth negligence-type duties of care and requires that fiduciaries act solely in the interest of plan participants 

and beneficiaries and for the “exclusive purpose” of providing benefits and deferring administrative costs.  

The Final Regulation works within this existing framework to emphasize the need to focus on pecuniary factors.  

However, whereas in the past ERISA fiduciaries may have felt comfortable selecting strategies that included ESG 

factors so long as those factors would not be harmful to economic returns, the Final Regulation likely places more 

emphasis on requiring fiduciaries to justify the positive economic benefits of such strategies.  One key high-level 

effect of this regulatory initiative will arguably be to increase the focus of Plan fiduciaries and investment 

1  The DOL has also proposed a regulation that would apply to how fiduciaries under ERISA should consider decisions with 

respect to the voting of proxies and other exercises of shareholder rights associated with investments made by Plans.  As 

we noted in our September 2020 OnPoint regarding the proposal titled A DOL Proxy Vote Against ESG? – New ERISA 

Proposal May Limit Plans’ Exercise of Shareholder Rights, the proposed proxy regulation emphasizes economic value and 

proscribes subordinating a Plan’s interest to any “unrelated goals.”   

2  Another OnPoint, ERISA’s Social Goals? ESG Considerations Under ERISA (May 15, 2020), traces the development of 

the DOL’s ESG-related authority over the years and generally discusses ESG considerations under ERISA. 

https://www.dechert.com/knowledge/onpoint/2020/6/an-esgciting-development---proposed-regulation-on-esg-considerat.html
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managers alike on affirmatively identifying the positive economic benefit of ESG-type thinking, as opposed to 

proceeding on the basis that considering ESG may not be harmful to economic returns. 

The Framework of the Final Regulation  

The Final Regulation emphasizes the need for fiduciaries to look to pecuniary factors when selecting Plan 

investments and continues to require that consideration of non-pecuniary factors be empirical and supported by 

appropriate processes (including documentation in certain instances).  It expressly states that Plan fiduciaries are 

not permitted to sacrifice investment returns or take on additional investment risk to promote nonpecuniary 

benefits or any other non-pecuniary goals, and that a fiduciary may not subordinate the interests of the 

participants and beneficiaries in their retirement income or financial benefits under the Plan to other objectives.  

While references to ESG have been removed from the text of the Final Regulation, it does not specify when 

ESG-type considerations would be considered pecuniary.  In addition, the DOL, in the Preamble to the Final 

Regulation (the “Preamble”), indicated that the term “pecuniary factor” should be judged by generally accepted 

investment theories that a fiduciary could consider in making a prudent judgment.  In so doing, the DOL 

specifically stated that it did not intend to foreclose ERISA fiduciaries from considering emerging theories 

regarding investment practices. 

The Final Regulation begins by requiring Plan fiduciaries to consider the risk of loss and the opportunity for gain 

(or other return) associated with an investment or investment courses of action “compared to the opportunity for 

gain (or other return) associated with reasonably available alternatives with similar risks.”  In response to 

comments received in response to the Proposed Regulation, however, the Final Regulation requires a fiduciary to 

compare alternatives that are reasonably available under the circumstances, but not to “scour the market” or to 

consider every possible alternative. 

The Final Regulation provides that, if a fiduciary is unable to determine which investment is in the best interest of 

the Plan on the basis of pecuniary factors alone, the fiduciary may, with appropriate documentation, base the 

investment decision on non-pecuniary factors.  However, the DOL remains skeptical that a situation that would 

allow ESG-type considerations to be used as a tie-breaker in this way is anything more than theoretical. 

The Final Regulation will likely have particular relevance for participant-directed individual account plans (such as 

participant-directed “401(k)” plans).  The new rules generally apply to a fiduciary’s selection of designated 

investment alternatives under the Plan.  As a result, when assembling, choosing, or modifying an investment 

menu for participants’ investment choices, a fiduciary must evaluate the designated investment alternatives on 

the menu based solely on pecuniary factors.  However, the DOL noted expressly that it may be consistent with 

the interests of participants and beneficiaries in their retirement income or financial benefits to respond to 

participant demand in order to increase retirement plan savings or investments in contribution-creating jobs for 

current or future plan participants.  The Final Regulation generally makes clear that a fiduciary is not 

automatically prohibited from considering or including an investment alternative merely because it pursues ESG-

type goals, if the applicable rules are satisfied.  That said, alternatives may be added only if they can be justified 

solely on the basis of pecuniary factors.  Under no circumstances may any investment alternative be included in 

any qualified default investment alternative (“QDIA”) if its investment objectives or goals or its principal 

investment strategies include, consider or indicate the use non-pecuniary factors. 

Effective Date 

The Final Regulation will generally become effective sixty days after it is published in the Federal Register.  Plan 

fiduciaries will not be required to divest or cease any existing investment, investment course of action or 

designated investment alternative, even if originally selected using non-pecuniary factors in a manner prohibited 

by the Final Regulation.  
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PRACTICAL CONSIDERATIONS 

Generally speaking, the following may be among the practical implications arising out of the Final Regulation: 

 Strategies that trade returns for collateral benefits, such as ESG, will continue to face challenges, while 

strategies that do not feature adverse tradeoffs—and those that are able to demonstrate ESG factors as a 

positive pecuniary factor—may be better positioned to meet these new requirements. 

 Tie-breakers are possible between strategies that incorporate ESG factors and strategies that employ 

similarly situated alternatives without ESG factors, but only if such strategies are really tied on a pecuniary 

basis; however, the DOL remains highly skeptical that a true tie-breaker scenario is anything more than a 

theoretical possibility. 

 ESG-centric and -themed strategies may be less likely to be feasible for QDIAs unless the fiduciary can 

validate the pecuniary benefits of using ESG factors. 

 Investment strategies that disclose or discuss risk factors concerning the possibility of tradeoffs in 

investment returns in exchange for collateral benefits, such as ESG, may face heightened challenges.  

Investment managers trying to satisfy the ESG demands of different investor constituencies or that need 

to respond to different legal and regulatory regimes may face additional complexities and challenges—

especially where those constituencies (e.g., certain public sector plans not subject to ERISA) and 

regulatory regimes (e.g., developments in the European Union) come with viewpoints about ESG that are 

fundamentally different from the perspective of the Final Regulation. 

DISCUSSION 

Background 

For decades, following the enactment of ERISA, the DOL under successive presidential administrations had put 

forth its own gloss on basic principles governing economically targeted investments (“ETIs”) that were first 

outlined by the DOL in 1994.  However, these efforts had been pursued interpretively (i.e., in what has been 

referred to as “sub-regulatory” authority), and the DOL has never before sought to enshrine the treatment of 

ESG-type considerations in actual regulatory language.  The history of the DOL’s treatment of economically 

targeted investments is reviewed in our June 2020 OnPoint referred to above. 

With the Final Regulation, the DOL now uses actual regulatory language to address investing on the basis of 

non-pecuniary goals, thus allowing for the establishment of new rules that might not have been possible under 

existing statutory and regulatory language.  The Final Regulation also gives greater permanence to the current 

regulatory perspective relating to ESG under ERISA, as it is more difficult to alter regulatory language than to 

make iterative interpretations under the statutory and regulatory language in place at any particular time. 

It remains a fundamental underlying principle of the Final Regulation that, consistent with the DOL’s historic 

position, a Plan fiduciary may not subordinate economic returns to accommodate collateral goals.  As the DOL 

stated in the Preamble: “Providing secure retirement for American workers is the paramount, and eminently 

worthy, ‘social’ goal of ERISA plans; plan assets may never be enlisted in pursuit of other social or environmental 

objectives at the expense of ERISA’s fundamental purpose of providing secure and valuable retirement benefits.”   

As compared with the Proposed Regulation, the Final Regulation works more within ERISA’s existing framework 

to emphasize the need to focus on pecuniary factors.  While there is clear substantive impact on the 

consideration of ESG in connection with fiduciary decision-making, it can be argued that the Final Regulation 

https://www.dechert.com/knowledge/onpoint/2020/6/an-esgciting-development---proposed-regulation-on-esg-considerat.html
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generally does not dramatically change the current law’s overall approach.  In this way, the Final Regulation may 

be seen as, in some ways, bolstering traditional ERISA safeguards with additional process and documentation. 

Changes from the Proposed Regulation 

The Final Regulation differs in a number of significant ways from the Proposed Regulation.  Among the changes 

are: 

 A basic change in tone, including the elimination of the express questioning of ESG factors as permissible 

considerations. 

 The identification of certain factors as being legitimate considerations in breaking ties between equivalent 

investments. 

 New regulatory text setting forth required investment analysis and documentation requirements for 

circumstances in which Plan fiduciaries may use non-pecuniary factors to choose between or among 

investments that the fiduciary cannot distinguish based on pecuniary factors alone. 

 Modifications to the text to avoid suggesting that fiduciaries must scour the marketplace or look at an 

infinite number of possible alternatives as part of their evaluation. 

However, certain key aspects of the Proposed Regulation were retained, such as: 

 An overall emphasis on pecuniary as opposed to other (including social) considerations.  

 A requirement that fiduciaries consider reasonably available alternatives to meet their prudence duties 

under ERISA. 

 Permitting fiduciaries of individual account plans to consider or include, as designated investment 

alternatives, investment funds, products, or model portfolios that support non-pecuniary goals if the Plans 

allow participants and beneficiaries to choose from a broad range of investment alternatives. 

 A requirement that consideration of non-pecuniary factors be empirical and supported by processes 

(including, possibly, a need for additional documentation under certain conditions). 

 Continued expression of skepticism that two investment strategies may ever be equivalent so as to justify 

a tie-breaker approach. 

 Continued barriers to the use of ESG-weighted funds and ESG-themed funds as default investment 

alternatives under participant-directed individual account plans’ qualified default investment alternatives 

(“QDIAs”). 

The Provisions of the Final Regulation  

Overview 

The Final Regulation sets forth fiduciary standards for selecting and monitoring investments held by Plans, and 

addresses the scope of fiduciary duties surrounding nonpecuniary issues.  Unlike the Proposed Regulation, the 

text of the Final Regulation does not contain express references to ESG.  Instead, the Final Regulation makes 

reference only to pecuniary and non-pecuniary factors in determining the relevant fiduciary investment duties.  

The DOL noted in the Preamble that the terms used to describe certain non-pecuniary benefits “do not have a 
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uniform meaning and the terminology is evolving” and that by “conflating unrelated environmental, social, and 

corporate governance factors into a single term, ESG invites a less than appropriately rigorous analytical 

approach in evaluating whether any given E, S, or G consideration presents a material business risk or 

opportunity to a company that corporate officers and directors should manage as part of the company’s business 

plan and that qualified investment professionals would treat as economic considerations in evaluating an 

investment in that company.”  The DOL further noted that adopting ESG terminology “invites the arguments” that 

“all manner of ESG considerations are always and in every case a pecuniary factor that must be considered as 

such in all investment decisions, or even that ESG should be a mandatory investment strategy for prudent 

fiduciaries.” 

Although the text of the Final Regulation does not mention ESG specifically, the Preamble observes the “steady 

upward trend” in the use of the term “ESG” by asset managers as well as “an increase in asset flows into ESG 

funds.”  The DOL observed that ESG investing has engendered “important and substantial questions” particularly 

considering the “lack of precision and consistency in the marketplace with respect to defining ESG investments 

and strategies, as well as shortcomings in the rigor of the prudence and loyalty analysis by some participating in 

the ESG investment marketplace.”  The DOL further took note of the fact that ESG funds “often come with higher 

fees,” as well as the Securities and Exchange Commission’s recent focus in its examination priorities on “the 

accuracy and adequacy of disclosures” with regard to ESG strategies. 

Prudence/Loyalty – in General 

Paragraph (a) of the Final Regulation, after restating the applicable statutory rules, amends the existing 

regulation by expressly adding a reference to the duty of loyalty that is manifested by ERISA’s “exclusive 

purpose” requirement to the existing duty of prudence with respect to investment duties. 

Paragraph (b) contains general rules relating to prudence and the consideration of an investment or investment 

course of action taken by a Plan fiduciary.  In Paragraph (b)(2), where rules relating to “appropriate 

consideration” are spelled out, the DOL added new language to state that the consideration of risk and loss and 

the opportunity for gain (or other return) associated with the investment or investment courses of action should 

take place “compared to the opportunity for gain (or other return) associated with reasonably available 

alternatives with similar risks.” 

Under the Final Regulation, a fiduciary is required to compare alternatives that are reasonably available under 

the circumstances.  According to the Preamble, the DOL decided to substitute the “available alternative 

investments” standard with the phrase “reasonably available alternatives” not only to confirm that the rule does 

not “require fiduciaries to scour the market or to consider every possible alternative,” but also, in what appears to 

be a softening from the Proposed Regulation, to “allow for the possibility that the characteristics and purposes 

served by a given investment or investment course of action may be sufficiently rare that a fiduciary could 

prudently determine, and document, that there were no other reasonably available alternatives for purpose of this 

comparison requirement.”  

Pecuniary Factors 

Paragraph (c)(1) of the Final Regulation retains the requirement in the Proposed Regulation that fiduciary 

evaluation of an investment must be focused only on pecuniary factors.  Importantly, the Final Regulation’s 

paragraph (c)(1) is a legal requirement and not merely a safe harbor.  Of critical importance is that the Final 

Regulation expressly states that Plan fiduciaries are not permitted to sacrifice investment return or take on 

additional investment risk to promote nonpecuniary benefits or any other non-pecuniary goals.  The Final 

Regulation’s text also importantly states that a fiduciary may not subordinate the interests of the participants and 

beneficiaries in their retirement income or financial benefits under the Plan to other objectives.  The provision 

continues by stating the general requirement that the weight given to any pecuniary factor by a fiduciary should 
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appropriately reflect a prudent assessment of its impact on risk and return.  It is ultimately the DOL’s intention to 

“separate the legitimate use of risk-return factors from inappropriate investments that sacrifice investment return, 

increase costs, or assume additional investment risk to promote non-pecuniary benefits or objectives.” 

In the Proposed Regulation, the DOL provided that “[e]nvironmental, social, corporate governance, or other 

similarly oriented considerations are pecuniary factors only if they present economic risks or opportunities that 

qualified investment professionals would treat as material economic considerations under generally accepted 

investment theories.”  In contrast to the Proposed Regulation, the Final Regulation does not specify when ESG 

and “other similarly oriented considerations” would be considered pecuniary.  According to the Preamble, the 

DOL chose not to include a provision in the Final Regulation that further clarifies this term, and elected to “rely on 

the definition of pecuniary factor as the governor for investment decisions without specifically constraining the 

criteria that a fiduciary could consider in making a prudent judgment.”  Nevertheless, in the Final Regulation the 

DOL stated that it “believes that it would be consistent with ERISA and the Final Regulation for a fiduciary to treat 

a given factor or consideration as pecuniary if it presents economic risks or opportunities that qualified investment 

professionals would treat as material economic considerations under generally accepted investment theories.” 

The Preamble emphasizes that this provision should not be read as “a limitation on the ability of ERISA 

fiduciaries to consider all relevant factors in evaluating whether factors may have a ‘material effect on the return 

and risk of an investment.’”  Rather, according to the DOL, a fiduciary “satisfies its obligations under paragraph 

(c)(1) by evaluating factors that are expected to result in a material difference among reasonably available 

alternatives with respect to risk and/or return.”  Indeed, the DOL noted that a fund manager’s “brand or 

reputation” would be considered “pecuniary” if the fiduciary would prudently conclude that the brand or reputation 

“will materially affect the expected risk and/or return [of] funds.”3  Preferences as to investment structure (i.e., a 

mutual fund vs. collective investment fund) may be legitimate considerations “because of the protection the 

fiduciary believes the particular regulatory regime offers.”  In addition, the DOL noted that it did not intend “to 

foreclose ERISA fiduciaries from considering emerging theories regarding prudent investment practices or 

otherwise freeze investment practice as of the date of the rule.” 

Tie-Breakers  

Paragraph (c)(2) of the Final Regulation provides that, if a fiduciary is unable to determine which investment is in 

the best interests of the Plan on the basis of pecuniary factors alone, the fiduciary may base the investment 

decision on non-pecuniary factors, provided the fiduciary documents the following: (i) why pecuniary factors were 

not sufficient to select the investment or investment course of action; (ii) how the investment compares to the 

alternative investments with regard to diversification, liquidity and current return relative to anticipated cash flow 

requirements, and the projected return relative to funding objectives; and (iii) how the chosen non-pecuniary 

factor or factors are consistent with the interests of the participants and beneficiaries in their retirement income or 

financial benefits under the Plan.  With respect to the third documentation requirement, the Preamble cautions 

that, when a fiduciary makes an investment decision based on non-pecuniary factors as permitted under the Final 

Regulation, the fiduciary remains subject to ERISA’s general loyalty obligation and must act in a manner that is 

consistent with the interests of participants and beneficiaries in their retirement income or financial benefits.   

The Proposed Regulation had used the term “economically indistinguishable” which raised a number of 

comments and concerns.  Many commenters worried that this would require fiduciaries to conclude that 

competing investment options would need to be identical in each and every respect before the tie-breaker 

provision would be available.  The DOL, in the Final Regulation, does not demand that investments be “identical 

in each and every respect before the tie-breaker provision would be available”; rather, the tie-breaker test 

3  Similarly, net expenses incurred by the Plan (for example, for plan administration or plan disclosures) would be considered 

pecuniary if they are expected to “materially affect the risk and return of one alternative as compared to another.” 
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focuses on “situations in which the fiduciary is unable to distinguish investment alternatives on the basis of 

pecuniary factors alone” (provided the fiduciary documents certain specified matters).  However, the DOL 

remains skeptical that a situation that would allow ESG-type considerations to be used to break a tie is anything 

more than theoretical, and stated in the Preamble that “investment options that cannot be distinguished on the 

basis of pecuniary factors occur very rarely in practice, if at all.”

Participant Directed Individual Account Plans. 

Paragraph (d) of the Final Regulation is, again, a legal requirement and not a safe harbor.  Paragraph (d)(1) 

provides that the standards set forth in paragraph (a) (relating to the statutory duties of loyalty and prudence) and 

paragraph (c) (the pecuniary-only and anti-subordination provisions, including the tie-breaker test) of the Final 

Regulation apply to a fiduciary’s selection of designated investment alternatives that will be made available to 

participants and beneficiaries for investing their individual accounts.  Thus, prudence and loyalty duties that apply 

generally to evaluating investments under ERISA (such as stock selection) also apply to a fiduciary’s evaluation 

and selection of designated investment alternatives from which participants and beneficiaries select where to 

direct their retirement assets.  As a result, when assembling, choosing, or modifying an investment menu for 

participants’ investment choices, a fiduciary must evaluate the designated investment alternatives on the menu 

based solely on pecuniary factors, not subordinate the interests of participants to unrelated objectives, and not 

sacrifice investment returns or take on additional investment risk to promote non-pecuniary objectives or goals.   

As an example of meeting the loyalty obligation, the DOL importantly noted expressly that it may be consistent 

with the interests of participants and beneficiaries in their retirement income or financial benefits to respond to 

participant demand in order to increase retirement savings or investments in contribution creating jobs for current 

or future plan participants.  Conversely, the Preamble notes that investment decisions based on which 

investment would bring greater personal accolades to the chief executive officer of the sponsoring employer, or 

based solely on a fiduciary’s personal policy preferences, are expressly identified as not being consistent with the 

relevant interests of participants and beneficiaries. 

Paragraph (d)(2) of the Final Regulation reinforces the principles in paragraph (d)(1) by providing that a fiduciary 

is not automatically prohibited from considering or including as an option for an individual account plan an 

investment fund, product, or model portfolio merely because it promotes, seeks, or supports non-pecuniary goals, 

provided that the fiduciary satisfies the general requirements of the regulation (i.e., paragraphs (a) and (c)) in 

selecting any such fund, product or portfolio.  This provision makes it clear that fiduciaries are indeed permitted to 

add, to platforms or menus, designated investment alternatives that may produce collateral benefits or otherwise 

are viewed as socially desirable.  But, importantly, and consistent with the broad themes of the Final Regulation 

and the DOL’s past historical position, these alternatives may be added only if they can be justified solely on the 

basis of pecuniary factors.  Fiduciaries who choose investments with expected reduced returns or greater risks to 

secure non-pecuniary benefits would be in violation of ERISA.  The DOL cautions that fiduciaries who are 

considering investment alternatives for individual account plans should “carefully review” the prospectus or other 

investment disclosures for statements regarding ESG investment policies and investment approaches and that 

fiduciaries should be “particularly cautious” in exercising their diligence obligations under ERISA when 

disclosures in a fund’s investment objectives or goals or its principal investment strategies contain references to 

non-pecuniary factors or collateral benefits. 

Paragraph (d)(2)(ii) of the Final Regulation provides special treatment for QDIAs.  QDIAs have become an 

important feature in the market, especially in light of the flow of assets into QDIAs as a result of the role QDIAs 

play as default investment alternatives, and in the Preamble the DOL confirms its encouragement of Plans to 

offer QDIAs. 
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In the Preamble, the DOL explained that QDIAs warrant special treatment under the Final Regulation because 

they are “unique arrangements under ERISA that help ensure . . . the retirement savings of plan participants who 

have not provided affirmative investment directions for their individual accounts.”  Paragraph (d)(2)(ii) expressly 

provides that in no circumstances may any investment fund, product, or model portfolio be “added as, or as a 

component of, a QDIA if its investment objectives or goals or its principal investment strategies include, consider, 

or indicate the use of one or more non-pecuniary factors.”  Presumably, ESG-centric or ESG-themed strategies 

that are able to demonstrate valid favorable pecuniary returns would be permitted as a component to a QDIA. 

In contrast to the Proposed Rule, the Final Regulation clarifies that the special rule for QDIAs is not focused on 

whether an investment alternative employs or applies any particular ESG factors in operation.  Paragraph 

(d)(2)(ii) focuses on whether the investment alternative includes, considers, or indicates the use of non-pecuniary 

factors in its investment objectives or goals or its principal investment strategies.  The Final Regulation clarifies 

that the special rule for QDIAs only prevents an otherwise acceptable designated investment alternative from 

being selected as a QDIA if it, or any of its components, has investment objectives or goals or principal 

investment strategies that include, consider, or indicate the use of one or more non-pecuniary factors.  In that 

case, a designated investment alternative could not be a QDIA even if it otherwise could have been permissibly 

selected as a designated investment alternative looking only at pecuniary factors.4

EFFECTIVE DATE 

The Final Regulation will generally become effective 60 days after it is published in the Federal Register, and will 

apply prospectively in its entirety to investments made and investment courses of action taken after such date.  

Plans have until April 30, 2022 to make any changes to QDIAs, where necessary to comply with the requirements 

of the Final Regulation.  The Final Regulation’s effective date will be before any change in presidential 

administrations, thus potentially insulating it from being frozen by the type of administrative action that has been 

taken early in recent prior administrations with respect to still-pending regulatory efforts.5

4  In the Preamble, the DOL explained its restrictive treatment of QDIAs as follows:  

ERISA is a statute whose overriding concern relevant here has always been providing a secure 

retirement for America’s workers and retirees, and it is inappropriate for participants to be 

defaulted into a retirement savings fund that may have other objectives absent their affirmative 

decision.  This is especially true if the default investment alternative, or any of its components, 

has investment objectives or principal strategies that reflect one or more non-pecuniary factors.  

The use of nonpecuniary factors, even if co-existing with financially-oriented strategies or goals, 

raise questions as to the extent to which the QDIA’s managers may be forgoing financial returns 

in pursuit of non-financial objectives. 

. . . . 

[Thus, the DOL] agrees with those commenters who believe a heightened prophylactic approach 

for QDIAs is the best course of action [because QDIAs] by definition exist for participants and 

beneficiaries who do not actively direct their investments, and by operation tend to sweep in 

many participants and beneficiaries with less investment experience and sophistication than 

more active investors. . . . 

5  See Memorandum for the Heads of Executive Departments and Agencies from Rahm Emanuel (Jan. 20, 2009) (available 

at: http://media.washingtonpost.com/wp-srv/politics/documents/emanuel-regulatory-review.pdf) (memo from President 

Obama ordering that effective as of the first date of the administration no new regulation be sent to the Federal Register, 

all pending regulation be withdrawn, and certain regulation previously published will have their effective date extended); 

Memorandum for the Heads of Executive Departments and Agencies from Reince Priebus (Jan. 20, 2017) (available at: 

https://www.whitehouse.gov/presidential-actions/memorandum-heads-executive-departments-agencies/) (providing for 

similar orders). 
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Plan fiduciaries will not be required to divest or cease any existing investment, investment course of action or 

designated investment alternative, even if originally selected using non-pecuniary factors in a manner prohibited 

by the Final Regulation.  However, after the effective date, all decisions regarding such investments, investment 

courses of action and designated investment alternatives, including decisions that are part of a fiduciary’s 

ongoing monitoring requirements, must comply with the Final Regulation.  The DOL noted that, although it 

believes that much of the Final Regulation “explains pre-existing duties under the statute,” it does not intend to 

pursue enforcement (and does not believe any private action would be viable) pertaining to any action taken with 

respect to an investment by a Plan fiduciary prior to the effective date of the Final Regulation. 

An item to consider is whether the Final Regulation might be reviewed (and potentially overturned) by the 

Congressional Review Act (the “CRA”), an oversight tool that Congress may use to overturn rules issued by 

federal agencies.  The CRA generally requires agencies to report on their rulemaking activities to Congress and 

provides Congress with a special set of procedures under which to consider legislation to overturn those rules.  

Considering the possible upcoming change in administration, it is possible (although, particularly in light of the 

DOL’s changes from the Proposed Regulation, by no means certain) that there may be CRA review of the Final 

Regulation.6

CONCLUSION 

The Final Regulation represents the current administration’s attempts to address its concerns arising from the 

growth in ESG and other collateral considerations.  While over time the DOL has addressed ESG-type concerns 

through interpretive sub-regulatory guidance, the new rules are now actually enshrined in regulations.   

It remains a fundamental underlying principle of the Final Regulation that, consistently with the DOL’s historic 

position, a Plan fiduciary may not subordinate economic returns to accommodate collateral goals.  Nevertheless, 

the Final Regulation would seem to permit ESG-type factors to be considered to the extent they deliver on 

pecuniary objectives.  If it can be shown empirically that considering ESG factors can actually deliver better 

returns for Plans, the arguments in favor of considering ESG factors would seem naturally to improve.  Under that 

paradigm, ESG factors could be viewed as positive considerations that are permissibly taken into account.  In all 

cases, the Plan fiduciary will need to reach the appropriate conclusions and document them.  

It is also worthy of note that the extent to which the analysis under ERISA will influence or otherwise affect the 

analysis under state and local law, and in non-U.S. jurisdictions, is unclear.  Similar concerns may arise as 

investment managers work to develop strategies that can simultaneously satisfy the regulatory demands of the 

Final Regulation and the commercial desires and regulatory needs of competing investor constituencies.  To the 

extent that those dynamics present tensions, it would appear to increase challenges for investment managers in 

how they describe and present the material terms and risks associated with their strategies.  We would expect 

that this tension will become more pronounced for many. 

Ultimately, it can be argued that the Final Regulation generally does not itself dramatically change the current 

law’s overall approach.  Indeed, it is fair to say that some observers believe that the Final Regulation is more 

consistent with ERISA’s historical framework.  That being the case, the Final Regulation may be seen in some 

ways as bolstering traditional ERISA safeguards with additional process and documentation requirements.   

The Final Regulation is undeniably important, and a key high-level effect of this regulatory initiative will arguably 

be to increase the focus of Plan fiduciaries and managers on affirmatively identifying the positive economic 

6  As of January 2020, the CRA had been used to overturn a total of 17 rules.  Sixteen of those rules were overturned in the 

115th Congress (2017-2018).  
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benefit of ESG-type thinking, as opposed to proceeding on the basis that considering ESG may not be harmful to 

economic returns.  

* * * 

If you would like to discuss the Regulation or other ESG considerations under ERISA, or any aspect of ERISA’s 

fiduciary rules, please contact any of the Dechert attorneys listed below or any Dechert attorney with whom you 

regularly work. 
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Overview 

At the end of last week, on December 11, 2020, the Department of Labor (the “DOL”) released a Final Rule, Fiduciary 

Duties Regarding Proxy Voting and Shareholder Rights (the “Final Rule”)1, which addresses the application of the 

prudence and exclusive purpose duties under the Employee Retirement Income Security Act of 1974 (“ERISA”) to the 

exercise of shareholder rights, including proxy voting, the use of written proxy voting policies and guidelines and the 

selection and monitoring of proxy advisory firms.  The Final Rule comes after the DOL’s September 4, 2020 proposal

(the “Proposed Rule”),2 which we previously discussed in an OnPoint.3The Final Rule will become effective on 

January 15, 2021. 

The Final Rule was released after the October 30, 2020 release of another final rule under ERISA, Financial Factors 

in Selecting Plan Investments (the “Pecuniary Rule”)4, which relates to the consideration of non-pecuniary factors by 

fiduciaries of ERISA accounts (“Plans”) and requires Plan fiduciaries to select investments and investment courses of 

action based solely on financial considerations.  We generally discussed economic, social and governance (“ESG”) 

considerations in the ERISA context in a prior OnPoint5, and we discussed the Pecuniary Rule in two prior OnPoints 

that were released in June and November.6

In response to the Proposed Rule, the DOL received approximately 300 written comments and an additional 6,700 

submissions in response to petitions.  According to the DOL, the Final Rule reflects “significant modifications to the 

[Proposed Rule] based on the public record and commenters’ feedback.”   

Indeed, while some may have wondered why this initiative was needed at all, the DOL noted in the preamble to the 

Final Rule (“Preamble”) that it did not believe that it was necessary to “establish specific evidence of fiduciary 

misunderstandings or injury to Plans or to Plan participants” in order to issue the Final Regulation.   

1 85 FR 81658 (available at https://www.govinfo.gov/content/pkg/FR-2020-12-16/pdf/2020-27465.pdf). 

2 85 FR 55219 (available at: https://www.federalregister.gov/documents/2020/09/04/2020-19472/fiduciary-duties-regarding-proxy-

voting-and-shareholder-rights). 

3 A DOL Proxy Vote Against ESG? – New ERISA Proposal May Limit Plans’ Exercise of Shareholder Rights (September 14, 2020) 

(available at: https://www.dechert.com/knowledge/onpoint/2020/9/a-dol-proxy-vote-against-esg----new-erisa-proposal-may-limit-

pla.html). 

4 85 FR 72846 (available at: https://www.federalregister.gov/documents/2020/11/13/2020-24515/financial-factors-in-selecting-plan-

investments). 

5 ERISA’s Social Goals? ESG Considerations Under ERISA (May 15, 2020) (available at: 

https://www.dechert.com/knowledge/onpoint/2020/5/erisa-s-social-goals--esg-considerations-under-erisa.html). 

6 An ESGciting Development - Proposed Regulation on ESG Considerations Under ERISA (June 30, 2020) (available at 

https://www.dechert.com/knowledge/onpoint/2020/6/an-esgciting-development---proposed-regulation-on-esg-considerat.html) and 

An ESGplanation of ERISA's New Regulation on Social Investing (November 12, 2020) (available at: 

https://www.dechert.com/knowledge/onpoint/2020/11/an-esgplanation-of-erisa-s-new-regulation-on-social-investing.html). 

https://www.govinfo.gov/content/pkg/FR-2020-12-16/pdf/2020-27465.pdf
https://www.govinfo.gov/content/pkg/FR-2020-12-16/pdf/2020-27465.pdf
https://www.govinfo.gov/content/pkg/FR-2020-12-16/pdf/2020-27465.pdf
https://www.govinfo.gov/content/pkg/FR-2020-12-16/pdf/2020-27465.pdf
https://www.govinfo.gov/content/pkg/FR-2020-12-16/pdf/2020-27465.pdf
https://www.federalregister.gov/documents/2020/09/04/2020-19472/fiduciary-duties-regarding-proxy-voting-and-shareholder-rights
https://www.dechert.com/knowledge/onpoint/2020/9/a-dol-proxy-vote-against-esg----new-erisa-proposal-may-limit-pla.html
https://www.federalregister.gov/documents/2020/11/13/2020-24515/financial-factors-in-selecting-plan-investments
https://www.federalregister.gov/documents/2020/11/13/2020-24515/financial-factors-in-selecting-plan-investments
https://www.federalregister.gov/documents/2020/11/13/2020-24515/financial-factors-in-selecting-plan-investments
https://www.federalregister.gov/documents/2020/11/13/2020-24515/financial-factors-in-selecting-plan-investments
https://www.federalregister.gov/documents/2020/11/13/2020-24515/financial-factors-in-selecting-plan-investments
https://www.dechert.com/knowledge/onpoint/2020/5/erisa-s-social-goals--esg-considerations-under-erisa.html
https://www.dechert.com/knowledge/onpoint/2020/6/an-esgciting-development---proposed-regulation-on-esg-considerat.html
https://www.dechert.com/knowledge/onpoint/2020/11/an-esgplanation-of-erisa-s-new-regulation-on-social-investing.html
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The Final Rule will become effective on January 15, 2021.  The Final Rule will thus be effective prior to the 

presidential inauguration that will take place on January 20, 2021 (and therefore presumably not subject to any freeze 

on as-yet not effective regulations that may be affected by an incoming administration).  Of note, the Regulatory 

Impact Analysis to the Final Rule (the “Regulatory Impact Analysis”) states that it is the DOL’s belief that “many 

fiduciaries already are compliant with the Final Rule,” because they are currently “meeting the requirements of the 

Department’s sub-regulatory guidance and prudently conducting their business operations to satisfy their fiduciary 

obligations as required by ERISA.”7

SUMMARY 

According to the DOL, the Final Rule seeks to address a purported misconception that Plan fiduciaries are required 

always to vote proxies in order to fulfill their obligations under ERISA.  The Final Rule clarifies that one’s fiduciary 

duty under ERISA does not require the voting of every proxy, rather a fiduciary must simply act prudently and solely 

in the interest of Plan participants and beneficiaries when deciding whether to vote and when voting.  And it includes 

a safe harbor provision, modified from the Proposed Rule, pursuant to which Plan fiduciaries may adopt proxy voting 

policies and parameters prudently designed to serve the Plan’s economic interest that provide optional means for 

satisfying their fiduciary responsibilities with regard to the determination of whether to vote under ERISA. 

Although the Final Rule continues to restate the central theme of the Proposed Rule—that, when deciding whether to 

vote and when voting, fiduciaries, must “carry out their duties prudently and solely in the interests of the participants 

and beneficiaries and for the exclusive purpose of providing benefits to participants and beneficiaries and defraying 

the reasonable expenses of administering the Plan”—it departs from the Proposed Rule’s prescriptive approach in 

favor of a more principles-based one.  The Final Rule focuses instead on whether a fiduciary has a prudent process 

in place for proxy voting and other exercises of shareholder rights.8

The Final Rule’s approach includes a list of principles that fiduciaries must comply with when making decisions on 

exercising shareholder rights, including acting solely in accordance with the economic interest of the Plan and its 

participants and beneficiaries, considering costs, not subordinating the interests of the participants and beneficiaries 

in their retirement income or financial benefits under the Plan to any non-pecuniary objective, not promoting non-

pecuniary benefits or goals unrelated to the financial interests of the Plan’s participants and beneficiaries, and 

evaluating material facts that form the basis for the proxy vote.  

7 The Regulatory Impact Analysis further notes that the DOL understands that most of the relevant fiduciary duties and activities, 

including those contemplated under the Final Rule, will “reside with . . . [and be] performed by, third-party asset managers, as is 

already common practice.”  The Regulatory Impact Analysis also noted that such asset managers “are often large and provide the 

relevant fiduciary services for a large number of plans.” 

8 Importantly, the Final Rule does not just apply to formal proxy votes but to the exercise of its shareholder rights to monitor or 

influence management.  As the Preamble notes: “The Department believes that the exercise of shareholder rights to monitor or 

influence management, which may occur in lieu of, or in connection with, formal proxy proposals is just as much an issue of fiduciary 

management of the investment asset as proxy voting and accordingly should be covered by the final rule.”  However, it is noted that 

the Final Rule does not apply to a Plan fiduciary’s review of the proxy-related practices of mutual funds in which a Plan may choose 

to invest: “the Department does not intend that Plan fiduciaries apply the standards of the rule in reviewing, analyzing, or making a 

judgment on the proxy voting practices of the mutual funds in which the Plan invests.”
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DISCUSSION 

Purpose and Costs/Benefits of the Proxy Initiative 

The Preamble explains that the Final Rule is intended, in part, to address “the misunderstanding that exists on the 

part of some stakeholders that ERISA fiduciaries are required to vote all proxies.”  The Final Rule, according to the 

Preamble, is intended to “direct fiduciaries to act in a manner consistent with the economic interests of Plans and 

Plan participants that does not subordinate their interests to any non-pecuniary objectives or promote goals unrelated 

to the financial interests of participants and beneficiaries.”   

The road to the Final Rule was not straightforward.  There were strong reactions on both sides of the argument as to 

whether a rule should be finalized in its current form.  Following the Proposed Rule, some commenters agreed with 

the rule, arguing that the benefits of the proxy voting are “dubious at best” and that the short-term costs are non-trivial 

and the long-term future benefits are highly speculative.  Others took the opposing view, arguing that the research 

shows positive benefits from proxy voting, that the DOL’s impact analysis was “fundamentally flawed,” that the DOL’s 

analysis overstated the current costs of proxy voting and understated the new costs that Plans would incur if the rule 

was finalized, and neglected to account for benefits to proxy voting that the proposal appeared to classify as “non-

economic” in nature yet have been linked to better financial performance.  Commenters also expressed concern that 

the rule would discourage voting and that less proxy voting by ERISA investors would increase the influence of non-

ERISA investors. 

After considering the comments that had been submitted in response to the Proposed Rule – and in particular with 

respect to the measurement of possible costs, benefits and transfers associated with the Proposed Rule – the DOL 

agreed generally with commenters that “there is uncertainty regarding the costs and benefits of proxy voting activities 

of ERISA plans, both currently and under the terms of the proposed regulation,” and that the DOL “still lacks critical 

information that would allow it to [. . .] produce a more accurate measure of the cost of the final rule’s requirements.”  

Ultimately, however, the DOL determined that due to “significant revisions” that it had made to the Proposed Rule in 

response to comments on the proposal, the Final Rule’s cost impact was “substantially less than the proposal” due to 

“significant revisions to the required actions of a Plan fiduciary that were made in the final rule in response to 

comments on the proposal.”  The DOL explained that it had determined to go forward with the Final Rule because it 

believed that:   

The Final Rule would benefit ERISA covered plans, as it provides guidance regarding how ERISA’s fiduciary duties 

apply to proxy voting and in particular when fiduciaries should refrain from voting.  Plan fiduciaries will be able to 

conserve plan assets as they refrain from researching and voting on proposals that are unlikely to have a material 

effect on the investment performance of the Plan’s portfolio, and thereby increase the return on plan assets.  

It is noted that the Preamble to the Final Rule references the “ongoing proxy reform initiative” of the SEC9 and states 

that the DOL relied on the SEC’s rulemaking as a “vehicle” to coordinate many of the fiduciary concepts included in 

the Final Rule. 

Skepticism concerning ESG and collateral considerations informed, at least in part, the Proposed Rule.  Although the 

Final Rule doesn’t address ESG as directly as did the Proposed Rule, the Preamble still cautions fiduciaries that the 

use of plan assets to further “policy-related or political issues, including ESG issues,” would “violate the prudence and 

exclusive purpose requirements of ERISA” unless such activities are “undertaken solely in accordance with the 

economic interests of the Plan and its participants and beneficiaries.”  The Preamble takes issue with some 

9 See e.g., Commission Guidance Regarding Proxy Voting Responsibilities of Investment Advisers, 84 FR 47420 (Sept. 10, 2019) 

and Exemptions from the Proxy Rules for Proxy Voting Advice, 85 FR 55082 (Sept. 3, 2020). 
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commenters who suggested that the Proposed Rule was a “not-so-thinly-veiled, policy-based judgment against the 

value of ESG shareholder proposals.”  In response, the DOL noted that it “recognizes rather than ignores the 

economic literature” that may support the case for considering ESG factors, when done in accordance with “generally 

accepted investment theories.”  The DOL cautioned, however, that a fiduciary should not assume that “combining 

ESG factors into a single rating, index, or score creates an amalgamated factor that is itself pecuniary.”  The DOL 

explained that the Final Rule and the Pecuniary Rule sought to make clear that, “from a fiduciary perspective, the 

relevant question is not whether a factor under consideration is ’’ESG,’’ but whether it is a pecuniary factor relevant to 

the exercise of a shareholder right or to an evaluation of the investment or investment course of action.”10 In 

particular, the DOL cautioned that Plan fiduciaries should not generally “fund advocacy, press, or mailing campaigns 

on shareholder resolutions, call special shareholder meetings, or initiate or actively sponsor proxy fights on 

environmental or social issues relating to such companies, unless the responsible Plan fiduciary concludes that such 

activities (alone or together with other shareholders) are appropriate after applying the considerations set forth in the 

Final Rule.”11

The Final Rule, Generally 

The Final Rule amends the DOL’s Investment Duties regulation12 with respect to proxy voting and the exercise of 

shareholder rights.  

The Final Rule requires Plan fiduciaries, when deciding whether to exercise shareholder rights and when exercising 

such rights, including the voting of proxies, to carry out their duties prudently and solely in the interests of the Plan 

participants and beneficiaries and for the exclusive purpose of providing benefits to participants and beneficiaries and 

defraying the reasonable expenses of administering the Plan.  

The Final Rule includes a list of principles that fiduciaries must comply with when making decisions on exercising 

shareholder rights, including proxy voting, in order to meet their prudence and loyalty duties under ERISA, including 

the duty to act solely in accordance with the economic interest of the Plan and its participants and beneficiaries and 

not subordinate the interests of the participants and beneficiaries in their retirement income or financial benefits under 

10 The full quote from the Preamble is as follows:  

A number of commenters asserted that the proposal was a not-so-thinly-veiled, policy-based judgment against the value of ESG 

shareholder proposals.  They argued that this judgment is not the Department’s to make; rather, it is the role of Plan fiduciaries 

to make such judgments, and ESG proposals are material to shareholder decision making and an important part of the due 

diligence of fiduciaries in constructing long-term, diversified portfolios.  The Department disagrees with these commenters.  This 

rulemaking project, similar to the recently published final rule on ERISA fiduciaries’ consideration of financial factors in 

investment decisions, recognizes, rather than ignores, the economic literature and fiduciary investment experience that show a 

particular ‘‘E,’’ ‘‘S,’’ or ‘‘G’’ consideration may present issues of material business risk or opportunities to a specific company that 

its officers and directors need to manage as part of the company’s business plan and that qualified investment professionals 

would treat as economic considerations under generally accepted investment theories.  However, the Department recognizes 

that other ‘‘E,’’ ‘‘S,’’ or ‘‘G’’ factors may be nonpecuniary and a fiduciary should not assume that combining ESG factors into a 

single rating, index, or score creates an amalgamated factor that is itself pecuniary.  Rather, this final rule and the financial 

factors rule sought to make clear that, from a fiduciary perspective, the relevant question is not whether a factor under 

consideration is ’’ESG,’’ but whether it is a pecuniary factor relevant to the exercise of a shareholder right or to an evaluation of 

the investment or investment course of action.  

11 The DOL also noted that “it would not be appropriate for Plan fiduciaries, including appointed investment managers, to incur 

expenses to engage in direct negotiations with the board or management of publicly held companies with respect to which the Plan 

is just one of many investors.”  It remains to see how this may be interpreted.

12 29 CFR 2550.404a-1.



Dechert LLP

December 2020 Page 6 

the Plan to any non-pecuniary objective, or promote non-pecuniary benefits or goals unrelated to the financial 

interests of the Plan’s participants and beneficiaries.  

The Final Rule includes specific language to make clear that Plan fiduciaries do not have an obligation to vote all 

proxies.  And finally, it also includes a safe harbor provision, pursuant to which Plan fiduciaries may adopt proxy 

voting policies and parameters prudently designed to serve the Plan’s economic interest that provide optional means 

for satisfying their fiduciary responsibilities regarding determining whether to vote under ERISA. 

Principles-Based Approach 

The Proposed Rule had (i) stated that an ERISA fiduciary must vote on matters it determines would have an 

economic impact; and must not vote on matters it determines would not; (ii) reinforced the DOL’s belief that the 

consideration of non-pecuniary factors, including ESG-related matters, can result in breaches of ERISA’s fiduciary 

duties; (iii) approved permissive categories that would allow a Plan fiduciary not to vote on matters that the fiduciary 

believes will only have a marginal impact, or economic benefit to the Plan, particularly where the Plan’s economic 

interest is de minimis; (iv) required that Plan fiduciaries (including discretionary investment managers) demonstrate 

the basis for particular proxy votes and other exercises of shareholder rights and investigate material facts that form 

the basis for any particular proxy vote; and (v) cast skepticism on the use of proxy-advisory services unless their 

recommendations conform to the standards of the Proposed Rule. 

Rather than instituting a more prescriptive process, the Final Rule focuses instead on whether a fiduciary has a 

prudent process for proxy voting and other exercises of shareholder rights.  Thus, the Final Rule removes a number 

of the prescriptive requirements from the core section of the Proposed Regulation, which listed the requirements of 

what a Plan fiduciary must do in order to fulfill its fiduciary obligations. 

In particular, the Proposed Rule provided that a Plan fiduciary must vote any proxy where the fiduciary prudently 

determined that the matter being voted upon would have an economic impact on the Plan after considering certain 

factors enumerated in the rule and taking into account the costs involved, and that a Plan fiduciary must not vote any 

proxy unless the fiduciary prudently determined that the matter being voted upon would have an economic impact on 

the Plan after considering those factors and taking into account the costs involved. 

Many commenters took issue with this prescriptive approach.  The Preamble quotes one commenter who 

characterized the “must vote/must not vote” requirement as placing the fiduciary in a “high risk compliance dilemma” 

that could not be resolved without expending funds on analysis and documentation, without knowing in advance 

whether the expenditure was allowable.  Others commenters raised concerns that the rule was unclear as to how to 

establish whether an economic basis would be strong enough to justify voting and that it could be difficult, if not 

impossible, to ascertain whether a matter would have a future economic impact.  Still others raised practical issues 

with respect to an obligation to not vote.  Some explained that failing to vote could have the effect of a “no” vote or a 

“yes” vote, depending on the circumstances.  One commenter noted that “modern proxy voting processes do not 

allow a holder of securities subject to the proxy to vote on some but not all proposals,” and other commenters raised 

the concern that such a prescriptive approach could have unintended impacts on quorums.   

Commenters also raised questions about the time horizon over which costs and benefits were to be determined.  As 

one commenter noted, “some votes, such as those supporting good corporate governance practices (e.g., election of 

outside directors) may not have an immediate measurable economic effect, but still be in the interest of plan 

investors.”  Another commenter noted that a short-term economic impact will be “easier to prove or disprove in terms 

of share price or other similarly rudimentary indicators,” but questioned whether the Rule should in fact “encourage 

fiduciaries to think only in terms of short-term economic gains.”  The Preamble cautions against applying an overly 

expansive view as to what constitutes an economic interest for purposes of the Final Rule.  “Vague or speculative 
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notions,” for example, that a proxy vote “may promote a theoretical benefit to the global economy that might redound, 

outside the Plan, to the benefit of plan participants” would not be considered a valid economic interest for purposes of 

the Final Rule.  (Emphasis added.)   

Regarding the costs that a fiduciary would be required to consider in determining whether to vote a proxy, the DOL 

noted that the types of relevant costs would “depend on the particular facts and circumstances.”  The DOL included, 

as a relevant consideration, whether a plan “can reduce the management or advisory fees it pays by reducing the 

number of proxies it votes on matters that have no economic consequence for the Plan.”  The DOL further noted that 

opportunity costs in connection with proxy voting could “also be relevant.”  Such opportunity costs could include, for 

example, foregone earnings from recalling securities on loan, or where a plan would be prohibited from selling the 

underlying shares until after the shareholder meeting as a result of submitted the proxy vote. 

These comments suggest a variety of concerns that the DOL appears to have taken to heart.  To address them, the 

Final Rule said that it was removing the prescriptive requirements of the Proposed Rule.  The Preamble explains that 

these changes were made to address concerns regarding potentially increased costs and liability exposure to 

fiduciaries, as well as the difficulty in some circumstances of determining whether a matter would have an economic 

impact and the possibility that a fiduciary might prudently determine that there are risks to Plan investments that could 

result from not voting even when the matter being voted upon itself would not have an economic impact.  Thus, 

instead of mandating that fiduciaries “must not vote unless [. . .],” the Final Rule indicates more simply that Plan 

fiduciaries are not required to vote all proxies, leaving the judgment to Plan fiduciaries under the newly-adopted 

principles based approach.   

The Final Rule requires that, when deciding whether to exercise shareholder rights and when exercising shareholder 

rights, a fiduciary must act solely in accordance with the economic interest of the Plan and its participants and 

beneficiaries.  The Proposed Rule had added a further requirement that the fiduciary prudently determine whether the 

economic value of the Plan’s investment will be affected based on a determination of risk and return over an 

appropriate investment horizon.  This additional requirement is not included in the Final Rule due to concerns that the 

impact of proxy voting may not be readily quantifiable and to reduce potential compliance costs.  Although it removed 

this language, the DOL in the Preamble specifically cautioned fiduciaries that “vague or speculative notions that proxy 

voting may promote a theoretical benefit to the global economy that might redound, outside the Plan, to the benefit of 

Plan participants would not be considered an economic interest under the [F]inal [R]ule.” 

The Proposed Rule provided that a fiduciary must not subordinate the interests of the participants and beneficiaries in 

their retirement income or financial benefits under the Plan to any non-pecuniary objective, or sacrifice investment 

return or take on additional investment risk to promote goals unrelated to these financial interests of the Plan’s 

participants and beneficiaries or the purposes of the Plan.  The Final Rule retains the requirement that a fiduciary 

must not subordinate the interests of the participants and beneficiaries in their retirement income or financial benefits 

under the Plan to any non-pecuniary objective.  However, it replaces the latter portion of the provision by prohibiting 

the fiduciary from “promot[ing] non-pecuniary benefits or goals unrelated to these financial interests of the Plan’s 

participants and beneficiaries.”  The DOL explained in the Preamble that it modified the Final Rule in order to avoid 

suggesting that a fiduciary may exercise proxy voting and other shareholder rights with the goal of advancing non-

pecuniary goals unrelated to the financial interests of the Plan’s participants and beneficiaries so long as it does not 

result in increased costs to the Plan or a decrease in value of the investment.  This would appear to be consistent 

with the DOL’s approach under the Pecuniary Rule. 
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Thresholds 

The Proposed Rule highlighted certain factors, such as the size of the Plan’s holdings in the issuer relative to the total 

investment assets of the Plan and the Plan’s percentage ownership of the issuer, that Plans should consider when 

determining the likely impact of proxy voting on the investment performance of the Plan.  The DOL removed this 

language in the Final Rule.  While the Final Rule only requires a fiduciary to consider the impact of any costs 

involved, the Preamble specifically notes that where the Plan’s overall aggregate exposure to a single issuer is 

known, the relative size of an investment within a Plan’s overall portfolio and the Plan’s percentage ownership of the 

issuer “may still be relevant considerations in appropriate cases in deciding whether to vote or exercise other 

shareholder rights.” 

Proxy Advisory Services  

Proxy advisory services have become extremely influential in the market.  Proxy advisors and investment managers 

have often been key in the voting of proxies with respect to ERISA accounts.  The Proposed Rule would have 

required that, where the authority to vote proxies or exercise shareholder rights has been delegated to an investment 

manager, or a proxy voting firm or other person performs advisory services as to the voting of proxies, a responsible 

Plan fiduciary must require such investment manager or proxy advisory firm to document the rationale for proxy 

voting decisions or recommendations sufficient to demonstrate that the decision or recommendation was based on 

the expected economic benefit to the Plan, and that the decision or recommendation was based solely on the 

interests of participants and beneficiaries in obtaining financial benefits under the Plan.   

The DOL revised the provision in the Final Rule to eliminate the requirement for documentation of the rationale for 

proxy voting decisions, and instead replaced it with a more general monitoring obligation.  The DOL explained in the 

Preamble that it did not intend to create a higher standard for a fiduciary’s monitoring of an investment manager’s 

proxy voting activities than would ordinarily apply under ERISA with respect to the monitoring of any other fiduciary or 

fiduciary activity.  Thus, the Final Rule provides that where the authority to vote proxies or exercise shareholder rights 

has been delegated to an investment manager, a proxy voting firm or other person who performs advisory services 

as to the voting of proxies, a responsible Plan fiduciary is required prudently to monitor the proxy voting activities of 

such investment manager or proxy advisory firm and determine whether such activities are consistent with the 

requirements of the Final Rule.  Importantly, the DOL explained that it was not its “intention to suggest that plans 

must require investment managers to vote according to custom policies,” but instead that the Final Rule “reflected a 

general concern that responsible fiduciaries might be accepting investment managers’ proxy voting policies without 

sufficient review as to whether those policies comply with ERISA and, if so, whether the investment managers were 

complying with those policies.” 

Ultimately, as the Preamble notes, “[t]he provision is essentially a restatement of the general fiduciary obligations that 

apply to the selection and monitoring of plan service providers, articulated in the context of fiduciary and other service 

providers that advise or assist with exercises of shareholder rights.”  In this regard, the DOL noted that “fiduciaries will 

be expected to assess the qualifications of the provider, the quality of services offered, and the reasonableness of 

fees charged in light of the services provided” and that “[t]he process also must avoid self-dealing, conflicts of interest 

or other improper influence.”  In addition, they will need to monitor advisors so that “[i]f a fiduciary determines that the 

recommendations and other activities of such person are not being carried out in a manner consistent with those 

policies and/or guidelines, then the fiduciary will be expected to take appropriate action in response.” 
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Proxy Voting Policies; Safe Harbors 

The Final Rule focuses on whether a fiduciary has a prudent process in place for proxy voting and other exercises of 

shareholder rights and includes a safe harbor provision.  This change from the Proposed Rule allows Plan fiduciaries 

to adopt proxy voting policies and parameters they believe are consistent with the principles enshrined in the Final 

Rule.  These, in turn, must be prudently designed to serve the Plan’s economic interest and the policies must provide 

optional means for satisfying their fiduciary responsibilities regarding determining whether to vote under ERISA. 

The Proposed Rule expressly acknowledged the appropriateness of ERISA fiduciaries’ adoption of proxy voting 

policies to help them more cost effectively comply with their obligations under the Proposed Rule.  The Proposed 

Rule provided for adoption of general proxy voting policies or procedures and provided three examples of policies 

that could be utilized by fiduciaries (referred to as “permitted practices”).  These permitted practices included 

conditions intended to require a fiduciary to make prudence-based judgments about the policies.  

The Final Rule retains, with modifications, the framework for adoption of proxy voting policies as set forth in the 

Proposed Rule.  However, the Final Rule was modified to more clearly provide safe harbor relief.  The safe harbors 

apply to a fiduciary’s duties of loyalty and prudence with respect to decisions on whether to vote, but do not apply to 

decisions on how to vote.  Thus, a fiduciary will not breach its fiduciary responsibilities under ERISA with respect to 

decisions on whether to vote, provided such policies are developed in accordance with a fiduciary’s obligations under 

ERISA as set forth in the Final Rule.  But, of course, the principles of fiduciary responsibility would still apply to the 

actual decision taken on the vote. 

More specifically, the Final Rule provides that in deciding whether to vote a proxy, fiduciaries to Plans may adopt 

proxy voting policies under which voting authority would be exercised pursuant to specific parameters, where those 

parameters were prudently designed to serve the Plan’s economic interest.  The Final Rule further sets forth optional 

means for satisfying the fiduciary responsibilities under ERISA, provided such policies are developed in accordance 

with a fiduciary’s prudence obligations under ERISA.  According to the DOL, these safe harbors are intended to be 

“applied flexibly rather than in a binary ‘all or none’ manner and may be used either independently or in conjunction 

with each other.”  Helpfully, the Final Rule makes clear that the safe harbors are not intended to set forth an exclusive 

list of the policies that Plans could adopt that would satisfy their responsibilities under the fiduciary principles. 

Safe harbors often are intended to “nudge” the market to conduct that takes advantage of the relative safety of the 

safe harbor.  It remains to be seen how the market will respond to the Final Rule’s ones.  The first safe harbor 

describes a policy that voting resources will focus only on particular types of proposals that the fiduciary has 

prudently determined are substantially related to the issuer’s business activities or are expected to have material 

effect on the value of the investment.  The provision is substantively similar to the permitted practice described in the 

Proposed Rule.  However, the Proposed Rule listed types of proposals that a fiduciary might prudently consider 

focusing voting resources on: proposals relating to corporate events (mergers and acquisitions transactions, 

dissolutions, conversions, or consolidations), corporate repurchases of shares (buybacks), issuances of additional 

securities with dilutive effects on shareholders, or contested elections for directors.  In the Final Rule, the DOL 

removed the list of proposals, and explained in the preamble that the list of matters included in the Proposed Rule 

was not intended as an exhaustive list of particular matters that merit consideration by fiduciaries.  Rather the listed 

issues were examples of matters that the DOL believes generally would be expected to have an economic impact on 

the value of the investment.  Nonetheless, Plan fiduciaries will likely want to consider that list to the extent they hadn’t 

done so already.  In clarifying its position, the Final Rule looks approvingly on policies in which voting resources are 

focused only on particular types of proposals which the fiduciary has prudently determined are substantially related to 

the issuer’s business activities or which are expected to have a material effect on the value of the investment. 
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Under this rubric, whether or not ESG or other similar considerations can be prudently determined to be substantially 

related to any given issuer’s business activities will likely be case-by-case specific.  It thus remains to be seen 

whether Plan fiduciaries will gravitate to the relative safety of this safe harbor instead of relying on the broader 

general principles associated with the Final Rule more generally. 

The Final Rule also provides for a second safe harbor.  The Proposed Rule had provided that a fiduciary could adopt 

a policy of refraining from voting on proposals or particular types of proposals when the Plan’s holding of the issuer 

relative to the Plan’s total investment assets is below quantitative thresholds that the fiduciary prudently determines, 

considering its percentage ownership of the issuer and other relevant factors, is sufficiently small that the matter 

being voted upon is unlikely to have a material impact on the investment performance of the Plan’s portfolio (or 

investment performance of assets under management in the case of an investment manager).13

The Final Rule’s second safe harbor is very similar to the “permitted practice” provided in the Proposed Rule.  

However, rather than focusing on whether the outcome of the vote is unlikely to have a material impact on the Plan’s 

portfolio, the Final Rule focuses on whether the “matter being voted upon” is expected to have a “material effect” on 

the Plan’s portfolio. 

In addition to the other “permitted practices,” the Proposed Rule had further described as a “permitted practice” a 

policy of voting proxies in accordance with the voting recommendations of a corporation’s management on proposals 

or types of proposals that the fiduciary prudently determined would be unlikely to have a significant impact on the 

value of the Plan’s investment, subject to any conditions determined by the fiduciary as requiring additional analysis 

because the matter being voted upon concerns a matter that may present heightened management conflicts of 

interest or is likely to have a significant economic impact on the value of the Plan’s investment.  The DOL did not 

adopt this permitted practice in the Final Rule’s safe harbor provisions, based on concerns expressed by 

commenters, and on the Department’s separate decision to remove the requirement not to vote in certain situations. 

The Proposed Rule required Plan fiduciaries to review any proxy voting policies adopted pursuant to the “permitted 

practices” of the proposal at least once every two years.  In the Final Rule, the DOL removed the specific two-year 

requirement and provided a general requirement for periodic review of policies.  The DOL was persuaded that it is 

unnecessary to set an exact deadline and that doing so could create liability based on a technical temporal violation 

of the Rule.  The DOL further noted that it understands that general industry practice is to review investment policy 

statements approximately every two years and expects that fiduciaries will review proxy voting policies with roughly 

the same frequency.  

The Proposed Rule had provided that no policies adopted under the “permitted practices” would have precluded, or 

imposed liability for, submitting a proxy vote when the fiduciary prudently determines that the matter being voted upon 

would have an economic impact on the Plan after taking into account the costs involved, or for refraining from voting 

when the fiduciary prudently determines that the matter being voted upon would not have an economic impact on the 

Plan after taking into account the costs involved.  The Final Rule adds similar language with respect to the safe 

harbors, thus shielding a fiduciary from liability to the extent that the fiduciary deviates from policies adopted pursuant 

13 There was significant comment to this proposal.  One commenter worried that if the majority of a Plan’s investments in portfolio 

companies fell within the parameters described in the permitted practice, this could leave the majority of the Plan’s portfolio unvoted, 

which in the aggregate would expose the Plan investor to material risk even if the risks associated with each individual company 

was small.  In addition, some commenters noted that non-voting by small Plan investors could result in concentrating proxy votes in 

the hands of other investors whose interests might not align with the long-term interests of ERISA Plans and that non-voting by 

Plans could result in companies with substantial portions of un-voted shares, and could also result in quorum requirements going 

unmet.
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to the safe harbors based on the fiduciary’s conclusion that a different approach in a particular case is in the 

economic interests of the Plan considering the specific facts and circumstances. 

There may be reasons why some Plan fiduciaries would gravitate to the safety of one or both of these safe harbors.  

Nevertheless, some may conclude that they may be able to work within the broader principles-based approach of the 

Final Rule more generally. 

Application of Final Rule to Pass-Through Voting to Participant-Directed Accounts 

The Final Rule includes an express provision stating that the Final Rule does not apply to voting, tender, and similar 

rights with respect to such securities that are passed through pursuant to the terms of an individual account Plan to 

participants and beneficiaries with accounts holding such securities.  Prior DOL guidance recognized that in certain 

circumstances a trustee may follow the instructions of participants in an eligible individual account Plan that expressly 

states that a trustee is subject to the direction of Plan participants with respect to certain decisions regarding the 

management of their account.  In such a case, under ERISA, the trustee must follow the direction of participants if 

those directions are proper, made in accordance with Plan terms, and not contrary to ERISA.  Plan trustees and other 

fiduciaries would continue to have to comply with ERISA’s prudence and loyalty provisions with respect to the pass 

through of votes to Plan participants and beneficiaries. 

Application of Final Rule to Pooled ERISA Accounts 

The Proposed Rule described obligations of an investment manager of a pooled investment vehicle that holds assets 

of more than one Plan.  It stated that an investment manager of a pooled investment vehicle that holds assets of 

more than one Plan may be subject to an investment policy statement that conflicts with the policy of another Plan.  It 

also provided that compliance with ERISA’s prohibited transaction rules requires the investment manager to 

reconcile, insofar as possible, the conflicting policies (assuming compliance with each policy would be consistent with 

those rules). 

The Proposed Rule noted that in the case of proxy voting, to the extent permitted by applicable law, the investment 

manager must vote (or abstain from voting) the relevant proxies to reflect such policies in proportion to each plan’s 

economic interest in the pooled investment vehicle.  Under the Proposed Rule, such an investment manager may, 

however, develop an investment policy statement consistent with Title I of ERISA and the Investment Duties 

regulation, and require participating plans to accept the investment manager’s investment policy, including any proxy 

voting policy, before they are allowed to invest.  In such cases, a fiduciary must assess whether the investment 

manager’s investment policy statement and proxy voting policy are consistent with Title I of ERISA and the 

Investment Duties regulation before deciding to retain the investment manager. 

The DOL did not make any structural changes to the text of this prong of the rule in response to a number of 

comments that raised concerns about how it could be operationalized, particularly in the context of existing pooled 



Dechert LLP

December 2020 Page 12 

“plan asset” funds.14  But it did try to clarify that, as in Interpretative Bulletin (“IB”) 2016-01, “the manager may avoid 

conflicting policies by requiring investors to accept the investment manager’s policies before they are allowed to 

invest.”  It also tried to bridge any perceived concerns arising out of any difference in language between the Final 

Rule and IB 2016-01 by citing back to other changes to the Final Rule’s text that impose an obligation on investing 

Plans to assess a fund manager’s policy.  The extent to which this provision will, in fact, provide challenges for 

investment managers, and how the Final Rule’s provisions may be operationalized by pooled fund managers remains 

to be seen. 

Required Evaluation, Recordkeeping and Other Documentation 

The Proposed Rule provided that a fiduciary must investigate material facts that form the basis for any particular 

proxy vote or other exercise of shareholder rights.  The Proposed Rule further stated that the fiduciary may not adopt 

a practice of following the recommendations of a proxy advisory firm or other service provider without appropriate 

supervision and a determination that the service provider’s proxy voting guidelines are consistent with the economic 

interests of the Plan and its participants and beneficiaries.  In the Final Rule, this provision was modified by requiring 

a fiduciary to evaluate, rather than investigate, material facts.  This change was intended to remove any implication 

that Plan fiduciaries would be expected to conduct their own investigation of material facts; instead, the provision is 

intended to ensure that in making informed proxy voting decisions, fiduciaries should consider information material to 

a matter that is known or that is available to and reasonably should be known by the fiduciary.  In this regard, the 

DOL noted in the Preamble that if clients of proxy advisory firms become aware of additional information from an 

issuer which is the subject of a voting recommendation, an ERISA fiduciary should consider the relevance of such 

additional information if material. 

14 Many investment managers were concerned that it would be highly burdensome (and practically unwieldy) to reconcile conflicting 

policies of investing Plans and engage in proportionate voting to reflect conflicting policies.  For some funds, ‘‘split voting’’ is not 

permitted.  More importantly, there was significant attention paid to the fact that this requirement seemed not to reflect current 

industry standard practice that investment in a plan asset vehicle is generally conditioned on acceptance of the investment 

objectives, guidelines, and policies that apply to the vehicle.  Concern was also raised about plan-specific evaluations, particularly 

for existing pooled funds which operated in accordance with established industry practice.  In the case of existing pooled funds that 

otherwise complied with ERISA but would now need to adopt a new set of proxy guidelines to accommodate the Final Rule, there 

was concern that enormous difficulties would be faced because the new policy “would need to be presented, explained, and 

accepted by each participating plan, including non-ERISA plans not subject to the rules.”  In this regard, although the Proposed Rule 

allowed for a manager to develop a uniform proxy voting policy which would be a condition of investment by Plans in the fund, 

concerns were raised about differences in language from the DOL’s prior guidance in IB 2016-01, which had provided guidance on 

proxy voting in the pooled funds context. 

Specifically, IB 2016–01 states: “An investment manager of a pooled investment vehicle that holds assets of more than one 

employee benefit plan may be subject to a proxy voting policy of one plan that conflicts with the proxy voting policy of another plan.  

Compliance with ERISA section 404(a)(1)(D) would require the investment manager to reconcile, insofar as possible, the conflicting 

policies (assuming compliance with each policy would be consistent with ERISA section 404(a)(1)(D)) and, if necessary and to the 

extent permitted by applicable law, vote the relevant proxies to reflect such policies in proportion to each plan’s interest in the pooled 

investment vehicle. If, however, the investment manager determines that compliance with conflicting voting policies would violate 

ERISA section 404(a)(1)(D) in a particular instance, for example, by being imprudent or not solely in the interest of Plan participants, 

the investment manager would be required to ignore the voting policy that would violate ERISA section 404(a)(1)(D) in that instance.  

Such an investment manager may, however, require participating investors to accept the investment manager’s own investment 

policy statement, including any statement of proxy voting policy, before they are allowed to invest.  As with investment policies 

originating from named fiduciaries, a policy initiated by an investment manager and adopted by the participating plans would be 

regarded as an instrument governing the participating plans, and the investment manager’s compliance with such a policy would be 

governed by ERISA section 404(a)(1)(D).” (Emphasis supplied.) 
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The Proposed Rule required a fiduciary to maintain records on proxy voting activities and other exercises of 

shareholder rights, including records that demonstrate the basis for particular proxy votes and exercises of 

shareholder rights.  With the Final Rule, the DOL determined that a less prescriptive approach to recordkeeping 

obligations was appropriate.  The Final Rule retains the general recordkeeping requirement but removes the 

requirement to maintain documents that would be necessary to demonstrate the basis for a vote.  

Contemporaneous Revocation of Authority   

In connection with its release of the Final Rule, the DOL withdrew Interpretive Bulletin 2016-01 and indicated that the 

portion of Field Assistance Bulletin (“FAB”) 2018-01 that addressed shareholder engagement activities is superseded 

by the Final Rule (and that therefore the FAB is no longer considered current guidance). 

APPLICABILITY DATE  

The Final Rule will be effective January 15, 2021.  The Final Rule further makes note that the remainder of 25 C.F.R. 

§ 2550.404a-1 (which had previously been revised in connection with the Pecuniary Rule), other than with respect to 

the Final Rule (and other than with respect to certain matters involving qualified default investment alternatives, which 

provide until April 30, 2022 for compliance), shall apply in its entirety to all investments made and investment courses 

of action taken after January 12, 2021. 

Fiduciaries (that are not registered investment advisors) have until January 31, 2022, to comply with those provisions 

of the Final Rule regarding ERISA’s prudence and loyalty requirements that require (i) the evaluation of material facts 

that form the basis for particular proxy votes and (ii) the maintenance of records on proxy voting.  All fiduciaries have 

until January 31, 2022 to comply with the Final Rule with respect to the determination that the proxy advisory firm’s 

guidelines are consistent with the fiduciary’s obligations under ERISA.  Fiduciaries whose ERISA Plan investments 

are held by investment managers of pooled investment vehicles have until January 31, 2022 to comply with the Final 

Rule’s requirement that they assess whether the investment manager’s investment policy statement and proxy voting 

policy are consistent with the Final Rule. 

CONCLUSION  

The DOL’s belief that the consideration of non-pecuniary factors, including ESG-related matters, can result in 

breaches of ERISA’s fiduciary duties came to be regarded as animating the Proposed Rule.  While the Final Rule 

(and the Preamble to the Final Rule) are less focused on ESG than the Proposed Rule had been, the Final Rule still 

maintains the central theme of the Proposed Rule:  ERISA fiduciaries are not required to vote all proxies and that 

they must be judicious in deciding when and how to exercise proxy voting rights in accordance with their general 

fiduciary duties. 

Nevertheless, the Final Rule takes a different tack than that of the Proposed Rule.  Instead of the highly prescriptive 

architecture of the Proposed Rule, the Final Rule adopts a principles-based approach.  The safe harbor provisions 

that provide fiduciaries with optional means for satisfying their fiduciary responsibilities with respect to proxy voting 

under ERISA—which the Preamble specifically notes should be “applied flexibly rather than in a binary ‘all or none’ 

manner”—may be of some use to some fiduciaries.  It remains to be seen whether and to what extent the Final Rule 

will encourage fiduciaries to avoid ESG—and avoid making decisions with respect to collateral matters—in favor of 

the safe harbors’ relative safety.  
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ERISA’s Social Goals? ESG Considerations Under ERISA
A substantial portion of available global investment capital is held under private
U.S. pension and other employee benefit plans governed by the Employee
Retirement Income Security Act of 1974 (“ERISA”). At the same time, for a
variety of reasons, investors (and thus investment managers) are increasingly
focused on environmental, social and governance (“ESG”) considerations in
connection with the formulation of their investment strategies. Given this
convergence, this OnPoint will review some basic considerations relating to the
role of ESG factors in the development of investment strategies under ERISA.

EXECUTIVE SUMMARY
ERISA is a comprehensive and complex regulatory scheme generally applicable to private U.S. retirement
plans. The fiduciary responsibilities imposed by ERISA have been described as “the highest known to law.”

Basic Statutory Scheme

ERISA generally requires that a fiduciary must act “solely in the interest” of the participants and beneficiaries
and “for the exclusive purpose” of providing benefits under the plan. One court characterized this duty of
loyalty as requiring ERISA fiduciaries to make their decisions “with an eye single to the interests of [plan]
participants and beneficiaries.”

In pursuing fiduciary duties, the fiduciary must act “with the care, skill, prudence, and diligence under the
circumstances then prevailing.” In effect, under ERISA, the fiduciary must act as a prudent expert.

Once the expertized fiduciary has given appropriate consideration to all applicable facts and circumstances,
ERISA tends to encourage deference to the judgment of that fiduciary, and tends to discourage regulators
and judges from substituting their judgment. As a result, there tends to be substantial focus on the process
employed by fiduciaries in furtherance of their exercise of their fiduciary duties, and ERISA practitioners
often have been known to refer colloquially to “procedural prudence” in connection with a fiduciary’s pursuit
of the fiduciary’s duties under ERISA.

Regulatory and Administrative Developments

Before ESG, as such, emerged as a mainstream topic of discussion, the U.S. Department of Labor (the
“DOL”) considered how general ERISA principles should be applied in the context of economically targeted
investments (“ETIs”). In 1994, under a Democratic administration, the DOL defined an ETI as “any
investment that is selected, in part, for its collateral benefits, apart from the investment return to the
employee benefit plan investor,” and explained that ERISA’s prudence and other general fiduciary principles
do not prevent plan fiduciaries from investing in ETIs if the ETI “has an expected rate of return that is
commensurate to rates of return of alternative investments with similar risk characteristics that are available
to the plan, and if the ETI is otherwise an appropriate investment for the plan in terms of such factors as
diversification and the investment policy of the plan.”
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Over time, while the basic principles identified by the DOL in this guidance have, to some extent, generally
remain unchanged, there have been changes at the margins in tone and emphasis over successive
presidential administrations. Thus, for example:

In 2008 a Republican administration noted that ERISA “does not permit fiduciaries to make investment
decisions on the basis of any factor other than the economic interest of the plan” and that a fiduciary
investing in an ETI would first have to conclude “that the alternative options are truly equal, taking into
account a quantitative and qualitative analysis of the economic impact on the plan.”
A Democratic administration in 2015 indicated that ESG considerations “may have a direct relationship
to the economic value of the plan’s investment” and that in such instances, ESG issues “are not merely
collateral considerations or tie-breakers, but rather are proper components of the fiduciary’s primary
analysis of the economic merits of competing investment choices.” That same Democratic administration
also noted that “fiduciaries need not treat commercially reasonable investments as inherently suspect or
in need of special scrutiny merely because they take into consideration environmental, social, or other
such factors.”
A Republican administration in 2018 warned that fiduciaries “must not too readily treat ESG factors as
economically relevant to the particular investment choices at issue when making a decision,” and that
“[i]t does not ineluctably follow from the fact that an investment promotes ESG factors, or that it arguably
promotes positive general market trends or industry growth, that the investment is a prudent choice for
retirement or other investors.”

Discussion

A fundamental precept under ERISA would seem to be that, when a fiduciary invests plan assets, economic,
financial and investment considerations are required to be paramount. ERISA’s fundamental principles may,
as relevant here, be thought of by some as generally discouraging fiduciaries from subordinating the
economic interests of participants and beneficiaries to other (non-economic) objectives.

But, as is so often the case, the general rules may well start the inquiry rather than end it. In particular, to
one extent or another, the ever-evolving regulatory guidance seems to point to the notion that certain
ancillary considerations may be taken into account to the extent not inconsistent with a focus on investment
returns and not otherwise inconsistent with a plan’s fiduciary’s duties.

In the current regulatory environment, there are indications that a fiduciary choosing an investment option on
behalf of an ERISA plan should to be able to show that any consideration of ESG factors is not expected to
diminish returns, and affirmatively to justify the taking into account of ESG factors. If it can be shown
empirically that considering ESG factors can actually deliver better returns for plans, the arguments in favor
of considering ESG factors would seem naturally to improve.

It is noted that the extent to which the analysis under ERISA will influence or otherwise affect the analysis
under state and local law, and in non-U.S. jurisdictions, is unclear, particularly where those jurisdictions and
regimes permit, or even require, the consideration of ESG factors. The lack of consistency could ultimately
result in additional challenges for those managers who may be subject to multiple and even inconsistent
requirements or are otherwise engaged in business across dissimilar jurisdictions.

While shifts in regulatory tone and emphasis have been and may continue to be significant, it may be
expected that ERISA’s fundamental emphasis on investment performance will remain. Fiduciaries interested
in considering ESG factors may want to consider focusing on proper process, and on being able to show
that due consideration has been given to appropriate investment-related factors, before embarking on any
ESG-included approach.

DETAILED ANALYSIS
Legal Background

Statutory Framework

ERISA is a comprehensive and complex regulatory scheme generally applicable to private U.S. retirement
plans. ERISA’s fiduciary duties have been described as “the highest known to law.”

As relevant here, Section 404(a) of ERISA lays out a fiduciary’s fundamental standard of care as follows:

(1) [Except as otherwise specified under ERISA,] a fiduciary shall discharge his duties with respect to a
plan solely in the interest of the participants and beneficiaries and –

(A) for the exclusive purpose of:

(i) providing benefits to participants and their beneficiaries; and
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(ii) defraying reasonable expenses of administering the plan; [and, among other things,]

(B) with the care, skill, prudence, and diligence under the circumstances then prevailing that a
prudent man acting in a like capacity and familiar with such matters would use in the conduct of
an enterprise of a like character and with like aims . . .

The “solely in the interest” and “exclusive purpose” language may be thought of as imposing a duty of loyalty
on the ERISA fiduciary. One court famously characterized ERISA’s duty of loyalty as requiring the fiduciary
to look with “an eye single” to the interests of plan participants and beneficiaries. 

As to the duty of prudence, the ERISA rule, while sounding to some extent in the language of traditional
negligence, uses the words “under the circumstances that a prudent man acting in a like capacity and
familiar with such matters would use in the conduct of an enterprise of a like character and with like aims.”
ERISA thereby encourages fiduciaries to become familiarized with the applicable considerations –
expertized, one might say – and to take into consideration all relevant facts and circumstances. Some
colloquially refer to the ERISA prudence standard as a “prudent expert” standard, in contrast to a mere
“prudent person” standard.

ERISA does not generally specify approved lists of investments or specific investment criteria that the
ERISA fiduciary must use in furthering the interests of plan participants and beneficiaries. Once the
expertized fiduciary has given appropriate consideration to all applicable facts and circumstances, ERISA
tends to encourage deference to the judgment of that fiduciary, rather than the substitution of the judgment
of regulators and judges. Indeed, ERISA’s deferential approach to the judgment of responsible expert
fiduciaries is arguably regarded as a model for modern approaches to fiduciary regulation. The DOL
regulations provide that ERISA’s prudence requirements “are satisfied if the fiduciary . . . (i) [h]as given
appropriate consideration to those facts and circumstances that, given the scope of such fiduciary’s
investment duties, the fiduciary knows or should know are relevant to the particular investment or
investment course of action involved, including the role the investment or investment course of action plays
in that portion of the plan’s investment portfolio with respect to which the fiduciary has investment duties;
and (ii) [h]as acted accordingly.” The regulations go on to say that “appropriate consideration” will include “a
determination by the fiduciary that the particular investment . . . is reasonably designed, as part of the
portfolio . . . to further the purposes of the plan, taking into consideration the risk of loss and the opportunity
for gain (or other return) associated with the investment.”

Given the foregoing, there tends to be substantial focus on the process employed by fiduciaries in
furtherance of their exercise of their fiduciary duties. Because of ERISA’s deferential approach, the ability of
a fiduciary to show that it has employed an appropriate process can forcefully support and validate the
fiduciary’s decision-making. As a result, ERISA practitioners often have been known to refer colloquially to
“procedural prudence” in connection with a fiduciary’s pursuit of the fiduciary’s duties under ERISA.

Regulatory Guidance

Early in the development of the law under ERISA, the DOL issued a number of advisory opinions and
information and other letters concerning a fiduciary’s ability to consider the collateral effects of an
investment.  In responding to these various opinion requests, the DOL established certain broad principles.
The DOL stated that arrangements designed to bring areas of investment opportunity that provide collateral
benefits to the attention of plan fiduciaries will not, in and of themselves, violate ERISA where the
arrangements do not restrict the exercise of the fiduciary’s investment discretion.  The DOL emphasized,
however, that the existence of such collateral benefits may be decisive in evaluating an investment only if
the fiduciary determines that the investment containing the collateral benefits is expected to provide an
investment return to the plan commensurate to alternative investments having similar risks.

Later, but still before ESG, as such, emerged as a mainstream topic of the discussion, the DOL crystallized
its thinking regarding these matters in Interpretive Bulletin (“IB”) 94-1. In IB 94-1, the DOL considered how
general ERISA principles should be applied in the context of ETIs and addressed issues relating to ETIs and
their role in an ERISA plan’s portfolio.

IB 94-1 defines an ETI as “any investment that is selected, in part, for its collateral benefits, apart from the
investment return to the employee benefit plan investor.” In IB 94-1, the DOL explained that prudence and
other general fiduciary principles under ERISA noted above do not prevent plan fiduciaries from investing in
ETIs if “the ETI has an expected rate of return that is commensurate to rates of return of alternative
investments with similar risk characteristics that are available to the plan, and if the ETI is otherwise an
appropriate investment for the plan in terms of such factors as diversification and the investment policy of
the plan.” This standard was recognized by the DOL in later guidance (specifically, IB 2015-01) as being
referred to by some commenters as the ‘‘all things being equal’’ test.
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The DOL expressly stated that the bedrock principle under ERISA is that the focus of plan fiduciaries must
be on the plan’s financial returns and risk to beneficiaries. Under ERISA, the plan trustee, investment
manager or other responsible fiduciary, as applicable, may not use plan assets to promote social,
environmental, or other public policy causes at the expense of the financial interests of the plan’s
participants and beneficiaries. Fiduciaries may not accept lower expected returns or take on greater risks in
order to secure collateral benefits.

IB 94-1 was not the final word from the DOL on these matters. While the basic principles identified by the
DOL have to some extent generally remain unchanged, there have, however, been changes at the margins
in tone and emphasis, as additional guidance has been issued by successive administrations of alternating
political parties.

Thus, while IB 94-1 was issued under a Democratic administration, in 2008 the DOL under a Republican
administration modified and superseded IB 94-1 with IB 2008-01. IB 2008-01’s stated purpose was to clarify
that “fiduciary consideration of non-economic factors should be rare and, when considered, should be
documented in a manner that demonstrates compliance with ERISA’s rigorous fiduciary standards.”

In encouraging fiduciaries to be careful when considering ETIs, IB 2008-01 noted that ERISA “does not
permit fiduciaries to make investment decisions on the basis of any factor other than the economic interest
of the plan.” IB 2008-01 emphasized that, where under “limited circumstances” investment alternatives may
indeed be of equal value, plan fiduciaries prior to selecting an ETI must have “first concluded that the
alternative options are truly equal, taking into account a quantitative and qualitative analysis of the economic
impact on the plan.”

In 2015, with a return to a Democratic administration, the DOL issued IB 2015-01. There, the DOL
expressed concern that its prior guidance “unduly discouraged fiduciaries from considering ETIs and ESG
factors.” IB 2015-01, which replaced IB 2008-01, began to cast ESG considerations in a more affirmatively
positive light as compared with the presentation in the previous IBs, stating that ESG issues “may have a
direct relationship to the economic value of the plan’s investment” and that in such instances, ESG issues
“are not merely collateral considerations or tie-breakers, but rather are proper components of the fiduciary’s
primary analysis of the economic merits of competing investment choices.” The preamble to IB 2015-01 also
stated that, “if a fiduciary prudently determines that an investment is appropriate based solely on economic
considerations, including those that may derive from [ESG] factors, the fiduciary may make the investment
without regard to any collateral benefits the investment may also promote.” The DOL specifically stated that
“fiduciaries need not treat commercially reasonable investments as inherently suspect or in need of special
scrutiny merely because they take into consideration environmental, social, or other such factors. When a
fiduciary prudently concludes that such an investment is justified based solely on the economic merits of the
investment, there is no need to evaluate collateral goals as tie-breakers.” The DOL also noted that it did not
construe consideration of ETIs or ESG criteria as “presumptively requiring additional documentation or
evaluation beyond that required by fiduciary standards applicable to plan investments generally.” IB 2015-01
expressly permits ERISA fiduciaries to address ETIs or incorporate ESG factors in investment policy
statements, integrate ESG-related tools, metrics and analyses to evaluate an investment’s risk or return or
choose among otherwise equivalent investments, and consider whether and how potential investment
managers consider ETIs or use ESG criteria in their investment practices.

In 2016, still under the same (Democratic) administration, the DOL issued IB 2016-01. IB 2016-01
addressed, among other things, proxy voting with respect to securities held by ERISA plans. The DOL
expressed concern that prior guidance from the DOL had been “misunderstood and may have worked to
discourage ERISA plan fiduciaries . . . from voting proxies and engaging in other prudent exercises of
shareholder rights.” Instead, the DOL encouraged plans to maintain a statement of proxy voting policy,
which would be “an important part of any comprehensive statement of investment policy.” Such a proxy
voting policy could include “proxy voting decisions as well as policies concerning economically targeted
investments or incorporating [ESG] factors in investment policy statements or integrating ESG-related tools,
metrics and analyses to evaluate an investment’s risk or return or choose among equivalent investments.”
IB 2016-01 also encouraged fiduciaries to maintain an investment policy that “contemplates activities
intended to monitor or influence the management of corporations in which the plan owns stock.”

The DOL explained that active monitoring and communication activity would generally concern such issues
as:

the independence and expertise of candidates for the corporation’s board of directors and assuring that
the board has sufficient information to carry out its responsibility to monitor management. Other issues
may include such matters as governance structures and practices, particularly those involving board
composition, executive compensation, transparency and accountability in corporate decision-making,



responsiveness to shareholders, the corporation’s policy regarding mergers and acquisitions, the
extent of debt financing and capitalization, the nature of long-term business plans including plans on
climate change preparedness and sustainability, governance and compliance policies and practices for
avoiding criminal liability and ensuring employees comply with applicable laws and regulations, the
corporation’s workforce practices (e.g., investment in training to develop its work force, diversity, equal
employment opportunity), policies and practices to address environmental or social factors that have
an impact on shareholder value, and other financial and non-financial measures of corporate
performance.

After the 2016 election, the DOL, under a Republican administration, issued Field Assistance Bulletin
(“FAB”) 2018-01. On its face, FAB 2018-01 is intended to provide guidance to national and regional DOL
offices to assist in addressing questions they may receive from plan fiduciaries and other interested
stakeholders about IB 2015-01 and IB 2016-01. More generally, though, FAB 2018-01 arguably signaled yet
another shift in tone regarding the interpretation and application of underlying ERISA principles.

In FAB 2018-01, the DOL warned that fiduciaries “must not too readily treat ESG factors as economically
relevant to the particular investment choices at issue when making a decision.” The DOL noted:

It does not ineluctably follow from the fact that an investment promotes ESG factors, or that it arguably
promotes positive general market trends or industry growth, that the investment is a prudent choice for
retirement or other investors. Rather, ERISA fiduciaries must always put first the economic interests of
the plan in providing retirement benefits. A fiduciary’s evaluation of the economics of an investment
should be focused on financial factors that have a material effect on the return and risk of an
investment based on appropriate investment horizons consistent with the plan’s articulated funding and
investment objectives.

As to investment policy statements, the DOL warned fiduciaries from being too quick to incorporate
guidelines on ESG investments into investment policy statements or to integrate ESG-related tools into its
investment decision-making process. The DOL cautioned fiduciaries to comply with investment policies
incorporating ESG guidelines “only insofar as the policy is consistent with . . . ERISA (including the core
fiduciary obligations of prudence and loyalty). Thus, if it is imprudent to comply with the investment policy
statement in a particular instance, the manager must disregard it.”

The DOL also addressed qualified default investment alternatives (“QDIAs”) under participant-directed plans
that rely on the safe harbor under Section 404(c) of ERISA.  (QDIAs are default investments that are used
for where participants do not make affirmative investment choices from among investment alternatives
available under a plan.) The DOL stated that “[n]othing in the QDIA regulation suggests that fiduciaries
should choose QDIAs based on collateral public policy goals,” and cautioned that “the decision to favor the
fiduciary’s own policy preferences in selecting an ESG-themed investment option for a 401(k)-type plan
without regard to possibly different or competing views of plan participants and beneficiaries would raise
questions about the fiduciary’s compliance with ERISA’s duty of loyalty.”

The DOL further noted that the selection of an ESG-themed target date fund (i.e., a fund aimed at the ages
of the investing individuals) as a QDIA would “not be prudent” if the fund would provide a lower expected
rate of return than available non-ESG alternative target date funds with commensurate degrees of risk, or if
the fund would be riskier than non-ESG alternative available target date funds with commensurate rates of
return.

FAB 2018-01 goes on to make note of the DOL’s statement in the preamble of IB 2015-01 that “if a fiduciary
prudently determines that an investment is appropriate based solely on economic considerations, including
those that may derive from [ESG] factors, the fiduciary may make the investment without regard to any
collateral benefits the investment may also promote.” FAB 2018-01 characterizes that statement as a DOL
observation that “merely recognized that there could be instances when otherwise collateral ESG issues
present material business risks or opportunities to companies that company officers and directors need to
manage as part of the company’s business plans and that qualified investment professionals would treat as
economic considerations under generally accepted investment theories.”

FAB 2018-01 provides some additional insights regarding shareholder-engagement as addressed in IB
2016-01. Specifically, the DOL noted that IB 2016-01 was “not intended to signal that it is appropriate for an
individual plan investor to routinely incur significant expenses to engage in direct negotiations with the board
or management of publicly held companies with respect to which the plan is just one of many investors.” IB
2016-01 was similarly “not meant to imply that plan fiduciaries, including appointed investment managers,
should routinely incur significant plan expenses to, for example, fund advocacy, press, or mailing campaigns
on shareholder resolutions, call special shareholder meetings, or initiate or actively sponsor proxy fights on
environmental or social issues relating to such companies.” Rather, only in limited circumstances would it be
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prudent to expend plan assets to actively engage with company management about “important corporate
governance reform issues or other environmental or social issues,” where such issues pose “significant
operational risks and costs to business, and that are clearly connected to long-term value creation for
shareholders,” including “important corporate governance reform issues or other environmental or social
issues.”

2019 Executive Order

In 2019, the same Republican administration issued an Executive Order on Promoting Energy Infrastructure
and Economic Growth (the “Executive Order”).  The Executive Order, among other things, directed the
DOL to “complete a review of available data filed with the [DOL] by retirement plans subject to [ERISA] in
order to identify whether there are any discernable trends with respect to such plans’ investments in the
energy sector” and to “complete a review of existing [DOL] guidance on the fiduciary responsibilities for
proxy voting to determine whether any such guidance should be rescinded, replaced, or modified to ensure
consistency with current law and policies that promote long-term growth and maximize returns on ERISA
plan assets.”

Discussion

As indicated above, a fundamental precept under ERISA would seem to be that, when a fiduciary invests
plan assets, economic, financial and investment considerations are required to be paramount. Other
considerations are rendered secondary, at best. ERISA’s fundamental principles may, as relevant here, be
thought of by some as generally discouraging fiduciaries from subordinating the economic interests of
participants and beneficiaries to other (non-economic) objectives.

But, as is so often the case, the general rules may well start the inquiry rather than end it. In particular, to
one extent or another, the ever-evolving regulatory guidance seems to point to the notion that certain
ancillary considerations may be taken into account to the extent not inconsistent with a focus on investment
returns and not otherwise inconsistent with a plan’s fiduciary’s duties.

As the evolution of the DOL’s thinking regarding ESG shows, however, there may be important differences
in tone, emphasis and policy outlook across successive presidential administrations. In the current
regulatory environment, there are indications that a fiduciary choosing an investment option on behalf of an
ERISA plan should to be able to show that any consideration of ESG factors is not expected to diminish
returns, and affirmatively to justify the taking into account of ESG factors.

Indeed, one arguably still-evolving concept (which, as indicated above, was arguably given credence by IB
2015-01) is the notion that ESG factors not only are not a negative consideration, but rather actually can
positively affect investment performance. If it can be shown empirically that considering ESG factors can
actually deliver better returns for plans, the arguments in favor of considering ESG factors would seem
naturally to improve. Under that paradigm, ESG factors could be viewed as positive considerations that are
permissibly taken into account.

It is also worthy of note that the extent to which the analysis under ERISA will influence or otherwise affect
the analysis under state and local law, and in non-U.S. jurisdictions, is unclear. For now, there may be a
greater willingness under non-ERISA law to permit, or even require, the consideration of ESG factors. The
lack of consistency across different regimes could ultimately result in additional challenges for those
managers who may be subject to multiple and even inconsistent requirements or otherwise engaged in
business across dissimilar jurisdictions.

Conclusion

While shifts in regulatory tone and emphasis under ERISA surrounding ESG considerations have been and
may continue to be significant, it may be expected that ERISA’s fundamental emphasis on investment
performance will remain. Fiduciaries interested in considering ESG factors may want to consider focusing on
proper process, and on being able to show that due consideration has been given to appropriate
investment-related factors, before embarking on any ESG-included approach.

*     *     *

If you would like to discuss ESG considerations under ERISA, or any other aspect of ERISA’s fiduciary
rules, please contact any of the Dechert attorneys listed below or any Dechert attorney with whom you
regularly work.

Footnotes
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1) See, e.g., Henry v. Champlain Enters., 334 F. Supp. 2d 252, 270–72 (N.D.N.Y. 2004) (citations omitted),
vacated and remanded, 445 F.3d 610 (2d Cir. 2006); Henry v. U.S. Trust Co. of Cal., 569 F.3d 96, 100 (2d
Cir. 2009); Donovan v. Bierwirth, 680 F.2d 263, 272 n.8 (2d Cir. 1982), cert denied, 459 U.S. 1069; Jones v.
American Gen. Life & Accident Ins. Co., 370 F.3d 1065, 1071 (11th Cir.), reh’g en banc denied, 116 F. App’x
254 (2004); ITPE Pension Fund v. Hall, 334 F.3d 1011, 113 (11th Cir. 2003); Herman v. Nationsbank Trust
Co., 126 F.3d 1354, 1368 (11th Cir. 1997). 

2) Bierwirth, 680 F.2d at 271. 

3) 29 C.F.R. § 2550.404a-1(b)(1). 

4) 29 C.F.R. § 2550.404a-1(b)(2). 

5) See 59 Fed. Reg. 32606, n.2 (June 23, 1994) (citing a list of information letters and advisory opinions). 

6) See DOL Adv. Op. 88-16A (Dec. 9, 1988) (noting, in the context of investments with the potential for
providing collateral benefits to union members, that in considering such investments plan fiduciaries could
be influenced by factors that were not related to the plan's expected investment return only if such
investments were equal or superior to alternative available investments); DOL Adv. Op. 80-33A (June 3,
1980).

7) See 59 Fed. Reg. 32606-07 (citing DOL letter to Theodore Groom (Jan. 16, 1981); DOL letter to Daniel
O'Sullivan (Aug. 2, 1982); DOL letter to James Ray (July 8, 1988); DOL letter to Stuart Cohen, (May 14,
1993)).

8) See 80 Fed. Reg. 65135 (October 26, 2015). 

9) When a plan complies with the safe harbor, plan fiduciaries are not liable under Part 4 of Title IV of ERISA
for any loss or by reason of any breach which results from such participant’s or beneficiary’s exercise of
control, but the plan fiduciaries remain responsible for the prudent selection and monitoring of the QDIA. 
See also 29 C.F.R. § 2550.404c-5.

10) EO 13868 (Apr. 10, 2019).

11) Indeed, in a recent non-ERISA action in Australia (McVeigh v. Retail Employees Superannuation Pty Ltd.
(Federal Court of Australia 2018)), a pension plan participant sued a plan in which he was a beneficiary
alleging that “[c]limate change, the physical impacts, and the transition impacts, individually or in any
combination, have posed, and will increasingly continue to pose, material or major risks to the financial
position of many of [the plan’s] investments,” and that “[t]rustee directors knew, or ought to have known, that
[the plan’s] climate change business risks were likely to have a material or major impact on the financial
condition of the [plan].”  The idea there was that ESG considerations affirmatively should have been
considered in connection with investment decision-making.  While such a reversal of traditional thinking and
regulatory activity under ERISA does not seem to have materialized in the United States, it will be
interesting to see how things progress. 
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An ESGciting Development - Proposed Regulation on ESG
Considerations Under ERISA

Last week, the Department of Labor (the “DOL”) on June 23, 2020 proposed a new rule (the “Proposed Regulation”)
relating to the consideration of non-pecuniary factors that would have a pointed impact on the use of environmental, social
and governance (“ESG”) factors in the context of investment decisions by fiduciaries of employee benefit plans (“Plans”)
subject to the Employee Retirement Income Security Act of 1974 (“ERISA”). While the DOL has, under successive
presidential administrations, put forth its own gloss on basic principles governing economically targeted investments
(“ETIs”) first outlined by the DOL in 1994, the DOL has never before sought to enshrine the proper treatment of ESG
considerations in actual regulatory language. In this sense alone, the DOL’s latest proposal is highly significant. Our recent
OnPoint, ERISA’s Social Goals? ESG Considerations Under ERISA (May 15, 2020), issued before the DOL’s release of
the Proposed Regulation, traces the development of the DOL’s ETI/ESG-related authority over the years and generally
discusses ESG considerations under ERISA.

But it is not just the apparent effort to create greater permanence on questions concerning ERISA and ESG that is striking;
it is also the arguably skeptical tone more generally adopted by the DOL about the merits of taking ESG (and other similar
non-pecuniary) considerations into account when investing retirement assets. Although it is difficult to predict precisely
what form any final rule may take, it is perhaps noteworthy that the DOL has provided a limited 30-day comment period for
the Proposed Regulation. The seriousness with which the DOL views this matter is also reflected by an op-ed written by
the Secretary of Labor in support of the regulation.  We also note our understanding that there is anecdotal evidence that,
in recent months, various DOL offices have been investigating ESG-related practices. 

Overview

The DOL refers to the ESG initiative as a “New Investment Duties Rule.” The Proposed Regulation essentially seeks to
anchor a position that has seen subtle shifts in tone over the course of the last 30 years from administration to
administration in what the Preamble to the Proposed Regulation (the “Preamble”) refers to as “sub-regulatory” guidance.
As the News Release accompanying the Proposed Regulation notes, the successive iterations over these years “may
have created confusion” with respect to “investments selected because of non-financial objectives, such as environment,
social and public policy goals, that the investments may further.”  

According to the DOL’s News Release accompanying the proposal, the proposal is designed, in part, to make clear that
ERISA Plan fiduciaries “may not invest in ESG vehicles when they understand an underlying investment strategy of the
vehicle is to subordinate return or increase risk for the purpose of non-financial objectives.” In this regard, the DOL stated
that its intent was to “reiterate and codify long-established principles of fiduciary standards for selecting and monitoring
investments, and thus to provide clarity and certainty regarding the scope of fiduciary duties surrounding non-pecuniary
issues.”  

In proposing the Proposed Regulation, the DOL expressly wished to make it clear that the “fundamental principle is that an
ERISA fiduciary’s evaluation of plan investments must be focused solely on economic considerations that have a material
effect on the risk and return of an investment based on appropriate investment horizons, consistent with the Plan’s funding
policy and investment policy objectives.” The DOL was fairly clear in its intent in this regard, citing to the United States
Supreme Court’s 2014 decision in Fifth Third Bancorp v. Dudenhoeffer for the proposition that, in the context of ERISA
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retirement Plans, the “interests” of Plan participants and beneficiaries “must be understood to refer to ‘financial’ rather than
‘non-pecuniary’ benefits.”  Indeed, according to the DOL in the Proposed Regulation, the only appropriate “social” goal for
ERISA Plans is that of providing sufficient retirement savings for participants and beneficiaries, with the Proposed
Regulation stating that “[p]roviding a secure retirement for American workers is the paramount, and eminently-worthy,
‘social’ goal of ERISA Plans” and that “[p]lan assets may not be enlisted in pursuit of other social or environmental
objectives.”

In pursuing this goal, however, the Proposed Regulation would not specifically prohibit a Plan fiduciary’s consideration of
ESG. The DOL recognizes that “there may be instances where factors that sometimes are considered without regard to
their pecuniary import…will present an economic business risk or opportunity that corporate officers, directors, and
qualified investment professionals would appropriately treat as material economic considerations under generally
accepted investment theories,” identifying “environmental considerations” as an example. Thus, a stated purpose of the
Proposed Regulation is to differentiate between the “legitimate use of risk-return factors” from “inappropriate investments
that sacrifice investment return, increase costs, or assume additional investment risk to promote non-pecuniary benefits or
objectives.”

Ultimately, however, the Proposed Regulation may make it more challenging for a Plan fiduciary to conclude that the
selection of ESG products meets its prudence and “exclusive purpose” obligations under ERISA than under any preceding
DOL guidance.  To accomplish the DOL’s desired change in approach, the Proposed Rule contains some considerations
of general applicability, and also various specific considerations for individual account (participant-directed) Plans, such as
“401(k)” Plans. In both cases, the DOL offers a roadmap as to how Plan fiduciaries should consider ESG factors in light of
their fiduciary duties as well as with regard to choosing investment options more generally. 

General Rule

In considering an investment for a Plan, a Plan fiduciary would need to:

Select investment options based solely on pecuniary factors. In order to satisfy certain ERISA loyalty and
prudence requirements, a Plan fiduciary must select “investments and/or investment courses of action based solely
on their pecuniary factors and not on the basis of any non-pecuniary factor.” 

“Pecuniary” here means a material effect on the risk and/or return of an investment based on appropriate
investment horizons consistent with the plan’s articulated funding policy and the investment objectives.   

Not put others’ interests ahead of plan participants’ economic interest. The Proposed Regulation contains a
new express regulatory provision stating that compliance with the “exclusive-purpose” duty in ERISA prohibits
fiduciaries from “subordinating the interests of Plan participants.” A fiduciary cannot “subordinate the interests of the
participants and beneficiaries to the fiduciary’s or another’s interests.”  

Consider ESG (and other similar non-pecuniary) factors only where investment returns won’t suffer and
where the Plan won’t take on additional risks or higher fees. As the Preamble notes, fiduciaries “must never
sacrifice investment returns, take on additional investment risk, or pay higher fees to promote non-pecuniary benefits
or goals.”  

Determine that ESG (and other similar non-pecuniary) factors present appropriate pecuniary risks and
rewards under general investment theories. The DOL stated in the Preamble that: “ESG factors and other similar
considerations may be [valid] economic considerations, but only if they present economic risks or opportunities that
qualified investment professionals would treat as material economic considerations under generally accepted
investment theories.”

The DOL also noted that "[t]he weight given to pecuniary ESG factors should reflect a prudent assessment of their
impact on risk and return—that is, they cannot be dispropotionately weighted."

Rules for Plans that Are Not Participant-Directed

In the case of Plans that are not participant-directed Plans, the Proposed Regulation would require fiduciaries to:
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Compare alternatives—and conclude they compare favorably (or are “indistinguishable”) on economic
merits. A Plan fiduciary must “compare investments or investment courses of action to other available investments
or investment courses of action with regard to  . . . the level of diversification, degree of liquidity, and potential risk
and return in comparison to available alternative investments.” 

The DOL in the Preamble noted that “[c]larifying that an investment or investment course of action must be
compared to available alternatives is an important reminder that fiduciaries must not let non-pecuniary
considerations draw them away from an alternative option that would provide better financial results.”

Apply a “rare” tie breaker, but only if the ESG option is “indistinguishable” economically from other
alternatives.  In Interpretive Bulletin 2008-01 (issued under a Republican administration), the DOL adopted an “all
things being equal” or “tie-breaker” rule, stating that a Plan fiduciary must have “first concluded that the alternative
options are truly equal, taking into account a quantitative and qualitative analysis of the economic impact on the
Plan.”

The Proposed Regulation would retain the “all things being equal” or “tie” rule from this prior DOL guidance,
noting that, “if … alternative investments appear economically indistinguishable, a fiduciary may then, in effect,
‘break the tie’ by relying on a non-pecuniary factor.”   However, the DOL specifically stated that it “expects that
true ties rarely, if ever, occur.  To be sure, there are highly correlated investments and otherwise very similar ones
[but no real ties].”  Elsewhere in the Preamble, the DOL refers to the possibility of a tie being “theoretical” and
again mentions that it “believes that truly economically indistinguishable alternatives are rare.”

In this regard, it is potentially interesting that the DOL also noted in the Preamble that it believes that ESG funds
“often come with higher fees, because additional investigation and monitoring are necessary to assess an
investment from an ESG perspective.”

Appropriately document why a chosen ESG strategy is “indistinguishable” economically from other
alternatives and why it met other criteria.  The DOL stated that “the fiduciary should document specifically why the
investments were determined to be indistinguishable and document why the selected investment was chosen based
on the purposes of the plan, diversification of investments, and the interests of plan participants and beneficiaries in
receiving benefits from the plan.”

Special Rules for Participant-Directed Plans

Many 401(k) and similar participant-directed individual account Plans have a number of investment options from which
participants may choose. The Proposed Regulation does not apply the “economically indistinguishable alternative
investment” test noted above to these participant-directed plans. Instead, it notes that “a prudently selected, well
managed, and properly diversified fund with ESG investment mandates could be added to the available investment
options on a 401(k) Plan platform” if the Plan utilizes consistently applied economic risk-return measures across the Plan.
This would apply to investment options that “include one or more environmental, social, and corporate governance-
oriented assessments or judgments in their investment mandates (e.g., ‘ESG investment mandates’) or that include these
parameters in the fund name (‘ESG-themed funds’).” 

Specifically, in the case of similar participant-directed Plans, the Proposed Regulation would require a fiduciary to:

Select ESG-themed or ESG investment mandate options only if employing objective risk-return measures for
all investment options in the Plan. A Plan fiduciary may consider a “prudently selected, well managed, and
properly diversified [investment option] with ESG investment mandates” as an option under an individual account
Plan provided that the Plan fiduciary considers “benchmarks, expense ratios, fund size, long-term investment
returns, volatility measures, investment manager tenure, and mix of asset types (e.g., equity, fixed income, money
market funds, diversification of investment alternatives, which might include target date funds, value and growth
styles, indexed and actively managed funds, balanced and equity segment funds, non-US equity and fixed income
funds) in selecting and monitoring all investment alternatives for the Plan including any environmental, social,
corporate governance, or similarly oriented investment alternatives.” 

Document the findings under the above objective risk-return measures.The Plan fiduciary must document its
conclusions based on the objective metrics prescribed by the Proposed Regulation (or otherwise) and as applied
more holistically to the Plan.
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Confirm methodology consistently applied in an applicable investment policy statement. The DOL noted that
a Plan could adopt an “investment policy statement with prudent criteria for selection and retention of designated
investment alternatives for an individual account plan that were based solely on pecuniary factors, and apply the
criteria to all investment options in similar asset classes or funds in the same category, including potential ESG-
themed funds” (i.e., funds that use the term “ESG” or a similar term). 

In addition, there are separate proscriptions relating to the use of ESG considerations in connection with a qualified default
investment alternative (a “QDIA”). Generally, QDIAs are default investments that are used for where participants do not
make affirmative investment choices from among investment alternatives available under a Plan. According to the
Preamble, QDIAs are somewhat special in that a “selection of an investment fund as a QDIA is not analogous to merely
offering participants an additional investment alternative as part of a prudently constructed lineup of investment
alternatives from which participants may choose.”

The DOL notes in the Preamble that it “does not believe that investment funds whose objectives include non-pecuniary
goals—even if selected by fiduciaries only on the basis of objective risk-return criteria consistent with [the objective risk-
return analysis]—should be the default investment option in an ERISA plan.” The DOL was concerned that “a fiduciary’s
decision to favor a particular environmental, social, corporate governance, or similarly oriented investment preference—
and especially a decision to favor the fiduciary’s own personal policy preferences—would raise questions about the
fiduciary’s compliance with ERISA’s duty of loyalty.” We note that the text of the Proposed Regulation applies this
approach to an “environmental, social, corporate governance, or similarly oriented investment mandate[s],” and, under that
regulatory language, it seems possible that an investment alternative could be a QDIA if ESG factors are considered
purely as a pecuniary matter.

Conclusion

The Proposed Regulation in large measure seems to rise from the DOL’s skepticism about the value of ESG itself. It notes
that “ESG investing raises heightened concerns,” that ESG methodology is prone to “inconsistencies” and that there is “a
lack of precision and rigor, in the ESG investment marketplace.” 

That said, the Proposed Regulation is clear that ESG factors may be considered to the extent they deliver on pecuniary
objectives. If it can be shown empirically that considering ESG factors can actually deliver better returns for Plans, the
arguments in favor of considering ESG factors would seem naturally to improve. Under that paradigm, ESG factors could
be viewed as positive considerations that are permissibly taken into account. And in the case of 401(k) plans, the use of
ESG-themed or ESG mandate investment options may be acceptable (other than for QDIAs, it seems) where they satisfy
the objective risk-reward parameters noted above for the option under consideration when those metrics are used more
broadly across the Plan. In all cases, the Plan fiduciary will need to reach the appropriate conclusions and document
them. It is ultimately the DOL’s intention to be clear that a Plan fiduciary “must never sacrifice investment returns, take on
additional investment risk, or pay higher fees to promote non-pecuniary benefits or goals” or “subordinate the interests of
participants or beneficiaries to the fiduciary’s or another’s interests.”  

While the paths to considering ESG factors under ERISA are not entirely closed, the regulatory environment as indicated
by the Proposed Regulation seem clearly not to be ESG-friendly. Objective economic analysis and consistency would
seem to be guiding principles under the Proposed Rule, and the avenues for legitimately considering ESG factors may
continue to be open. However, if the Proposed Regulation is finalized in its current form, the gauntlet to be run by those
pursuing ESG goals will become more challenging. 

*          *          * 

If you would like to discuss the Proposed Regulation or other ESG considerations under ERISA, or any aspect of ERISA’s
fiduciary rules, please contact any of the Dechert attorneys listed below or any Dechert attorney with whom you regularly
work.
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The authors gratefully acknowledge the assistance of Devon Roberson, a law clerk with Dechert LLP, for his
assistance in the preparation of this update.

Footnotes
1) Eugene Scalia, Retirees’ Security Trumps Other Social Goals, The Wall Street Journal (June 23, 2020) (available
at: https://www.wsj.com/articles/retirees-security-trumps-other-social-goals-11592953329).

2) U.S. Dep’t of Labor News Release, U.S. Department of Labor Proposes New Investment Duties Rule (available
at: https://www.dol.gov/newsroom/releases/ebsa/ebsa20200623-0).

3) See Proposed Regulation (citing Fifth Third Bancorp v. Dudenhoeffer, 573 U.S. 409, 421 (2014)) (emphasis in original).

4) Section 404 of ERISA provides for certain fiduciary duties of conduct, including a duty of prudence and a duty to
diversify Plan investments so as to minimize the risk of large losses (unless under the circumstances it is clearly prudent
not to do so). While the Preamble focuses primarily on the former, it also notes that the latter is still relevant to the
analysis. 

5) DOL Interpretive Bulletin 2008-01, 29 CFR 2509.08-1 (2008).
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“Rolling” Ahead with New Fiduciary Guidance - Proposed ERISA
Exemption Provides Some Early July 4th Fireworks

Yesterday, on June 29, 2020, the U.S. Department of Labor (the “DOL”) issued a release (the “Release”) proposing an
important new initiative for retirement accounts (“Plans”) that are subject to the Employee Retirement Income Security Act
of 1974 (“ERISA”) or Section 4975 of the Internal Revenue Code of 1986 (the “Code”). This Release continues the
decade-long saga that began with the DOL's highly controversial effort to remake the 1975 “fiduciary” rule, which many
saw as dramatically extending ERISA's reach, even affecting the way financial services organizations conducted their
general (non-ERISA) business. While the DOL's earlier multiple proposals had culminated in 2016 in a final rule (the “2016
Rule”), the 2016 Rule was then vacated in 2018 by the U.S. Court of Appeals for the Fifth Circuit.  Our March 23, 2018
OnPoint, ERISA's Fiduciary Rule - Dead Yet? Game Over? Maybe, Maybe Not . . . , chronicles this history, and our June
12, 2018 NewsFlash, ERISA's Amended Fiduciary Rule - Done, Done, on to the Next One, reports on the ultimate demise
of the 2016 Rule. (An index of our other OnPoints on the topic may be found here.)   

This initiative comes at the time when Regulation Best Interest (“Reg BI”) issued by the U.S. Securities and Exchange
Commission (the “SEC”) has become effective. Reg BI is generally intended to apply a heightened standard of behavior
for all broker-dealers with respect to all retail relationships (extending both to retirement accounts and to other accounts),
and incorporates some (but intentionally not all) of the features of the now-defunct 2016 Rule. We discussed Reg BI in our
June 11, 2019 OnPoint, SEC Adopts Enhanced Standard of Conduct for Broker-Dealers and Clarifies Fiduciary Duties of
Investment Advisers.  There had been discussion among the regulators regarding the benefits of harmonizing Reg BI with
authority under ERISA's "investment advice” rules, and SEC Chair Jay Clayton issued a contemporaneous note of support
of this initiative. However, the precise manner in which Reg BI principles would integrate with the conditions of the
Proposed Exemption will presumably be the subject of ongoing significant focus.  

In the Release, the DOL:

Proposed a new exemption for commission-based business models embracing fiduciary status. The DOL
proposed a new exemption (the “Proposed Exemption”) from the prohibited transaction rules of ERISA and Section
4975 of the Code that would allow - subject to important conditions and limitations - broker-dealers, banks, insurance
companies and registered investment advisers to act as fiduciary investment advisers to Plans and receive
compensation that might otherwise have been inconsistent with the prohibited transaction rules, and to engage in
certain otherwise prohibited principal transactions. 
Reinstated the 1975 fiduciary rule. The DOL implemented steps to complete the reinstatement of its 1975
regulation rule defining with a five-part test (the “Five-Part Test”) what is “investment advice” for purposes of ERISA’s
and the Code’s fiduciary rules (the “1975 Rule”) as it existed before being amended by the now vacated 2016 Rule.
Signaled a change in the way that rollover-related advice is viewed under the fiduciary rules. The preamble to
the Proposed Exemption provides additional color on the Department’s current thinking about rollovers from Plans to
individual retirement accounts and other Plans, including the express discrediting of certain earlier DOL
authority  that had concluded that advice regarding rollovers was generally not fiduciary in nature. 
Provided important color on the Five-Part Test generally. While the Release makes no changes to the text of the
1975 Rule, the preamble to the Proposed Exemption provides additional important color on the Department’s current
thinking about key elements of the Five-Part Test contained therein. For example, in the context of rollovers, the DOL
outlined when aspects of a continuing relationship might give rise to there being advice on a “regular” basis. And, as
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to the “a primary basis” prong of the Five-Part Test, the DOL said: “When financial service professionals make
recommendations to a Retirement Investor, particularly pursuant to a best interest standard such as the one in [Reg
BI], or another requirement to provide advice based on the individualized needs of the Retirement Investor, the
parties typically should reasonably understand that the advice will serve as at least a primary basis for the
investment decision.” 
Reinstated 1996 investment education guidance. The DOL is restoring Interpretative Bulletin 96-1, which had
been removed when it was largely incorporated into the 2016 Rule.
Confirmed that the existing temporary enforcement policy remains in place. After the 2016 Rule was vacated,
the DOL issued Field Assistance Bulletin (“FAB”) 2018-02, a temporary enforcement policy providing prohibited
transaction relief to investment advice fiduciaries. In the FAB, the DOL stated it would not pursue prohibited
transactions claims against investment advice fiduciaries who worked diligently and in good faith to comply with
“impartial conduct standards” for transactions that would have been exempted in the new exemptions that (along with
the 2016 Rule) had been vacated, or treat the fiduciaries as violating the applicable prohibited transaction rules. The
DOL indicated that FAB 2018-02 will remain in place for now. However, the Department expressly noted that it does
not regard this authority as “permanent.”

We anticipate issuing a detailed and comprehensive OnPoint regarding this important development. If you would like to
discuss the Release, or any other aspect of ERISA’s fiduciary rules, please contact any of the Dechert lawyers listed below
or any Dechert lawyer with whom you regularly work.
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2) See also Grafton, Oringer, Perlow and Sherman, "Simply the Best (Interest) - SEC Proposes New Broker-Dealer Standard and
Additional Related Guidance," 46 Tax Management Compensation Planning Journal (Bloomberg Tax) 127 (Aug. 14, 2018)

3) DOL Adv. Opn. 2005-23A (Dec. 7, 2005) (often referred to as the “Deseret Letter”).
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What Did the DOL Just “Rollover” (and Roll Out)? – “A Primary
Basis” for Understanding the New Proposed ERISA Exemption and
Related Guidance   

The U.S. Department of Labor (the “DOL”) on June 29, 2020 issued a release (the “Release”) proposing an important new
initiative for retirement accounts (“Plans”) that are subject to the Employee Retirement Income Security Act of 1974
(“ERISA”) or Section 4975 of the Internal Revenue Code of 1986 (the “Code”). The Release continues the decade-long
saga that began with the DOL's highly controversial effort to remake its 1975 regulation (the “1975 Rule”) defining what
constitutes “investment advice” for purposes of the fiduciary rules under ERISA and Section 4975 of the Code, which
many saw as dramatically extending ERISA's reach, even affecting the way financial-services organizations conducted
their general (non-ERISA) business. As discussed in greater detail in the attached OnPoint, the Release:

Reinstates the 1975 Rule.  
Provides important interpretive guidance regarding the 1975 Rule’s “five-part test” generally.   
Changes the way that rollover-related advice is viewed by the DOL under the fiduciary rules.  
Proposes a new exemption for commission-based and variable compensation business models embracing fiduciary
status.  
Confirms that a key existing temporary enforcement policy remains in place.
Reinstates 1996 investment education guidance.

READ MORE
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Let it “Roll” (for a Little While): DOL Issues 
Limited Relief Regarding New Fiduciary 
Exemption 
OCTOBER 28, 2021 

The U.S. Department of Labor (the “DOL”) yesterday, on October 25, 2021, issued Field Advice Bulletin 2021-2 
(the “2021 FAB”), along with an explanatory notice, (the “2021 Notice”) in connection with compliance with 
Prohibited Transaction Class Exemption 2020-2 (the “Exemption”). As discussed below, the FAB and Notice 
generally (i) extend certain existing transition relief for less than two months (through January 31, 2022), and (ii) 
provide additional more limited transitional relief for documentation and disclosure conditions of the Exemption 
concerning rollovers (and transfers of assets among retirement accounts) as to certain matters through June 30, 
2022. 

Summary Chart 

Background 

The 1975 regulation regarding the definition of Investment Advice (the “1975 Regulation”), which had stood for 
approximately 40 years, had been substantially amended in 2016. The 1975 Regulation set forth a five-part test 
(the “Five-Part Test”) under which one may be considered to be providing Investment Advice and therefore be a 
Plan fiduciary. 

In 2016, the 1975 Regulation was amended, resulting in a dramatically new set of rules. The path to finalization of 
the 2016 amendment (the “2016 Regulation”) was extremely circuitous, and, ultimately, the 2016 Regulation Rule, 
together with the associated rulemaking (together with various new exemptions (including, as one notable 
example, the so-called Best Interest Contract exemption) and amendments of existing exemptions), was vacated in 
2018 by the U.S. Court of Appeals for the Fifth Circuit.*

In addition, the DOL essentially recognized that, for those who were concerned that they might be considered 
fiduciaries under the restored 1975 Regulation (particularly in light of the DOL’s new expansive interpretations 
thereof, noted below), or might be affirmatively seeking fiduciary status, the elimination of the exemptions issued 
in connection with the issuance of the 2016 Regulation could adversely affect those financial institutions and other 
service providers willing to abide by ERISA’s fiduciary standards. Thus, the DOL proposed an exemption, which 
eventually was finalized in 2020 as the Exemption. In connection with the release of the proposed version of the 

https://www.dol.gov/agencies/ebsa/employers-and-advisers/guidance/field-assistance-bulletins/2021-02
https://www.dol.gov/newsroom/releases/ebsa/ebsa20211025
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Exemption leading to the Exemption, the DOL expressly reinstated the 1975 Regulation (and also reinstated 
Interpretative Bulletin 96-1, which relates to what is considered investment education (as opposed to “investment 
advice”)). 

Furthermore, the preamble to the Exemption sets forth the DOL’s most recent official published views regarding 
various aspects of what makes one an “investment advice” fiduciary, with significant expansion of the scope of 
“investment advice” for ERISA purposes, particularly in the case of rollover solicitations. These new expansive 
interpretations drove up the stakes surrounding the timetable for complying with the Exemption and made the 
availability of transition relief all the more important. Our discussion of the Exemption can be found here. 

In FAB 2018-02 (the “2018 FAB”), the DOL stated that, through December 20, 2021, it would not pursue 
prohibited-transaction claims against “investment advice” fiduciaries (or treat such fiduciaries as violating the 
applicable prohibited-transaction rules) where those persons worked diligently and in good faith to comply with 
applicable “impartial conduct standards” for those transactions that otherwise would be exempt under the 
Exemption. In finalizing the Exemption, the Department announced that the temporary enforcement policy set 
forth in the 2018 FAB would remain in place until (and only until) December 20, 2021. 

The 2021 FAB and the 2021 Notice 

Many institutions seeking to operate under the Exemption have been facing challenges trying to conform to the 
Exemption’s requirements. The 2021 Notice states, among other justifications for relief contained in the 2021 
FAB, that the DOL “understands that the December 20, 2021 expiration date of the temporary enforcement policy 
poses practical difficulties for financial institutions that are in the process of complying with the exemption 
conditions,” and in particular, in the 2021 FAB that institutions “are in the process of developing tools to comply 
with the rollover documentation and disclosure [requirements of the Exemption].” The 2021 Notice goes on to 
say: “Financial institutions maintain that they face significant challenges in implementing the rollover 
documentation and disclosure requirements in a sufficiently automated and systematic manner by the Dec. 20 
deadline, and that these challenges and concerns may delay their ability to rely on the exemption as the 
Department intended.” The DOL also noted that timing issues were at play stating that “financial institutions 
have expressed concern that they would incur significant additional distribution costs, because the December 20, 
2021, expiration date does not align with their regular distribution cycle for disclosures. The expiration date also 
complicates the [Exemption’s] retrospective review requirement for financial institutions that want to perform 
their review on a calendar year basis.” 

Thus, the 2021 FAB: 

• Extends full nonenforcement relief for less than two months. 
The 2021 FAB provides a two-month extension, to January 31, 2022, of the relief under the 2018 FAB for 
financial institutions and other persons seeking reliance on the Exemption to comply with the Exemption 
(provided that, as was the case under the 2018 FAB, they are working “diligently and in good faith with the 
impartial conduct standards for transactions of the Exemption”). One effect of the relatively short general 
extension is that, even with the longer extension for certain matters noted in the next bullet point below, 
financial institutions who seek to comply with the Exemption will still need to provide written notice 
acknowledging fiduciary status prior to February 1, 2022. 

• Provides additional nonenforcement relief through June 30, 2022 for (and only for) the Exemption’s 
documentation and disclosure requirements relating to rollovers. 
The 2021 FAB provides that the DOL will not enforce the specific documentation and disclosure conditions 
for rollovers in the Exemption through June 30, 2022 where the failure to satisfy those conditions is “based 
solely on [the] failure to comply with the [Exemption’s] disclosure and documentation requirements.” It is 
noted that, because a condition for relief under the 2018 FAB was good-faith compliance with the Exemption’ 
s impartial conduct standards, that requirement continues to apply to rollovers (and account transfers) even 
though the documentation and disclosure requirements of the Exemption have been delayed until July 1, 
2022. In addition, it would seem that institutions would need to comply with the Exemption’s requirements 
to disclose conflicts of interest and the services for transactions on or after February 1, 2022. 

As noted above, the Notice states that the previous December 20, 2021 expiration date “complicate[d] the 
retrospective review requirement for financial institutions that want to perform their review on a calendar year 

https://www.dechert.com/knowledge/onpoint/2021/1/will-erisa-s-fiduciary-exemption--rollover--to-the-new-administr.html
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basis.” In this regard, to the extent that financial institutions had planned to complete their required retrospective 
reviews on or before the previous December 20, 2021 deadline on a special (e.g., non-calendar) schedule, they 
may wish to reconsider that choice in light of the 2021 FAB, which, by providing general transition relief through 
January 31, 2021, now extends the relief to beyond the end of calendar-year 2021. 

* * * 

If you have any questions regarding the 2021 FAB or the 2021 Notice, or any other aspects of the Exemption or 
ERISA’s fiduciary rules generally, please contact the Dechert attorneys listed below or any Dechert attorney with 
whom you regularly work. 

* Chamber of Commerce v. US Dep’t of Labor, 885 F.3d 360 (5th Cir. 2018). 
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More ESGcitement From the DOL – New Proposed 
Investment/Proxy ERISA Regulations 

November 2021 / Authored by Andrew Oringer, Steven Rabitz and Naina Kamath 

The U.S. Department of Labor (the “DOL”) on October 14, 2021, released a new Proposed Regulation (the “Proposed 

Regulation”) generally relating to the prudence and loyalty duties under the fiduciary rules of the Employee 

Retirement Income Security Act of 1974 (“ERISA”) and to the voting of proxies.  The Proposed Reg ulation is the 

latest attempt to address the appropriateness of the consideration of environmental, social and governance (“ESG”) 

factors in connection with investment-related decisions by fiduciaries of employee benefit plans that are subject to 

ERISA (“Plans”).   

While the Proposed Regulation does not expressly mention ESG factors, it is nevertheless driven by ESG 

considerations.  The Proposed Regulation would reframe certain aspects of the existing newly amended ERISA 

regulations to bring them more in -line with the current administration’s approach to ESG generally.   

Since 1994, the DOL under various presidential administrations has published guidance (referred to as “sub -

regulatory authority”), regarding economically targeted investments, the precursor  to recent years’ ESG factors.  The 

DOL’s view, as exemplified in such guidance, reflects a pendulum, as sub-regulatory authority has been tailored to be 

consistent with the varied agendas of each presidential administration. 

The previous administration released a proposed regulation on June 23, 2020 and a subsequent final regulation on Octo

ber 30, 2020 (the “2020 Proposed Prudence Regulation” and the “Existing Prudence Regulation ,” respectively), 

directly addressed by the Proposed Regulation.  The previous administration also released a proposed regulation on 

August 31, 2020 and subsequent final regulations on December 11, 2020 (the “2020 Proposed Proxy Regulation” and 

the “Existing Proxy Regulation ,” respectively).  Many regarded these efforts as an attempt to address that 

administration’s concerns about the growth in ESG and other collateral considerations.  While the Existing Prudence 

Regulation and Existing Proxy Regulation (together, the “Existing Regulations”) reflect the previous administration’s 

view that a fiduciary’s consideration of ESG factors should be minimal, the preamble to the Proposed Regulation (the 

“2021 Proposed Regulation Preamble”) may possibly be read to go so far as to affirmatively consider ESG factors to 

be appropriate considerations when selecting and monitoring Plan investments.   

Our May 2020 OnPoint, ERISA’s Social Goals? ESG Considerations Under ERISA, traces the development of the 

DOL’s ESG-related authority over the years and contains other general background regarding ESG considerations 

under ERISA.  In addition, the Existing Prudence Regulation is further discussed in our November 2020 OnPoint, An 

ESGplanation of ERISA’s New Regulation on Social Investing and the Existing Proxy Regulation is addressed in our 

December 2020 OnPoint, Voting on Principle – ERISA Proxy Regulation Finalized .   

The Trump administration’s decision to memorialize its approach in regulatory language (rather than continuing the 

swings of successive iterations of sub-regulatory advice) has now apparently pushed the Biden administration to 

propose a regulatory amendment in an effort to move to a more ESG-friendly approach.  Indeed, the 2021 Proposed 

Regulation Preamble goes so far as to suggest that ESG factors may be appropriate considerations when selecting 

and monitoring Plan investments.  Additionally, the Proposed Regulation would allow for elimination of the stringent 

documentation requirements set forth in the Existing Regulations. 

https://www.dechert.com/knowledge/onpoint/2020/5/erisa-s-social-goals--esg-considerations-under-erisa.html
https://www.dechert.com/knowledge/onpoint/2020/11/an-esgplanation-of-erisa-s-new-regulation-on-social-investing.html
https://www.dechert.com/knowledge/onpoint/2020/11/an-esgplanation-of-erisa-s-new-regulation-on-social-investing.html
https://www.dechert.com/knowledge/onpoint/2020/12/voting-on-principle---erisa-proxy-regulation-finalized.html
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This latest effort is subject to all applicable notice-and-comment requirements (as was the case for the Existing 

Regulations).  With rules now enshrined in the regulations themselves, the pendulum now, as an expected result of 

the issuance of the Existing Regulations, will no longer swing so easily – but, as the Proposed Regulation shows, 

may nevertheless indeed continue to swing. 

DISCUSSION  

I. Overview 

During the last 30 years, the DOL has issued  guidance regarding ERISA’s fiduciary duties in respect of Plan 

investments that promote objectives such as furthering environmental, social  or public policy goals.  The DOL has 

consistently indicated that ERISA does not necessarily prohibit fiduciaries from making investment decisions that 

reflect ESG considerations.  Still the DOL has cautioned fiduciaries that they could not subordinate the interests of 

plans to further ESG goals.  In this regard, the operative language of this Proposed Regulation is quite clear that a 

“fiduciary may not . . . accept reduced returns or greater risks to secure [collateral benefits] .”  The DOL also has been 

clear that the exercise of voting rights as well as other shareholder rights connected to shares of stock are fiduciary 

acts subject to ERISA’s fiduciary requirements.   

Over the years, the debate has focused to a significant exten t on (i) the extent to which ESG (and similar collateral) 

factors may be used to support a position that a given investment is in the best economic interests of the Plan  and (ii) 

the circumstances in which a Plan fiduciary may choose an investment that ut ilizes ESG factors as a “tie-breaker” 

when comparing otherwise substantially identical investment propositions.  Differences in the tone and tenor of the 

DOL’s guidance in different administrations has created confusion about these investment issues and co uld well be 

described as giving rise to an unhelpful “regulatory game of ping pong.”   

To continue the metaphor, the Trump administration’s Existing Prudence Regulation, however, arguably converted 

the decades’-long game of table-tennis into one of tennis: the move to abandon sub-regulatory guidance in favor of 

actual regulatory language effectively moved the game to a larger playing surface.  In particular, a final regulation by 

its very nature has greater legal significance and permanence.  Unlike sub-regulatory guidance, final regulations 

require formal notice and comment.  Whether or not any Biden administration’s effort to amend the Existing Prudence 

Regulation will be the final say on the matter remains to be seen.    

The Proposed Regulation does not use the term “ESG.”  Nevertheless, the 2021 Proposed Regulation Preamble 

mentions ESG some 346 times (and mentions “climate change” some 129 times).  Thus, even though the title of the 

Proposed Regulation is fairly neutral, it would appear as in the case wi th the Existing Prudence Regulation that it is 

designed to serve a specific policy objective.  In this case, the policy objective squares with President Biden’s two 

earlier Executive Orders regarding climate change, released in January 2021 and  May 20211 (the latter specifically 

directing the DOL to “consider publishing . . . for notice and comment a proposed rule to suspend, revise, or rescind 

 
1
  Exec. Order No. 13990, Protecting Public Health and the Environment and Restoring Science to Tackle the 

Climate Crisis (available at: https://www.federalregister.gov/documents/2021/01/25/2021-01765/protecting-

public-health-and-the-environment-and-restoring-science-to-tackle-the-climate-crisis) and Exec. Order No. 

14040, Climate-Related Financial Risk (available at: 

https://www.federalregister.gov/documents/2021/05/25/2021-11168/climate-related-financial-risk). 

https://www.federalregister.gov/documents/2021/01/25/2021-01765/protecting-public-health-and-the-environment-and-restoring-science-to-tackle-the-climate-crisis
https://www.federalregister.gov/documents/2021/01/25/2021-01765/protecting-public-health-and-the-environment-and-restoring-science-to-tackle-the-climate-crisis
https://www.federalregister.gov/documents/2021/05/25/2021-11168/climate-related-financial-risk
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the [Existing Regulations]”) and a DOL March 2021 enforcement policy2 indicating the DOL would not enforce the 

Existing Regulations pending the DOL’s reconsideration of them. 

Features of the Proposed Exemption: ESG 

⚫ Explicit Recognition of the Potential Financial Impact of “Climate Change and Other ESG Factors. ”  The 

Proposed Regulation would retain the core principle that ERISA Plan fiduciaries must focus on material risk-

return factors and can never subordinate the interests of participants and beneficiaries under the plan.  

However, the Proposed Regulation would address th e concern that the Existing Regulations created 

uncertainty and may “have the undesirable effect of discouraging ERISA fiduciaries’ consideration of climate 

change and other ESG factors in investment decisions[,]” even in cases when it is in the financial interest of 

plans to take such considerations into account.  Accordingly, the Proposed Regulation would make clear that 

ESG factors can (and in some cases must) be considered in connection with a fiduciary’s investment analysis.  

Indeed, the Proposed Regulation expressly confirms the DOL’s view that such considerations can be 

“financially material.” 

⚫ Specific Examples of ESG Factors that May Be Material to a Fiduciary’s Risk Return Analysis.   The 

Proposed Regulation would include three non -exclusive sets of examples of ESG factors that may be material 

to a fiduciary’s risk/return analysis relating to (i) climate change, (ii) corporate governance, including board 

composition, executive compensation, transparency and accountability in corporate decision-making and good 

corporate behavior, such as avoiding criminal liability and compliance with labor, employment, environmental, 

tax and other laws and (iii) workforce factors, including workforce diversity and inclusion, investment in 

training, equal employment opportunity and labor relations.  

⚫ Elimination of Express Restriction on ESG-themed “Qualified Default Investment Alternatives” 

(“QDIAs”).  The Proposed Regulation would eliminate the Existing Prudence Regulation’s prohibition on using 

ESG factors or investments as components for QDIAs.  The 2021 Proposed Regulation Preamble states that 

“there appears to be no apparent reason to foreclose plan fiduciaries from considering [such investment 

alternatives] as a QDIA.” 

⚫ Less Restrictive “Tie-Breaker” Rule.  In determining whether a fiduciary may select an investment based on 

collateral considerations, the Proposed Regulation would move away from the “economically indistinguishable” 

standard included in the Existing Prudence Regulation in favor of a standard that lo oks to whether a fiduciary 

prudently concludes that competing investments or competing investment courses of action “equally serve the 

financial interests of the Plan over the relevant time horizon.”  The DOL in the preamble to the Existing 

Prudence Regulation (the “Existing Prudence Regulation Preamble”) indicated that it had been skeptical that a 

tie-breaker scenario was anything more than theoretical.  The Biden administration’s DOL conversely signaled 

that it believes tie-breakers may be more broadly appropriate and has a more accepting view of factors that 

might be considered in determining whether competing investments or investment courses of action might 

serve a Plan’s interests equally. 

 
2
  U.S. Dept. of Labor News Release, U.S. Department of Labor Statement Regarding Enforcement of Final Rules 

on ESG Investments and Proxy Voting by Employee Benefit Plans (available at: 

https://www.dol.gov/sites/dolgov/files/ebsa/laws-and-regulations/laws/erisa/statement-on-enforcement-of-final-

rules-on-esg-investments-and-proxy-voting.pdf).   

https://www.dol.gov/sites/dolgov/files/ebsa/laws-and-regulations/laws/erisa/statement-on-enforcement-of-final-rules-on-esg-investments-and-proxy-voting.pdf
https://www.dol.gov/sites/dolgov/files/ebsa/laws-and-regulations/laws/erisa/statement-on-enforcement-of-final-rules-on-esg-investments-and-proxy-voting.pdf
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– Elimination of Some Documentation Requirements.  The Proposed Regulation would eliminate 

the Existing Prudence Regulation’s special documentation requirement when a tie-breaker analysis is 

used.   

– Addition of New Documentation Requirements.  The Proposed Regulation, however, would add a 

new disclosure requirement.  Where a tie-breaker analysis is used in selecting a “designated 

investment alternative” (including a qualified default investment alternative, or “QDIA”) in a participant 

directed defined contribution plan like a 401(k) plan, the “collateral -benefit characteristic of the fund, 

product or model portfolio” would have to be disclosed to plan participants to so that they have 

“sufficient information to be aware of the collateral factor or factors that tipped the scale in favor of 

adding the investment option to the plan menu, as opposed to its economically equivalent peers that 

were not.” 

Main Features of the Proposed Exemption: Proxy Voting 

⚫ Reverts to Prudence, Eliminates Special Call Outs on Monitoring and Documentation Requirements, 

Eliminates Safe Harbors.  The Proposed Regulation would eliminate the Existing Proxy Regulation’s 

statement that ERISA “does not require the voting of every proxy or the exercise of every shareholder right,” 

eliminate what many regarded as an enhanced proxy monitoring requirements fo r plans with respect to 

investment managers and proxy advisory firms they engage and eliminate the two safe-harbors, which allowed 

fiduciaries to limit the circumstances when they would exercise their voting rights.  

⚫ Revokes Special Documentation Requirement.  The Existing Prudence Regulation requires that when 

deciding whether to exercise shareholder rights and when exercising shareholder rights, fiduciaries must 

maintain records on proxy voting activities and other shareholder rights.  The Proposed Regulation would 

remove this requirement out of concern that it could be regarded as imposing greater fiduciary obligations than 

would otherwise apply with respect to other fiduciary decisions.  

⚫ Changes Designed to Avoid Confusion; Avoid Disincentive to Exercise Ownership Rights.  The DOL 

indicated the rule changes in the Proposed Regulation were made because, based on stakeholder feedback, 

they were concerned the Existing Regulations caused confusion and likely would chill fiduciaries’ exercise of 

their ownership rights. 

Timing  

⚫ The comment period runs for 60 days after publication in the Federal Register (12/13/2021).  The DOL 

indicates that commenters are free to express views not only on the provisions of the proposal, but on any 

issues germane to the subject matter of the proposal. 

⚫ The 2020 Proposed Prudence Regulation received almost 9,000 comments.  It would not be surprising to 

anticipate that the Proposed Regulation will generate similar interest by stakeholders.  

II. General Background  

Under ERISA, a Plan fiduciary has a duty to act prudently and solely in the best interests of Plan participants and 

beneficiaries.  The duty of prudence requires fiduciaries to act with “the care, skill, prudence and diligence of a 

prudent person acting in a like capacity and familiar with such matters.”  The duty of prudence requires diversifying 
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investments to minimize the risk of large losses and acting in accordance with the proper Plan documents.  The duty 

of loyalty requires Plan fiduciaries to act “for the exclusive purpose of providing benefits to participants and 

beneficiaries.”  The Existing Prudence Regulation expressed concerns that ESG considerations arguably could raise 

issues under the duty of loyalty that other pecuniary considerations might not raise.  

The DOL’s interpretations over the course of various administrations have been consistent on the fundamental point 

that a fiduciary may not subrogate a Plan’s investment returns to accommodate ESG (or other) benefits, and ESG 

factors may not overtake financial considerations or be utilized at the expense of other cost indicators, such as rate of 

return.  However, successive administrations have disagreed as to the extent to which ESG (and similar collateral) 

factors may be used to support a Plan fiduciary’s decision to invest Plan assets.   

A concept that emerged early is generally that it may be possible to use ESG-type factors as a kind of “tie-breaker,” 

so to speak, so that collateral factors may indeed be considered when all other factors between two or more 

investment choices are effectively equivalent.  Thus, in Interpretive Bulletin 94-1, the DOL permitted the consideration 

of collateral benefits in tie-breaker scenarios, such as where other financial factors were not dispositive.  In 2008, 

DOL guidance under a Republican administration more firmly restricted investment decisions based on factors “other 

than the economic interest in the plan” and emphasized that tie-breakers only exist when alternatives are “truly equal” 

from both a quantitative and qualitative perspective.  In 2015, the pendulum swung again, as, DOL guidance under a 

Democratic administration emphasized that ESG considerations are “proper components of the fiduciary’s primary 

analysis.”    

III. The Existing Regulations  

Overview 

The DOL under the Trump administration seemed frustrated with the vagaries surrounding ESG in the ERISA 

context.  In the Existing Prudence Regulation Preamble, the DOL said: 

As ESG investing has increased, it has engendered important and substanti al questions with numerous 

observers identifying a lack of precision and consistency in the marketplace with respect to defining ESG 

investments and strategies, as well as shortcomings in the rigor of the prudence and loyalty analysis by 

some participating in the ESG investment marketplace.  There is no consensus about what constitutes a 

genuine “ESG” investment, and ESG rating systems are often vague and inconsistent, despite featuring 

prominently in marketing efforts. . . .  In part, the confusion stems from the fact that, from its beginning, the 

ESG investing movement has had multiple goals, both pecuniary and non-pecuniary.  Moreover, ESG funds 

often come with higher fees, because additional investigation and monitoring are necessary to assess an 

investment from an ESG perspective.   

It may not be surprising then, that the DOL in the Existing Prudence Regulation Preamble exhibited significant 

skepticism of ESG’s place in an ERISA fiduciary’s investment considerations, stating, for example, that:  

The purpose of this action is [to] separate the legitimate use of risk-return factors from inappropriate 

investments that sacrifice investment return, increase costs, or assume additional investment risk to promote 

non-pecuniary benefits or objectives. . . .  The Department . . . cautions fiduciaries against too hastily 

concluding that ESG-themed funds may be selected based on pecuniary factors or are not distinguishable 

based on pecuniary factors . . . .   
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In the course of finalizing the Existing Regulations, the DOL softened its proposed approach to ESG from the initial 

proposal, even ultimately deleting all express references to ESG.  Nevertheless, the Existing Regulations still 

effectively significantly limit the ability for ESG factors to be utilized.  For example, the DOL expressed concerns in 

the Existing Prudence Regulation Preamble that ESG investing could result in “lack of precision and consistency in 

the marketplace with respect to defining ESG investments and strategies, as well as shortcomings in th e rigor of the 

prudence and loyalty analysis by some participating in the ESG investment marketplace.”  Similarly, regarding proxy 

voting, the DOL expressed in the preamble to the Existing Proxy Regulation (the “Existing Proxy Regulation 

Preamble”) that there was a “general concern that responsible fiduciaries might be accepting investment managers’ 

proxy voting policies without sufficient review as to whether those policies comply with ERISA and, if so, whether the 

investment managers were complying with those policies.”  

ESG as a Pecuniary Factor 

The Existing Prudence Regulation belies a fair degree of skepticism that fiduciaries would be able to justify that ESG 

factors could drive favorable economic performance for Plans.  Indeed, the tenor of the Exist ing Prudence Regulation 

Preamble suggested that the use of ESG factors could even be harmful to Plans from a pecuniary perspective.  The 

DOL’s approach seems to have been premised, in part, on the uncertainties associated with measuring ESG impacts.  

The DOL wondered, for example, whether generally accepted investment theories had yet evolved to support the 

consideration of ESG factors as affirmatively positive.   

Nevertheless, the Existing Prudence Regulation did not foreclose the possibility that ESG coul d have a place in a 

Plan fiduciary’s analysis on investment decisions.  It just requires that in order to take ESG into account, fiduciaries 

would first determine that a consideration of ESG factors would be demonstrably helpful to the Plan’s pecuniary 

interests.  For example, in the preamble to the 2020 Proposed Prudence Regulation (the “2020 Proposed Prudence 

Regulation Preamble”), the DOL noted that “there are certain instances where environmental considerations will 

present an economic business risk,” such as “ a company’s improper disposal of hazardous waste, [which] would 

likely implicate business risks and opportunities, litigation exposure, and regulatory obligations” and “dysfunctional 

corporate governance,” or other factors that, in each case, would be material economic considerations generally 

accepted investment theories (referred to therein as “Pecuniary ESG Factors”).  Nevertheless, the Existing Prudence 

Regulation is arguably consistent with the proposition that even where solid Pecuniary ESG Factors exist, they must 

be considered alongside other relevant economic considerations to evaluate the risk and return  and the weight given 

should reflect a prudent assessment of their impact on risk and return. 

ESG as a Tie-Breaker 

One of the issues that has accompanied the decades’ long game of regulatory ping-pong has been the extent to 

which (if any) a fiduciary could consider ESG and other collateral factors as sort of a tie-breaker between equivalent 

investment options.  Under this effectively “no harm, no foul” approach, proponents had argued that a Plan would not 

suffer any detriment if all things are effectively equal between two competing investment options and a fiduciary 

chose the investment option that furthers ESG or other collateral goals. Th e DOL acknowledged (in the 2020 

Proposed Prudence Regulation Preamble) that two investments could be economically indistinguishable.  But it also 

called out the fact that it was skeptical that the existence of a so -called “tie-breaker” scenario could be anything more 

than a theoretical possibility: “the [DOL] expects that true ties rarely, if ever, occur.”     

Nevertheless, the DOL’s view was that fiduciaries will rarely “consider two investment funds, looking only at one 

objective measure, and find the same target risk-return profile or benchmark, the same fee structure, the same 

performance history, same investment strategy, but a different underlying asset composition.”  The DOL later noted 
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(in the Existing Prudence Regulation Preamble) that “there was disagreement among commenters as to whether true 

ties actually occur” and that “the tie-breaker test should be simplified and focus on situations where the fiduciary is 

unable to distinguish investment alternatives on the basis of pecuniary factors alone, rather than demanding that 

investments be identical in each and every respect before the tie-breaker provision would be available.” 

ESG in Funds Used as QDIAs 

The Existing Prudence Regulation also provides that QDIAs require special treatment and expressly provides that a 

fund, product or portfolio may be part of a QDIA if its investment objectives or goals or its principal investment 

strategies include, consider or indicate the use of one or more non-pecuniary factors.  The Existing Prudence 

Regulation Preamble makes clear that “the special rule for QDIAs is not focused on whether an investment…applies 

any particular ‘E’, ‘S’, or ‘G’ factors in operation [,]” but focuses on whether any given factor is “pecuniary or non-

pecuniary in nature, and that the selection of ESG funds is not per se prudent or imprudent.”  This disqualification is 

potentially significantly important as a practical matter, to the extent that participants and beneficiaries under 

participant-directed Plans simply leave their accounts invested in QDIAs without making affirmative investment 

decisions to reallocate to other investment alternatives. 

Documentation and Other Support  

The Existing Prudence Regulation includes a documentation requirement for decisions based on non -pecuniary 

factors intended to constitute tie-breakers, with the DOL intending to provide a “safeguard against the risk that 

fiduciaries will improperly find economic equivalence and make decisions based on non -pecuniary factors without a 

proper analysis and evaluation.” 

Generally, if Plan fiduciaries use non-pecuniary ESG factors, under the Existing Prudence Regulation they must 

document (i) why pecuniary factors were not sufficient to select the investment or investment course of action; (ii) 

how the investment compares to the alternative investments with regard to (A) the composition of the portfolio with 

regard to diversification, (B) the liquidity and current return of the portfolio relative to anticipated cash flow 

requirements of the Plan and (C) the projected return of the portfolio relative to the funding objectives of the Plan  and 

(iii) how the chosen non-pecuniary factor or factors are consistent with the interests of the participants and 

beneficiaries in their retirement income or financial benefits under the Plan.  

Proxy Voting 

Under the Existing Proxy Regulation released on December 11, 2020, the DOL addressed fiduciary duties of 

prudence and loyalty with respect to the exercise of shareholder rights, including proxy voting, the use of written 

proxy voting policies and guidelines and the selection and monitoring of proxy advisory firms.  The Existing Proxy 

Regulation provides that ERISA does not require the voting of every proxy, but rather that fiduciaries must act 

prudently and solely in the interest of Plan participants when deciding whether and how to vote.  The DOL indicated 

that fiduciaries could satisfy this standard by adopting voting policies and parameters prudently designed to serve the 

Plan’s economic interest.  The Existing Proxy Regulation includes two safe harbors, one based on limiting voting to 

proposals related to the issuer’s business activity or are expected to have a material effect on the investment’s value  

and another based on voting only if the Plan’s interest in the issuer is above a certain percentage of the Plan’s total 

assets. 

As in the case with the Existing  Prudence Regulation, the DOL’s effort with respect to proxy voting under the Existing 

Proxy Regulation may be characterized as addressing at least three particular areas of concern: (i) some Plan 
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fiduciaries have considered incorporating non-pecuniary factors into proxy decisions, (ii) fiduciaries have 

misunderstood the DOL’s existing sub-regulatory guidance and (iii) Plans may be over-relying on proxy firms without 

ensuring that their recommendations are in the economic interests of the Plan.  It may hav e appeared to some that 

the DOL’s efforts under the Trump administration were an attempt to thwart a fiduciary’s use of Plan assets to 

advance political or social justice issues, including ESG issues, through proxy resolutions that are not “solely in 

accordance with the economic interests of the plan and its participants and beneficiaries.”  In this regard, the DOL in 

the Existing Proxy Regulation Preamble cautions fiduciaries against “overly expansive” interpretations of the Plan’s 

“economic interests” such as “vague or speculative notions that proxy voting may promote a theoretical benefit to the 

global economy that might redound, outside the plan, to the benefit of Plan participants . . . .”  

The DOL indicated in the Existing Proxy Regulation that the fid uciary would need to include an evaluation of the costs 

as well as benefits involved in a proxy vote, including “expenditures for organizing proxy materials; analyzing portfolio 

companies and the matters to be voted on; determining how the votes should be cast; and submitting proxy votes to 

be counted.”  These expenditures also included extraordinary costs relating to particular proxies, including those of 

foreign issuers, and “[o]pportunity costs in connection with proxy voting . . .  such as foregone earn ings from recalling 

securities on loan or if, as a condition of submitting a proxy vote, the plan will be prohibited from selling the underlying 

shares until after the shareholder meeting.”  

Status of the Existing Regulations 

As noted above, on January 12, 2021, President Biden issued Executive Order 13990 “Protecting Public Health and 

the Environment and Restoring Science to Tackle the Climate Crisis,”3 which provides a non-exclusive list of agency 

actions, including the Existing Regulations, that are to be further reviewed.  On March 10, 2021, the DOL followed 

with the issuance of a nonenforcement policy regarding the Existing Regulations (the “Nonenforcement Policy”). 4  

Under the Nonenforcement Policy, pending further guidance, the Existing Regulations will not be enforced by the 

DOL, and no actions will be taken by the DOL against Plan fiduciaries based on a failure to comply with the Existing 

Regulations.  However, in our experience, there remains concern regarding the Existing Regulations among 

fiduciaries, and therefore managers and other fund sponsors, in that (i) the Existing Regulations are presently still in 

effect and (ii) the nonenforcement policy does not foreclose participants and beneficiaries from bringing causes of 

action or other claims based upon the Existing Regulations. 

IV. The Proposed Regulation 

Overview 

The 2021 Proposed Regulation Preamble expresses concerns regarding the Existing Regulations, stating that “the 

current regulation has created a perception that fiduciaries are at risk if they include any ESG factors in the financial 

evaluation of plan investments,” and that, unlike the Existing Regulations, the Proposed Regulation would make clear 

 
3
  Exec. Order No. 13990, Protecting Public Health and the Environment and Restoring Science to Tackle the 

Climate Crisis (available at: https://www.federalregister.gov/documents/2021/01/25/2021-01765/protecting-

public-health-and-the-environment-and-restoring-science-to-tackle-the-climate-crisis). 

4
  U.S. Dept. of Labor News Release, U.S. Department of Labor Statement Regarding Enforcement of Final Rules 

on ESG Investments and Proxy Voting by Employee Benefit Plans (available at: 

https://www.dol.gov/sites/dolgov/files/ebsa/laws-and-regulations/laws/erisa/statement-on-enforcement-of-final-

rules-on-esg-investments-and-proxy-voting.pdf).   

https://www.federalregister.gov/documents/2021/01/25/2021-01765/protecting-public-health-and-the-environment-and-restoring-science-to-tackle-the-climate-crisis
https://www.federalregister.gov/documents/2021/01/25/2021-01765/protecting-public-health-and-the-environment-and-restoring-science-to-tackle-the-climate-crisis
https://www.dol.gov/sites/dolgov/files/ebsa/laws-and-regulations/laws/erisa/statement-on-enforcement-of-final-rules-on-esg-investments-and-proxy-voting.pdf
https://www.dol.gov/sites/dolgov/files/ebsa/laws-and-regulations/laws/erisa/statement-on-enforcement-of-final-rules-on-esg-investments-and-proxy-voting.pdf
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that “climate change and other ESG factors are often material and that in many instances f iduciaries should consider 

climate change and other ESG factors in the assessment and investment risks and returns.”  

Indeed, the 2021 Proposed Regulation Preamble also expresses concern that the uncertainty surrounding the 

Existing Regulations act as a deterring factor that would cause it to act more ESG-adverse than other marketplace 

investors, by creating a perception that fiduciaries are “at risk if they include any ESG factors in the financial 

evaluation of Plan investments.”  The 2021 Proposed Regulation Preamble further provides that failure to consider 

ESG factors may “hamper fiduciaries as they attempt to discharge their responsibilities prudently and solely in the 

interest of Plan participants and beneficiaries.”  

General Scope 

In keeping with Biden administration priorities, it is perhaps not a surprise that the DOL uses examples that focus on 

environmental (the “E” in “ESG”) factors.  The Proposed Regulation would expressly permit fiduciaries to consider 

“[c]limate change-related factors, such as a corporation’s exposure to the real and potential economic effects of 

climate change including exposure to the physical and transitional risks of climate change and the positive or 

negative effect of Government regulations and policies to mitigate climate change.”   

However, the 2021 Proposed Regulation Preamble and the operative proposed language would also make clear that:  

“governance factors, such as those involving board composition, executive compensation, and transparency and 

accountability in corporation decision-making, as well as a corporation’s avoidance of criminal liability and compliance 

with labor, employment, environmental, tax and other applicable laws and regulations” may be considered by a 

fiduciary; and 

“workforce practices, including the corporation’s progress on workforce diversity, inclusion, and other drivers of 

employee hiring, promotion, and retention; its investment in training to develop its workforce’s skill; equal employment 

opportunity; and labor relations” may also be considered by a fiduciary. 

The 2021 Proposed Regulation Preamble notes that “[t]he list of examples . . . is not exclusive” and that “the 

Department solicits comments on whether other or fewer examples would be helpful to avoid regulatory bias. ”  

Commenters may wish to consider if and how they may wish to address this invitation.  

ESG and Financial Analysis 

The Proposed Regulation would allow ESG factors to be considered in connection with a fiduciary’s investment 

analysis.  The 2021 Proposed Regulation Preamble notes that “consideration of the projected return of the portfolio 

relative to the funding objectives of the Plan may often require an evaluation of the economic effects of climate 

change and other ESG factors” and that a fiduciary’s calculus “may often require an evaluation of the effect of climate 

change and/or government policy changes to address climate change on investments’ risks and returns” and that 

“climate-related financial risk[s]…are, in appropriate cases, risk -return factors that fiduciaries should take into account 

when selecting and monitoring plan investments and investment courses of action.”  

While the Proposed Regulation, like the Existing Prudence Regulation, does not expressly mention ESG (though the 

preambles of both make extensive references to ESG), the Proposed Regulation, unlike the Existing Prudence 

Regulation, also does not use words “pecuniary” and “non-pecuniary.”  More generally, the DOL’s view on the 
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relationship between ESG factors and the duty of prudence has  (maybe not surprisingly) taken a turn from its view 

under the Trump administration.   

In particular, the 2021 Proposed Regulation Preamble provides that ESG factors could be financially material to a 

Plan and expresses concerns that the Existing Prudence Regulation discourages Plan fiduciaries from considering 

such factors, with a “chilling effect on appropriate integration of material climate change and other ESG factors in 

investment decisions.”   

Indeed, the Proposed Regulation would appear to go so far  as to provide expressly that consideration of ESG factors 

is consistent with the fiduciary duty of prudence and that a fiduciary would be permitted to consider any factor 

material to the risk-return analysis, including ESG factors.  Particularly, ESG factors would be able to be part of a risk-

return analysis and they would be treated no differently from other “traditional” material risk-return factors.  The DOL 

wants to counter concerns that “fiduciaries are at risk if they include any ESG factors in the f inancial evaluation of 

plan investments.”  Thus, ESG factors could be appropriate “even though the investment, when considered in 

isolation from the portfolio as a whole, is riskier or less likely to generate a significant positive return than other 

investments that do not serve the same hedging function.”  

Some may be reading the Proposed Regulation’s operative language as requiring fiduciaries to consider certain ESG 

and ESG-type factors when making their investment and investment-related decisions.  While it remains to be seen 

how the DOL will endeavor to finalize the Proposed Regulation, such an approach would seem to be in stark contrast 

to the approach taken thus far under ERISA, as the DOL generally has never mandated with specifics what a 

fiduciary must consider in pursuing the fiduciary’s prudence obligations.5  Competing policy objectives may well be at 

play here, with those favoring a more expansive use of ESG factors to advance a climate-based agenda confronting 

the very real legal safeguards imposed by ERISA in connection with Plans’ economic returns.   

Tie-Breaker Scenarios 

The Biden administration’s DOL has a more favorable approach to the tie-breaker rationale than the DOL of the 

Trump administration.  Thus, the Proposed Regulation would move away from the Existing Prudence Regulation’s 

insistence that economically “indistinguishable” alternatives form the basis for invoking a tie-breaker.  The 2021 

Proposed Regulation Preamble indicates that where “a fiduciary prudently concludes that competing  investments or 

competing investment courses of action equally serve the financial interests of the [P]lan over the relevant time 

horizon, the fiduciary is not prohibited from selecting the investment, or investment course of action, based on 

collateral benefits other than investment returns.”  Expanding still further flexibility offered by certain prior DOL 

authority, one example given by the 2021 Proposed Regulation Preamble of potentially permissible collateral 

considerations is where there is a characteristic that “aligns with the corporate ethos of the Plan sponsor or that . . . 

improves the esprit de corps of the workforce.”  

As was the case under the Existing Prudence Regulation, investment alternatives must be reviewed based on risk 

and return factors in order for the door to be open to using ESG factors as tie-breakers.  However, in the case of the 

Proposed Regulation, a tie-breaker would be permissible as long as both alternatives “equally serve the financial 

interests of the plan over the appropriate time horizon.”  This softening of the DOL’s view under the Biden 

 
5
  But cf., e.g., Burgess, “$41 Billion Pension Fund Settles Australian Climate Change Lawsuit” (Bloomberg Green, 

Nov. 1, 2020 (updated Nov. 2, 2020)) (reporting on the settlement of a claim brought in the case of McVeigh v. 

Retail Employees Superannuation Trust against an Australian pension fund to the general effect that the fund 

was not sufficiently protecting retirement savings against the impact of rising world temperatures).  
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administration regarding the efficacy of a tie-breaker analysis may well be a fundamental aspect of the evolution of 

the DOL’s thinking as a practical matter, as Plan fiduciaries would be less compelled to show that a consideration of 

ESG factors would be likely to affect investment returns favorably.  This impact may be especially critical if, as 

suggested by the 2020 Proposed Prudence Regulation Preamble, generally accepted investment principles do not 

yet support the conclusion that considering ESG factors is likely to increase investment returns.   

QDIAs 

The Existing Prudence Regulation prohibits the use of ESG factors or investments as components for QDIAs.  The 

Proposed Regulation would not go so far as requiring the use of ESG factors, but instead provides that the general 

obligations of fiduciaries under ERISA and the QDIA rules specifically should govern the selection of QDIAs.  The 

DOL opines in this regard that such general obligations could include the consideration of other investments, which 

would include ESG factors.  For example, the 2021 Proposed Regulation Preamble rejects the notion that QDIA 

selection warrants special treatment, providing that “[i]f a fund expressly considers climate change or other ESG 

factors, is financially prudent, and meets the protective standards set out in the Department ’s QDIA regulation, . . 

.there appears to be no reason to foreclose plan fiduciaries from considering the fund as a QDIA.”  In contr ast, the 

Existing Regulations provides that QDIAs “warrant special treatment because they are unique arrangements under 

ERISA that help ensure retirement savings for plan participants who have not provided affirmative investment 

directions for their individual accounts.” 

Removal of Existing Documentation Requirements: New Disclosure Requirements.  

The Proposed Regulation would eliminate the Existing Proxy Regulation’s unique specific documentation 

requirements applicable to tie-breakers, which the DOL believes “singled out and created burdens specifically for 

investments providing collateral benefits, which many perceived as targeting ESG investing.”  The DOL believes that 

the special documentation requirement is also unnecessary due to Plan fiduciaries’ general prudence obligations and 

common documentations and record-keeping requirements.  Specifically, the DOL believes that maintaining those 

special documentation requirements could have a “chilling effect on the use of the tie-breaker provision more 

generally, including when ESG is not under consideration.”  

The Proposed Regulation would, however, add a disclosure requirement that the “collateral -benefit characteristic of 

the fund, product or model portfolio must be prominently displayed in disclosure materia ls provided to participants” to 

“ensure that plan participants are given sufficient information to be aware of the collateral factor or factors that tipped 

the scale in favor of adding the investment option to the plan menu, as opposed to its economically equivalent peers 

that were not.”   

Proxy Voting  

The promulgation of the Existing Proxy Regulation was arguably an effort by the Trump administration to curtail what 

it believed was pervasive activist voting by Plans on collateral considerations.  The Prop osed Regulation would 

eliminate the Existing Proxy Regulation’s statement that ERISA “does not require the voting of every proxy or the 

exercise of every shareholder right.”  The 2021 Proposed Regulation Preamble indicates, however, that this “does not 

mean that fiduciaries must always vote proxies or engage in shareholder activism.”  Instead, the DOL suggests that 

general prudence considerations govern the analysis.  

The Proposed Regulation would require periodic review of proxy -voting policies and would preserve increased 

flexibility to determine whether to vote on a particular matter by offering a blanket exception to policies in the case 
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that the Plan fiduciary otherwise determines the material effect of the voting subject.  The Proposed Regulation would  

also revise monitoring requirements by ERISA Plan fiduciaries when the authority to vote proxies has been delegated 

to an investment manager or a proxy voting firm.  The 2021 Proposed Regulation Preamble notes that the Existing 

Proxy Regulation’s language could be interpreted as “requiring some special obligations above and beyond the 

statutory obligations of prudence and loyalty that generally apply to monitoring the work of service providers,” and the 

Proposed Regulation would reject that approach in favor or a general prudence analysis.   

The Proposed Regulation would provide that a pooled investment vehicle with more than one Plan’s assets must vote 

in proportion to each Plan’s economic interest in the pooled investment vehicle.  Plan fiduciaries genera lly would be 

required prior to investing to accept the investment manager’s investment policy statement and to assess whether the 

policy statement is compatible with ERISA.   

The Existing Proxy Regulation requires that when deciding whether to exercise shareholder rights and when 

exercising those shareholder rights, fiduciaries must maintain records on proxy voting activities and other shareholder 

rights.  The Proposed Regulation would remove this requirement out of concern that it creates a “misperception that 

proxy voting and other exercises of shareholder rights are disfavored or carry greater fiduciary obligations, and 

therefore greater potential liability, than other fiduciary activities.”  Accordingly, the Proposed Rule would provide for 

increased flexibility with regards to voting by allowing principles of prudence to guide the analysis after a fiduciary’s 

consideration of the costs and the benefits.  

This portion of the Proposed Regulation would also eliminate extensive monitoring requirements and clarify that there 

are no additional obligations for purposes of ESG considerations outside of prudence and loyalty.  Other changes 

would include removal of current safe harbors, revisions to proxy-voting policies to increase flexibility, proportionate 

consideration in the case of pooled investment vehicles and revisions to documentation requirements. 

CONCLUSION 

While the Proposed Regulation would alter the ESG landscape under ERISA, it would not change the fundamental 

precept that, to quote the 2021 Proposed Regulation Preamble, “a fiduciary may not . . . accept reduced returns or 

greater risks” to secure collateral benefits.  Indeed, the Proposed Regulation, as it must, would work within the 

confines of ERISA’s statutory language.  A key point here, however, consistently with the manner in which sub -

regulatory advice has ebbed and flowed over the years, is that the approach of the Proposed Regulation (together 

with the discussion in the 2021 Proposed Regulation Preamble itself) differs starkly from the approach of the Existing 

Prudence Regulation as to tone, nuance and details.  In particular, the Proposed Regulation would result in significant 

changes to the treatment of ESG factors as it pertains to Plan fiduciaries’ decision-making process, the manner in 

which ESG fits into the prudence/loyalty analysis generally, the relevance and treatment of ESG factors as p ossible 

tie-breakers and any documentation requirements relating to the consideration of ESG factors.   

There is also some potential subtle, or maybe not so subtle, impact on the markets for investment capital.  For 

example, it remains to be seen how the flow from the Existing Regulations to the Proposed Regulation (and, 

presumably, the Proposed Regulation as eventually finalized) will affect the manner in which disclosures for 

investment funds will address ESG going forward where Plans may be investors.  Will there be less discussion of 

downside risk as a result of ESG considerations and more discussion of hoped-for upside?  Additionally, fund 

sponsors and money managers operating in the global arena would possibly need to find ways to harmonize their 

practices under ERISA with those under various non -U.S. regimes, which may be much more focused on taking into 

account ESG with less emphasis on showing that the consideration of ESG factors is beneficial financially.   
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In addition, global managers with ERISA and non-ERISA clients may continue to struggle to some extent with 

harmonizing ERISA and other international regimes, even with a more ESG-friendly DOL.  In this regard, while the 

DOL’s ESG-related stance has clearly softened, there still may be a significant disconnect between ERISA’s general 

posture regarding the primary focus on investment returns, on the one hand, and a more evident desire under various 

non-U.S. initiatives to accomplish social goals through investing, on the other.   

Regardless of where the Proposed Regulation lands under the Biden administration, fund sponsors and money 

managers may be somewhat circumspect in their efforts to proceed under what becomes the new rules.  Inevitably, 

the pendulum will swing again, even if the swing requires yet another change to the ERISA regulations, and 

investment firms may want to protect themselves against having to redesign their ESG -related approaches from the 

ground up at each successive swing.  While the Proposed Regulation seems likely to be finalized, any finalized 

version may not be the last regulatory or sub-regulatory change, as the pendulum could continue to swing, and the 

requirements set forth in the Existing Regulations may arise in future guidance.  The ping -pong game of successive 

releases of sub-regulatory guidance would seem still to be afoot, albeit now shifting to the proverbial center tennis 

court of the world of actual regulations.  

At the end of the day, the basic ERISA construct continues to be that financial considerations must be paramount 

regarding investments.  That fundamental directive will remain absent a statutory change.  Operating within those 

rules, the Trump administration leveled  a difficult one-two punch directed at ESG, by (i) expressing skepticism 

regarding the practical efficacy of the tie-breaking rationale and (ii) simultaneously casting aspersions on the notion 

that presently ESG consideration can be shown to be a financial  positive.  The Biden administration now proposes to 

parry away both of these blows by (i) validating the notion of ESG factors as legitimate tie-breakers and (ii) bolstering 

the notion that considering ESG factors can have a favorable impact on investment returns.  The song may remain 

the same – it’s just that different cover bands play the same tune differently. 
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OVERVIEW 

The U.S. Department of Labor (the “DOL”) on August 31, 2020 proposed a regulation (the “Proposed Proxy 

Regulation”) that would apply to how fiduciaries under the Employee Retirement Income Security Act of 1974 

(“ERISA”) should consider decisions with respect to the voting of proxies and other exercises of shareholder rights 

associated with investments made by plans that are subject to ERISA (“Plans”). The Proposed Proxy Regulation 

comes on the heels of a separate proxy-related initiative (the “2019 SEC Guidance”)1 of the Securities and Exchange 

Commission (the “SEC”) and a proposed DOL regulation under the prudence and loyalty rules relating to 

environmental, social and governance (“ESG”) factors (the “Proposed ESG Regulation”). The Proposed Proxy 

Regulation can in some ways be viewed as complementing and bolstering some of the key policy objectives of the 

SEC’s initiative and the Proposed ESG Regulation. We generally discussed ESG considerations in the ERISA 

context in a prior May 15, 2020 OnPoint, and discussed the Proposed ESG Regulation in a prior June 30, 2020 

OnPoint. 

While there are aspects of the Proposed Proxy Regulation that could focus and therefore simplify a fiduciary’s duty 

regarding proxy voting, the Proposed Proxy Regulation is not short on potentially new significant compliance burdens. 

New obligations would extend not just to investment committees and others at the Plan sponsor charged with hiring 

investment managers, but also to Plan trustees with proxy-related responsibilities, and to third-party investment 

managers charged with voting proxies and exercising other shareholder rights. 

In summary, the Proposed Proxy Regulation: 

 states that a Plan fiduciary must vote on matters it determines would have an economic impact; and must not

vote on matters it determines would not; 

 reinforces the DOL’s belief that the consideration of non-pecuniary factors, including ESG-related matters, can 

result in breaches of ERISA’s fiduciary duties; 

 approves permissive categories that would allow a Plan fiduciary not to vote on matters that the fiduciary believes will 

only have a marginal impact, or economic benefit to the Plan, particularly where the Plan’s economic interest 

is de minimis; 

1  SEC, Commission Guidance Regarding Proxy Voting Responsibilities of Investment Advisers, 84 Fed. Reg. 47420 (Sept. 10, 

2019). 

https://www.dechert.com/knowledge/onpoint/2020/5/erisa-s-social-goals--esg-considerations-under-erisa.html
https://www.dechert.com/knowledge/onpoint/2020/6/an-esgciting-development---proposed-regulation-on-esg-considerat.html
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 requires that Plan fiduciaries (including discretionary investment managers) demonstrate the basis for 

particular proxy votes and other exercises of shareholder rights and investigate material facts that form the 

basis for any particular proxy vote; and  

 casts skepticism on the use of proxy-advisory services unless their recommendations conform to the 

standards of the Proposed Proxy Regulation. 

When these points are viewed in the aggregate, if the Proposed Proxy Regulation is finalized as proposed, Plan 

fiduciaries may find that they are constrained from voting on many items, and fiduciaries could be forced to adopt an 

approach in which they may not vote unless they justify the cost and the vote is on matters the Plan fiduciary 

determines would have an economic impact to the Plan. Reflecting this shift in approach, the DOL specifically stated 

in the preamble accompanying the Proposed Proxy Regulation (the “Preamble”) that it expects Plan fiduciaries only 

to vote on matters “that are substantially related to the company’s business activities or that relate to corporate 

events (mergers and acquisitions transactions, dissolutions, conversions, or consolidations), corporate repurchases 

of shares (buy-backs), issuances of additional securities with dilutive effects on shareholders, and contested elections 

for directors, where plans’ exposure to the stock is sufficiently large to justify the expenditure.”  

RELATIONSHIP TO CERTAIN PRIOR GUIDANCE 

The Proposed Proxy Regulation and the Proposed ESG Regulation seek to amend the same regulation that governs 

prudence regarding investment decisions. The Preamble makes this connection explicit by stating that “[b]oth this 

proposal and the [Proposed ESG Regulation] are amendments to [29 C.F.R. §] 2550.404a-1” – the basic regulation 

governing prudence. 

The Preamble reflects the connection between the two proposed rules, stating that a primary purpose of the 

Proposed Proxy Regulation is to correct a “misunderstanding that fiduciaries must research and vote all proxies” and 

“expend their assets unnecessarily on matters not economically relevant to the plan.” The Preamble specifically 

points to “voting policies [that] are becoming more complex, as investors continue to add to the list of factors they 

consider in their review and analysis of governance practices, including board independence, board accountability, 

diversity, myriads of executive compensation factors, shareholder rights, and environmental and social factors.” 

The DOL had previously relied on sub-regulatory guidance with respect to proxy and ESG-related matters, which 

guidance tended to vacillate at the margins under successive Democratic and Republican administrations. However, 

as it did in the Proposed ESG Regulation, the DOL has signaled a willingness to solidify greater permanence in this 

area by proposing actual new regulatory language. In the regulatory-impact analysis of the Preamble, the DOL notes 

that a regulation offers “more certainty than sub-regulatory guidance and is subject to public notice and comment. 

And unlike guidance, a substantive regulation sets forth binding requirements.” While, as discussed further below, the 

DOL under successive administrations has put its own vacillating gloss on basic principles governing economically 

targeted investments first outlined by the DOL in 1994, the DOL has never before sought expressly to enshrine the 

required treatment of ESG considerations in actual regulatory language. 

The Preamble also states that, although the “Department has tried to convey in its prior sub-regulatory guidance that 

fiduciaries need not vote all proxies,” the DOL “recognizes that addressing these issues in the form of a notice and 

comment regulation will help safeguard the interests of participants and beneficiaries in their plan benefits.” Despite 

the similarity in approach of the Proposed ESG Regulation and the Proposed Proxy Regulation with respect to using 

new regulatory language, however, a potential source of contrast between them could be that the damages for a 
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breach of fiduciary duty relating to decisions regarding in what to invest may be easier to quantify than purported 

damages flowing from a voting-related breach of fiduciary duty. 

In addition, the Proposed Proxy Regulation would vacate Interpretive Bulletin (“IB”) 2016-1. IB 2016-1 had indicated 

that, in “voting proxies, the responsible fiduciary [must] consider those factors that may affect the value of the plan’s 

investment and not subordinate the interests of the participants and beneficiaries in their retirement income to 

unrelated objectives.”2

BACKGROUND 

Section 404 of ERISA requires fiduciaries to act with “the care, skill, prudence, and diligence under the circumstances 

then prevailing that a prudent man acting in a like capacity and familiar with such matters would use in the conduct of 

an enterprise of a like character and with like aims.” Section 404 also requires fiduciaries to act “solely in the interest 

of . . . participants and beneficiaries” and “for the exclusive purpose of providing benefits . . . and . . . defraying 

reasonable [administrative] expenses.” These requirements are applicable not only to identification of the investments 

of the Plan, but also the broader management of Plan assets, which can include decisions related to the voting of 

proxies and other exercises of shareholder rights. 

The DOL issued guidance in 1988 known as the “Avon Letter.” 3 The Avon Letter provided that “the fiduciary act of 

managing plan assets that are shares of corporate stock would include the voting of proxies appurtenant to those 

shares of stock” and that named fiduciaries are required “to periodically monitor the activities of the investment 

manager with respect to the management of plan assets.” The DOL subsequently indicated that this duty also 

includes the monitoring of decisions made and actions taken by investment managers with regard to proxy voting and 

that such decisions must be made solely in the best interest of Plan participants.4

Over the years, the DOL has issued further guidance on fiduciaries’ duties in respect of the voting of proxies and 

other exercises of shareholder rights. As has been the case with the DOL’s considerations regarding ESG, the basic 

principles identified by the DOL have, to some extent, generally remain unchanged, but there have been changes at 

the margins in tone and emphasis over successive presidential administrations. As the DOL states in the Preamble, 

the combined impact of this guidance had “resulted in a misplaced belief among some stakeholders that fiduciaries 

must always vote proxies, subject to limited exceptions, in order to fulfill their obligations under ERISA.” 

2  President Trump issued an Executive Order in 2019 that directed the DOL to “complete a review of existing Department of 

Labor guidance on the fiduciary responsibilities for proxy voting to determine whether any such guidance should be rescinded, 

replaced, or modified to ensure consistency with current law and policies that promote long-term growth and maximize return 

on ERISA plan assets.” The Executive Order indicated that this was to be undertaken to “advance the principles of objective 

materiality and fiduciary duty, and to achieve the policies.” “Executive Order on Promoting Energy Infrastructure and Economic 

Growth,” available at https://www.whitehouse.gov/presidential-actions/executive-order-promoting-energy-infrastructure-

economic-growth/. The Executive Order emphasizes “support for American ingenuity, the free market, and capitalism” in 

expanding and accelerating access to the country’s energy resources. This Executive Order is not cited in the Preamble. 

3  Letter from Alan D. Lebowitz, Deputy Assistant Secretary of Labor to Helmuth Fandl, Chairman of the Retirement Board of 

Avon Products, Inc. (Feb. 23, 1988). 

4  See Letter from Alan D. Lebowitz, Deputy Assistant Secretary of Labor to Robert Monks, Institutional Shareholder Services, 

Inc. (Jan. 23, 1990).  
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Thus: 

 In 1994, in IB 94-02, the DOL noted that fiduciaries may engage in shareholder activity designed to influence 

corporate management if the fiduciary concludes that voting proxies is likely to enhance the value of the Plan’s 

investment, after taking into account the costs involved in voting. Understanding that fiduciaries also have a 

duty of loyalty, the DOL was careful to note that ERISA does not permit fiduciaries to subordinate the 

economic interests of the Plan to unrelated objectives in voting proxies or exercising other shareholder rights. 

(The Proposed ESG Regulation sounds in a similar tone.) 

 Under a Republican administration, the DOL in 2008 issued IB 2008-02, which repealed and replaced IB 94-

02. The revised guidance required Plan fiduciaries only to vote proxies if they conclude that the vote is more 

likely than not to result in an increase in the Plan’s investment relative to the expenses incurred in taking the 

action. Arguably, this guidance permitted fiduciaries to balance costs with benefits in deciding the extent to 

which such voting decisions should be made. 

 Under a Democratic administration, the DOL in 2016 replaced IB 2008-2 with IB 2016-01. While this guidance 

to a large extent reestablished the principles of IB 94-02, there were some changes that provided some 

additional flexibility to Plan fiduciaries. The DOL was concerned that IB 2008-01 could be read too broadly so 

that fiduciaries would fail to “exercis[e] shareholder rights, including voting of proxies, unless the plan has 

performed a cost-benefit analysis and concluded in the case of each particular proxy vote or exercise of 

shareholder rights that the action is more likely than not to result in a quantifiable increase in the economic 

value of the plan’s investment.” The DOL indicated that a Plan fiduciary should instead focus on whether the 

Plan’s vote, either alone or together with votes of other shareholders, is expected to have an effect on the 

value of the Plan’s investment, and compare that with the additional cost of voting shares. As in prior 

guidance, however, the DOL also cautioned that if a potential investment requires that a fiduciary spend an 

inordinate expenditure of resources to vote shares, then the fiduciary should consider whether the difficulty in 

voting shares is reflected in the market price. Unlike prior guidance, however, a fiduciary was not required to 

engage in a cost-benefit analysis before voting on behalf of a Plan. Rather, the fiduciary was required only to 

consider whether the issue up for vote would have an effect on the value of the Plan’s investment and weigh 

that against the cost of voting shares – an arguably narrower undertaking. 

 In Field Assistance Bulletin (“FAB”) 2018-01, issued under the current Republican administration, the DOL 

indicated that IB 2016-1 was “not intended to signal that it is appropriate for an individual plan investor to 

routinely incur significant expenses to engage in direct negotiations with the board or management of publicly 

held companies with respect to which the plan is just one of many investors.” The DOL also noted that “[IB 

2016-01] was not meant to imply that plan fiduciaries, including appointed investment managers, should 

routinely incur significant plan expenses to, for example, fund advocacy, press, or mailing campaigns on 

shareholder resolutions, call special shareholder meetings, or initiate or actively sponsor proxy fights on 

environmental or social issues relating to such companies.” FAB 2018-01 also mentioned that IB 2016-01 

“should be read in the context of the DOL’s observation that proxy voting and other shareholder engagement 

typically does not involve a significant expenditure of funds by individual plan investors because the activities 
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are generally undertaken by institutional investment managers that are appointed as the responsible plan 

fiduciary.”5

STATED REASONS FOR GUIDANCE 

The Preamble states that the totality of previous guidance has left market participants with the “misplaced belief” that 

fiduciaries always are required to vote proxies, subject to limited exceptions, in order to comply with ERISA. The DOL 

notes that it “has tried to convey in its sub-regulatory guidance that fiduciaries need not vote all proxies” and that a 

“fiduciary’s duty is only to vote those proxies that are prudently determined to have an economic impact on the plan 

after the costs of research and voting are taken into account.” The DOL notes, however, that “a misunderstanding 

that fiduciaries must research and vote all proxies continues to persist, causing some plans to expend their assets 

unnecessarily on matters not economically relevant to the plan.” 

The DOL states that knowing when to vote and not vote itself results in the potential expenditure of considerable 

resources which may not outweigh the potential benefits.6 The concern has been “amplified” by ESG proposals and 

the DOL believes “it is likely” that “many of these proposals have little bearing on share value or other relation to plan 

interests.”7

5  The origins of pension-fund involvement in corporate decision-making preceded even this see-saw. The Preamble makes note 

of a 1985 Senate hearing which highlighted the “pivotal role” that pension funds were being forced to play in takeover attempts, 

and an ensuing 1985 DOL report which suggested that the trend had reached “epidemic proportions.” Testimony of Robert 

Monks, Department of Labor’s Enforcement of the Employee Retirement Income Security Act, Hearings before the S. 

Subcomm. on Oversight of Gov. Mgmt., S. Hrg. 99-310 (June 25-26, 1985), at 5 (1985 ERISA Hearings); Office of Pension and 

Welfare Benefit Programs, Summary of Conclusions from Public Hearings (Jan. 1985) (“1985 DOL Report”), included in 1985 

ERISA Hearings, at 454, 498 (“Projections are that ERISA plans will hold more than half of all the equity securities in the 

United States before the turn of the century. Perhaps not entirely by coincidence, take-over fever reached epidemic proportions 

in 1984.”). The concern at that time was that ERISA somehow mandated that plan fiduciaries were required to sell to the 

highest cash bidder, while there was also a concern that money managers might be incentivized not to vote against anti-

takeover provisions because of conflict of interest concerns. See Testimony of Ian Lanoff, 1985 ERISA Hearings, at 26 (former 

administrator of the DOL’s benefits office testifying that “some representatives of corporate America have blamed the pension 

plans for always taking the short-term view in takeover situations, and always tendering. And they somehow construe this as 

being required by ERISA or their fiduciary responsibilities.”); 1985 DOL Report, included in 1985 ERISA Hearings, at 498; Joint 

Department of Labor/Department of Treasury Statement of Pension Investments (Jan. 31, 1989), reprinted in 16 Pens. & Ben. 

Rep. (BNA) 215 (Feb. 6, 1989). 

6  The Preamble states that the DOL “recognizes that because the decision regarding whether a proxy vote will or will not affect 

the economic value of a plan’s investments is critical in triggering a fiduciary’s obligations under ERISA to vote or abstain from 

voting, fiduciaries may need to conduct an analytical process which could in some cases be resource-intensive . . . and that 

these activities may often burden fiduciaries out of proportion to any potential benefit to the plan.” The DOL also states that 

current practices on voting proxies may “impose costs on plans that exceed the consequent economic benefits to them.” 

7  The Preamble goes on to say: “From 2011 through 2017, shareholders submitted 462 environmental proposals and 841 social 

shareholder proposals, and resubmitted at least once 41 percent of environmental and 51 percent of social proposals. These 

proposals increasingly call for disclosure, risk assessment, and oversight, rather than for specific policies or actions, such as 

phasing out products or activities. Support for environmental and social proposals grew between 2004 and 2018. Few received 

majority support, but the number of environmental proposals winning majority support ticked up sharply in 2018. By one count, 

the number of such proposals submitted or resubmitted grew from approximately 130 in 2000 to more than 240 by 2016, 

before falling to approximately 180 in 2018. The Department is aware, however, that in 2019, the SEC proposed a rule 

amendment that could have the effect of reducing the overall number of shareholder proposals that appear on issuer proxy 

statements.” (Citations omitted.) 
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In addition, as indicated above, the DOL believes that this problem has been exacerbated by the fact that since 1988 

the amount and types of shareholder proposals “have increased substantially,” and that “voting policies are becoming 

more complex, as investors continue to add to the list of factors they consider in their review and analysis of 

governance practices, including board independence, board accountability, diversity, myriads of executive 

compensation factors, shareholder rights, and environmental and social factors.” Addressing third-party proxy-

advisory firms, the DOL states that it “has reason to believe that responsible fiduciaries may sometimes rely on third-

party advice without taking sufficient steps to ensure that the advice is impartial and rigorous.” (We have discussed a 

number of considerations relating to proxy-advisory firms in our April 17, 2020 OnPoint.)8

The DOL’s concerns about an improperly inferred duty “always” to vote proxies would seem to highlight an apparent 

uneasiness about the increasing power and influence of proxy advisors and their use of ESG and other metrics that 

may not be in Plans’ best interests. In referring to earlier 1988 guidance under the “Avon Letter,” the DOL expressly 

notes that it is “concerned that some fiduciaries and proxy advisory firms—in part relying on the Avon Letter—may be 

acting in ways that unwittingly allow plan assets to be used to support or pursue proxy proposals for environmental, 

social, or public policy agendas that have no connection to increasing the value of investments used for the payment 

of benefits or plan administrative expenses, and in fact may have unnecessarily increased plan expenses.” 

The DOL also questions “whether third-party proxy advice is impartial, sufficiently rigorous, and consistent with 

ERISA’s fiduciary duties, as would be necessary to reliably advance ERISA investors’ interests” or “whether proxy 

advisory firms’ practices are sufficiently transparent for investors to be able to determine whether their interests are 

being advanced.” The DOL further notes that “some stakeholders also question whether the market for proxy advice 

is too concentrated and insufficiently competitive, which could impair investors’ access to quality, affordable advice.” 

The DOL recognizes that these firms sometimes “inappropriately provide the same recommendations to investors 

with different duties or obligations.” Finally, the DOL notes that “[u]niform voting policies for clients with different 

investment strategies and objectives have also been noted as a problem.”9

While the emphasis on ESG seems to dovetail with that of the Proposed ESG Regulation, it is not the only stated 

reason for the Proposed Proxy Regulation. More fundamentally, the DOL also indicates that “research regarding 

whether proxy voting has reliable positive effects on shareholder value and a plan’s investment in the corporation has 

8  SEC Issues Guidance on Investment Advisers’ Use of Proxy Firms and Application of Proxy Rules to Voting 

Recommendations; Proposes to Narrow Certain Exemptions to Proxy Rules. See also Mark D. Perlow, Michael L. Sherman, 

Andrew L. Oringer, Neema Nassiri, Ken Winterbottom and Ari Abramowitz, Investment Lawyer, SEC Issues Guidance on 

Investment Advisers’ Use of Proxy Firms and Application of Proxy Rules to Voting Recommendations; Proposes to Narrow 

Certain Exemptions to Proxy Rules-Part 1 (July 2020). 

9  The Preamble highlights the SEC’s recent proxy initiative noting that “where an investment adviser undertakes proxy voting 

responsibilities on behalf of multiple funds, pooled investment vehicles, or other clients, it should consider whether it should 

have different voting policies for some or all of these different funds, vehicles, or other clients, depending on the investment 

strategy and objectives of each.” 2019 SEC Guidance, 84 Fed. Reg. 47420, at 47423. The SEC’s guidance in turn suggests 

that investment advisers: 

should consider whether voting all of its clients’ shares in accordance with a uniform voting policy would be in 

the best interest of each of its clients. In particular, where an investment adviser undertakes proxy voting 

responsibilities on behalf of multiple funds, pooled investment vehicles, or other clients, it should consider 

whether it should have different voting policies for some or all of these different funds, vehicles, or other clients, 

depending on the investment strategy and objectives of each. For example, a growth fund that targets 

companies with high growth prospects may have a different perspective on certain matters submitted to 

shareholders than an income or dividend fund that seeks to generate an income stream for shareholders in the 

form of dividends or interest payments. [internal citations omitted] 

https://www.dechert.com/knowledge/onpoint/2020/4/sec-issues-guidance-on-investment-advisers--use-of-proxy-firms-a.html
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yielded mixed results.” The Preamble further notes that there has been an increase in the percentage of corporate 

America’s stock held by, and Plan assets managed by, institutional investors and a broader diversification of ERISA 

plan assets. However, despite these other reasons for the regulation, the ESG dynamic is clearly near the forefront: 

the Preamble explains that one of the fallouts from the Avon Letter was that it presented Plan fiduciaries “with an 

ambiguous duty that in practice was often very difficult to discharge without the assistance of third-party proxy 

advisory firms.” And, as the Preamble seems to indicate, it may well be the influence of these firms that has stoked 

the DOL’s concerns about the pursuit of nonpecuniary goals. 

The SEC has recently adopted changes relating to proxy voting and to proxy-advisory firms in the 2019 SEC 

Guidance. While the 2019 SEC Guidance is applicable to registered investment advisers under the Investment 

Advisers Act of 1940, the Preamble states that “the SEC’s actions would not apply to ERISA fiduciaries that are 

outside of the SEC’s jurisdiction.” Presumably, persons like insurance companies or banks or trust companies may 

be fiduciaries but may not necessarily be subject to the Investment Advisers Act of 1940. The Preamble further notes 

that the DOL “views the SEC’s guidance as reasonable direction for the diligence that ERISA plan fiduciaries should 

perform when reviewing and assessing a proxy advisory firm,” but also adds that “the SEC standards do not 

necessarily capture all the actions that ERISA may require as a result of that review and assessment.”10 While the 

SEC allows investment advisers and clients to contract on the matters on which an investment adviser would vote, 

the DOL states expressly that, regardless of any contractual arrangement, fiduciaries “must not vote in circumstances 

where plan assets would be expended on shareholder engagement activities that do not have an economic impact on 

the plan, whether by themselves or after the costs of engagement are taken into account.” 

OVERVIEW OF THE PROPOSED PROXY REGULATION.11

No Duty Always to Vote. The Proposed Proxy Regulation states that there is “no fiduciary mandate under ERISA 

always to vote proxies appurtenant to shares of stock” and that there is “no presumption that abstaining from voting 

proxies appurtenant to shares of stock is a per se fiduciary breach.” Rather, fiduciaries “must vote proxies in a 

10  In the 2019 SEC Guidance, the SEC stated that an investment adviser is not required to vote proxies “if an investment adviser 

and its client have agreed in advance to limit the conditions under which the investment adviser would exercise voting 

authority” and more directly confirmed that, “[i]f an investment adviser does accept voting authority, it may agree with its client, 

subject to full and fair disclosure and informed consent, on the scope of voting arrangements, including the types of matters for 

which it will exercise proxy voting authority.” The Preamble states that the “Department [therefore] believes that it would be 

appropriate to consider updating its regulations to ensure more consistent conduct by all plan fiduciaries.” It is noted that the 

SEC has also provided guidance on how parties may contract with respect to an investment adviser’s proxy-related 

responsibilities (see generally 84 Fed. Reg. 47420, 47421-23), and on when an investment adviser may utilize a proxy 

advisor’s electronic vote management system that “pre-populates” with suggested voting recommendations and/or for voting 

execution services, SEC Release No. IA-5547, Supplement to Commission Guidance Regarding Proxy Voting Responsibilities 

of Investment Advisers (July 22, 2020).  

The SEC permits an investment adviser to choose not to vote a proxy “where the adviser determines that the cost to the client 

of voting the proxy exceeds the expected benefit to the client,” but noted that in this regard “the investment adviser may not 

ignore or be negligent in fulfilling the obligation it has assumed to vote client proxies and cannot fulfil its fiduciary 

responsibilities to its clients by merely refraining from voting the proxies.” 2019 SEC Guidance, 84 Fed. Reg. 47420 at 47426. 

11  Governmental and other plans that are not subject to ERISA may be subject to similar state, local or non-US rules. In some 

cases, other jurisdictions adopt a quasi-ERISA approach to fiduciary issues. It remains to be seen how non-ERISA regulators 

would react to an initiative such as the Proposed Proxy Regulation, if finalized as proposed. Many investment management 

agreements in respect of governmental plans often require the investment manager to abide by prudence conditions that may 

be substantially similar to those of ERISA. 
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manner that is in the best interest of the plan, and the Proposed Proxy Regulation is “designed to reflect these 

principles while permitting fiduciaries to execute such duties in a cost-efficient manner.” 

As the Preamble further indicates in its regulatory-impact analysis, “if the proposal has no or negligible implications 

for the value of the plan’s investment, it would be better for the plan to simply refrain from voting than to incur even 

small costs making this determination.” The Preamble further notes that “[e]ven if the proposal has substantial 

implications for the company, the cost of voting still may be higher than the potential benefit to the plan, especially if 

each fiduciary separately must collect and analyze the information necessary to reach an appropriate conclusion.” 

The DOL specifically recognizes that “the cost may be lower if the fiduciary can rely on recommendations from the 

company’s management on proposals where the interests of the plan and management are aligned.” 

A stated goal of the Proposed Proxy Regulation is to allow fiduciaries to “focus on where they can add value the 

most.” The Proposed Proxy Regulation therefore indicates that a Plan fiduciary’s responsibility is “only to vote those 

proxies that are prudently determined to have an economic impact on the plan after the costs of research and voting 

are taken into account,” and further provides that “fiduciaries must perform reasonable investigations, understanding 

that certain proposals may require a more detailed or particularized voting analysis.” 

Adoption of Prescriptive and Proscriptive Categories for Voting. The Proposed Proxy Regulation generally 

requires that a fiduciary “must” vote proxies only when a compelling economic value for the Plan is at stake. In 

addition, the Proposed Proxy Regulation stipulates that a fiduciary “must not” vote proxies where that is not the case.

Specifically, the Proposed Proxy Regulation says a fiduciary “must not” vote a proxy unless it determines that the 

matter being voted upon would have an economic impact on the Plan after considering only factors that the fiduciary 

prudently determines “would not affect the economic value of the plan’s investment based on a determination of risk 

and return over an appropriate investment horizon consistent with the plan’s investment objectives and the funding 

policy of the plan and taking into account the costs involved.” The Preamble states that “these provisions are 

intended to reflect the fact that there will be circumstances when fiduciaries are required to vote a proxy and there will 

be circumstances when a fiduciary is required not to vote a proxy.” 

How Fiduciaries Decide Whether Something is a “Must” or a “Must Not.” The Proposed Proxy Regulation states 

that when deciding whether or not to vote on a given matter, the Plan fiduciary must: 

 act “prudently and solely in the interests of the participants and beneficiaries and for the exclusive purpose of 

providing benefits;” 

 “act solely in accordance with the economic interest of the plan and its participants and beneficiaries 

considering only factors that they prudently determine will affect the economic value of the plan’s investment 

based on a determination of risk and return over an appropriate investment horizon consistent with the plan’s 

investment objectives and the funding policy of the plan;” 

 “consider the likely impact on the investment performance of the plan based on such factors as the size of the 

plan’s holdings in the issuer relative to the total investment assets of the plan, the plan’s percentage ownership 

of the issuer, and the costs involved;” 
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 not “subordinate” the interest of the plan “to any non-pecuniary objective, or sacrifice investment return” and 

not take “additional investment risk to promote goals unrelated to those financial interests of the plan’s 

participants and beneficiaries or the purposes of the plan;”12

 use proxy advisors only where they provide services in conformity with the Proposed Proxy Regulation; 

 maintain records on proxy voting activities and other exercises of shareholder rights, including records that 

demonstrate the basis for particular proxy votes and exercises of shareholder rights; and 

 exercise prudence and diligence in the selection and monitoring of persons, if any, selected to advise or 

otherwise assist with exercises of shareholder rights, such as providing research and analysis, 

recommendations regarding proxy votes, administrative services with voting proxies, and recordkeeping and 

reporting services. 

Critically, however, the regulatory-impact analysis in the Preamble states: 

The expenditure of plan resources is generally warranted only when proposals have a meaningful bearing 

on share value or when plan fiduciaries have determined that the interests of the plan are unlikely to be 

aligned with the positions of a company’s management. In general, such proposals include those that are 

substantially related to the company’s business activities or that relate to corporate events (mergers and 

acquisitions transactions, dissolutions, conversions, or consolidations), corporate repurchases of shares 

(buy-backs), issuances of additional securities with dilutive effects on shareholders, and contested elections 

for directors, where plans’ exposure to the stock is sufficiently large to justify the expenditure. [Emphasis 

added.] 

Permissive Constraints. The DOL recognizes that the decision whether or not a given matter is one for which the 

fiduciary “must” vote or “must not” vote is “critical” and that “fiduciaries may need to conduct an analytical process 

which could in some cases be resource-intensive (requiring, among other things, organizing proxy materials, 

diligently analyzing portfolio companies and the matters to be voted on, determining how the votes should be cast, 

and submitting proxy votes to be counted).” Because “these activities may often burden fiduciaries out of proportion 

to any potential benefits to the plan,” the Proposed Proxy Regulation offers “potential options” that are “intended to 

reduce the need for fiduciaries to consider proxy votes that are unlikely to have an economic impact on the plan, 

thereby allowing plans to focus resources on matters most likely to have an economic impact.” 

A fiduciary “may adopt proxy voting policies that encompass one or more of the permitted practices, and the fiduciary 

may then apply those proxy voting policies to proxy votes.” In doing so, these optional “permitted practices” will help 

fiduciaries more cost-effectively comply with their obligations under the Proposed Proxy Regulation. 

The Preamble notes, however, that such permissive abstentions would only apply to those matters which the 

fiduciary “prudently determined are unlikely to have a significant impact on the value of the plan’s investment, subject 

to any conditions determined by the fiduciary as requiring additional analysis because the matter being voted upon 

concerns a matter that may present heightened management conflicts of interest or is likely to have a significant 

economic impact on the value of the plan’s investment.” Neither the Preamble nor the Proposed Proxy Regulation 

otherwise expressly addresses abstentions from voting. In this regard, it is noted that an increase in abstentions 

12  The language here is similar to language used in the Proposed ESG Regulation. 
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could have wide-ranging consequences and have an impact on a variety of legal and other issues affecting corporate 

governance (e.g., quorum-related issues). 

In particular, such limiting practices would effectively allow a Plan fiduciary to ordinarily “follow the recommendations 

of a corporation’s management.” The Preamble indicates that a permissive policy would allow a Plan fiduciary to 

“maintain a proxy voting policy that relies on the fiduciary duties that officers and directors owe to a corporation based 

on state corporate law.” The DOL explains that “[c]orporate directors owe their own fiduciary duties to their 

corporation, and can be subjected to shareholder lawsuits for breach of those duties.”13 In addition to the reliance on 

corporate fiduciary duties, the Preamble adds that “empirical observations indicate that nearly all management 

proposals are approved with little opposition.” 

DISCUSSION 

Non-Pecuniary (Including ESG) Matters. The emphasis on economic value and the proscription on subordinating 

the Plan’s interest to any “unrelated goals” is consistent with the Proposed ESG Regulation. The DOL would likely 

regard both of these proposals as working in tandem. The impacts will likely be felt not only at the Plan sponsor 

fiduciary level, but also by investment managers and proxy advisory firms. 

Selection of and Monitoring of Proxy Advisory Firms. The Proposed Proxy Regulation would not generally permit 

a fiduciary to adopt a practice of following the recommendations of a proxy advisory firm or other service provider 

without appropriate supervision and a determination that the service provider’s proxy voting guidelines are consistent 

with the economic interests of the Plan. Specifically, the Proposed Proxy Regulation requires  

“prudence and diligence” in “the selection and monitoring of persons, if any, selected to advise or otherwise assist 

with exercises of shareholder rights, such as providing research and analysis, recommendations regarding proxy 

votes, administrative services with voting proxies, and recordkeeping and reporting services.” And, while the 

Preamble makes clear that fiduciaries may “reasonably delegate their proxy voting authority to investment 

managers,” it also states that ERISA “requires fiduciaries to monitor proxy voting decisions made by their investment 

managers” and that fiduciaries that use such firms are “responsible for ensuring that the proxy advisory firm’s 

practices with respect its services to the ERISA plan are consistent with the prudence and loyalty obligations that 

govern the fiduciary’s proxy voting actions.” 

The Preamble goes on to say that “it is the view of the Department that, consistent with the duty to monitor, 

fiduciaries should require documentation of the rationale for proxy-voting decisions so that fiduciaries can periodically 

monitor proxy-voting decisions made by third parties.” The Preamble also expects that fiduciaries “shall require such 

investment manager, proxy voting firm, or other advisor to document the rationale for proxy voting decisions.” 

When it comes to selecting a proxy advisory firm, the Preamble states that “[f]iduciaries must be aware that conflicts 

of interest can arise at proxy advisory firms that could affect vote recommendations. For example, in certain instances 

a proxy advisory firm may issue proxy voting recommendations while the company that is the subject of such 

recommendations is a client of the firm’s consulting business.” The Preamble advises that “diligence should include 

assessing whether the proxy advisory firm is able to competently analyze proxy issues, identify and address potential 

conflicts of interest, and adhere to the plan’s proxy voting policy guidelines.” In addition, the DOL cautions fiduciaries 

13  The Preamble cites to Aronson v. Lewis, 473 A.2d 805 (Del. 1984) (citing Loft, Inc. v. Guth, 2 A.2d 225 (Del. Ch. 1938), aff’d, 5 

A.2d 503 (Del. 1939)) (“The existence and exercise of this power carries with it certain fundamental fiduciary obligations to the 

corporation and its shareholders.”). 
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that “[p]articular attention must be given to proxy advisory firms that provide both proxy advisory services to investors 

and consulting services to issuers on matters subject to proxy resolutions.” The Preamble cites to SEC authority 

applicable to investment managers that can be used to investigate such conflicts.14 The regulatory-impact analysis 

also notes that there are effectively three proxy advisory firms and that services are “highly concentrated among the 

two leading proxy advisory firms, Institutional Shareholder Services, Inc. (ISS) and Glass, Lewis & Co., LLC (Glass 

Lewis). Clients of proxy advisory firms include investment advisers, banks, and insurers that may be voting ERISA 

plan shares.” 

A Plan fiduciary will be required to assure that any proxy advisor it selects itself is guided in its recommendations by 

the factors a Plan fiduciary would be required to consider. If the proxy advisor takes into consideration ESG and other 

factors that may not be relevant to the Plan’s pecuniary interest, then the fiduciary may be unable to rely on the proxy 

advisor for that decision. 

“Demonstrate the Basis for” and “Investigate Material Facts that Form the Basis of . . .” The Proposed Proxy 

Regulation requires that the Plan fiduciary “demonstrate the basis for particular proxy votes and exercises of 

shareholder rights.” It also requires that fiduciaries “investigate material facts that form the basis for any particular 

proxy vote.” It is uncertain whether the DOL envisions such demonstrations on a proxy-vote-by-proxy-vote basis or, in 

keeping with the broader goal of avoiding undue costs and misallocation of resources, on a wider or principled basis. 

The Preamble suggests that “fiduciaries must be prepared to articulate the anticipated economic benefit of proxy-vote 

decisions in the event they decide to vote.” The Preamble states that “fiduciaries should require documentation of the 

rationale for proxy-voting decisions so that fiduciaries can periodically monitor proxy-voting decisions made by third 

parties. . . . [W]here the authority to vote proxies or exercise shareholder rights has been delegated to an investment 

manager pursuant to ERISA section 403(a)(2) or a proxy voting firm or other person performs advisory services as to 

the voting of proxies, plan fiduciaries shall require such investment manager, proxy voting firm, or other advisor to 

document the rationale for proxy voting decisions or recommendations sufficient to demonstrate that the decision or 

recommendation was based on the expected economic benefit to the plan, and that the decision or recommendation 

was based solely on the interests of participants and beneficiaries in obtaining financial benefits under the plan.” The 

DOL separately states that, “[w]hen an investment manager’s rationale on a vote for recurring issues is to follow a 

uniform internal policy, the manager should document the reasons for any vote that goes against the policy, which 

would generally only require a brief explanation directly in the proxy-voting record.” 

Documentation on a decision-by-decision basis would no doubt be extraordinarily burdensome, if not have a chilling 

effect on many investment managers’ ability to comply with their fiduciary duties.15 The DOL itself recognizes that the 

“cost may be lower if the fiduciary can rely on an impartial, expert third-party adviser who specializes in such matters 

and provides similar services to many shareholders.” In addition, to take such a case-by-case basis for investment 

managers would likely exacerbate the concerns the DOL expressed regarding Plan fiduciaries broadly: “in their 

efforts to decide whether or how to vote Plan shares—and where applicable, to vote them—and exercise other 

14  The SEC has issued guidance on the elements an investment adviser should consider in retaining or continuing to retain a 

proxy advisory firm, including the process an investment adviser should take to review and assess a proxy advisory firm’s 

policies and procedures for identifying and addressing conflicts of interest. See 2019 SEC Guidance 84 FR 47420, at 47425. 

15  SEC guidance indicates that determinations should occur “before the votes are cast,” and it may not always be practicable for 

a fiduciary to make a pre-vote determination of best interest with respect to every proposal on a cost-effective basis. 
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shareholder rights, [the Plan fiduciary] may impose costs on plans that exceed the consequent economic benefits to 

them.” 

It would appear, therefore, at least as a matter of the DOL’s stated policy, that because “voting costs sometimes 

exceed[ ] attendant benefits,” a more general or principled-based approach would be better tailored to achieve the 

DOL’s stated policy goals. The Preamble’s regulatory-impact analysis sets forth an estimate by the DOL that 

“responsible plan fiduciaries would take 30 minutes to conduct research and 10 minutes to document each vote.” 

(The Proposed Proxy Regulation does not address how costs should be measured when an investment manager in 

the aggregate, but maybe not on an individual Plan-by-Plan basis, has enough Plan assets to make a difference on 

proxy voting for a particular issuer.) 

The Proposed Proxy Regulation would require an “investment manager [to whom the responsibility of voting has 

been delegated] or proxy advisory firm to document the rationale for proxy voting decisions or recommendations 

sufficient to demonstrate that the decision or recommendation was based on the expected economic benefit to the 

plan.” The precise manner in which this requirement would be satisfied in practice is unclear. 

Impacts on Investment Managers, in General. When investment managers with respect to Plan assets are 

charged with voting proxies, they will be faced with the same challenges as Plan investment committees. The extent 

to which any existing allocation on the responsibility of proxy voting between Plan investment committees and 

investment managers may change is yet to be determined. As the Preamble indicates, “responsible fiduciaries might 

increase their demands for asset managers to implement separate policies customized for particular ERISA plans or 

for ERISA plans generally, such as policies that align with the proposed permitted practices.” Acknowledging the fact 

that investment managers may have duties to both Plan and non-Plan clients, the Preamble also notes that such 

conflicts “may be mitigated in the case of investment managers subject to the SEC’s jurisdiction by the fact that 

federal securities law requires investment advisers to make the determination in their client’s best interest and not to 

place the investment adviser’s own interests ahead of their client’s.”16

If the Proposed Proxy Regulation is finalized as proposed, many investment managers will likely need to consider 

when they “must” vote and when they “must not” vote when involving Plan assets. They will also need to think 

seriously about adopting policies that constrain their voting in situations which the DOL has indicated it may be more 

costly than beneficial. 

The DOL states that the costs associated with many of the compliance burdens associated with the Proposed Proxy 

Regulation, and in particular the documentation requirements, “will reside with, and most of the required activities will 

be performed by, third-party asset managers, as is already common practice.” The Preamble’s regulatory-impact 

analysis notes that such firms “are often large and provide the relevant fiduciary services for a large number of plans” 

and that the DOL “believes that the availability of economies of scale limit the costs of this proposal.” The Preamble 

states that Plans “must also assess and monitor an investment manager’s use of any proxy advisory firm, including 

16  The Preamble cites to Commission Interpretation Regarding Standard of Conduct for Investment Advisers, 84 FR 33669, at 

33673 (July 12, 2019) (discussing an adviser’s obligation to make a reasonable inquiry into its client’s financial situation, level 

of financial sophistication, investment experience and financial goals and have a reasonable belief that the advice it provides is 

in the best interest of the client based on the client’s objectives) and the 2019 SEC Guidance, 82 FR 47420 (clarifying 

investment advisers’ duties when voting shareholder proxies). The Preamble also cites to Rule 206(4)-6 under the Investment 

Advisers Act of 1940, and the general policies designed to treat accounts fairly and to vote proxies in the best interest of 

clients. 
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any review by the manager of the advisory firm’s policies and procedures for identifying and addressing conflicts of 

interest.”17

Proxies Voted by Investment Managers of Pooled Investment Funds. Where an investment manager provides 

discretionary management services to a pooled investment vehicle such as a bank collective trust or hedge fund 

constituting the assets of one or more Plans, it is possible that the investment manager may have conflicts in 

associating the proxy policies of investing Plans. The Proposed Proxy Regulation confirms that an investment 

manager is required to “reconcile, insofar as possible, the conflicting policies” and “reflect such policies in proportion 

to each plan’s economic interest in the pooled investment vehicle.” The Proposed Proxy Regulation will allow an 

investment manager of such a pooled fund to “require [investing plans] to accept the investment manager’s 

investment policy, including any proxy voting policy, before they are allowed to invest.” Investment managers may 

need to consider carefully how their proxy voting policies are thus disclosed, and investing Plans will be required to 

“assess whether the investment manager’s investment policy statement and proxy voting policy are consistent with 

[ERISA and the Proposed Proxy Regulation] before making an investment.”18

Plans May Proscribe Voting on Matters That Are not Significant. The Proposed Proxy Regulation allows a 

fiduciary to adopt a proxy voting policy that “focus[es] its resources only on particular types of proposals that the 

fiduciary has prudently determined are likely to have a significant impact on the value of the plan’s investment, such 

as proposals relating to corporate events (mergers and acquisitions transactions, dissolutions, conversions, or 

consolidations), corporate repurchases of shares (buy-backs), issuances of additional securities with dilutive effects 

on shareholders, or contested/ elections for directors.”19 By the same token, those policies may also actively 

constrain participation in voting. 

 Per Se Proscriptions Based On Marginal Importance or Ability to Affect Outcome. For example, a policy 

could outright limit a fiduciary’s ability to participate in “voting recommendations of management of the issuer 

on proposals or particular types of proposals that the fiduciary has prudently determined are unlikely to have a 

significant impact on the value of the plan’s investment, subject to any conditions determined by the fiduciary 

as requiring additional analysis because the matter being voted upon may present heightened management 

conflicts of interest or is likely to have a significant economic impact on the value of the plan’s investment.” 

These policies could make clear that no resources be spent on “uncontested elections of directors and 

ratification of independent auditors” and “nonbinding proposals, unless it is aware that such a proposal will 

somehow still have an economic impact on the value of the plan’s investment.” However, even though the 

Preamble suggests that such a policy could proscribe limitations on nonbinding proposals, it is caveated by the 

17  The Preamble notes that the DOL “views the SEC’s guidance as reasonable direction for the diligence that ERISA plan 

fiduciaries should perform when reviewing and assessing a proxy advisory firm.” 

18  The SEC’s rules for the consideration of multiple accounts, including pooled investment vehicles with differing investment 

objectives and strategies will need to be considered in the case of registered investment advisers. Under SEC guidance, an 

investment adviser “should consider whether it should have different voting policies for some or all of these different funds, 

vehicles, or other clients, depending on the investment strategy and objectives of each. For example, a growth fund that targets 

companies with high growth prospects may have a different perspective on certain matters submitted to shareholders than an 

income or dividend fund that seeks to generate an income stream for shareholders in the form of dividends or interest 

payments.” 2019 SEC Guidance, 84 Fed. Reg. 47420, at 47423. 

19  The Preamble notes that “empirical observations indicate that nearly all management proposals are approved with little 

opposition” with the implied conclusion that voting in such cases is superfluous. 
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proviso that implies that a Plan fiduciary may have to vote “if it is aware that such a proposal will somehow still 

have an economic impact on the value of the plan’s investment.” 

 Plan’s Quantitative Position. The Preamble also permits “refraining from voting on proposals or particular 

types of proposals when the plan’s holding of the issuer relative to the plan’s total investment assets is below 

quantitative thresholds that the fiduciary prudently determines, considering its percentage ownership of the 

issuer and other relevant factors, is sufficiently small that the matter being voted upon is unlikely to have a 

material impact on the investment performance of the plan’s portfolio.” The Preamble suggests that 5% is 

sufficiently low enough to be regarded as being unlikely to have such a material impact, although the DOL 

specifically asks for comment on the point. 

More fundamentally, the Preamble notes that fiduciaries “should look to financial practices and existing 

regulations regarding quantitative measures of materiality.” In this way, “specific quantitative upper limit[s] for 

the threshold (i.e., a cap) . . . may help fiduciaries by reducing the circumstances when borderline cases might 

result in plans performing individual cost/benefit analyses to decide whether to vote proxy proposals, a likely 

inefficient use of plan resources.” 

It is noted that, depending on the size of a given Plan, this particular proscription may have varying degrees of 

relevance. For investment managers, the Preamble indicates that a similar standard could be used where the 

fiduciary prudently determines that the Plan’s holding of the issuer is sufficiently small that the matter being 

voted upon is unlikely to have a material impact on the investment performance the assets of the Plan. The 

Preamble also points out that “a fiduciary declining to submit any proxy votes for holdings below a prudently 

determined quantitative materiality threshold may modify the policy in advance to allow proxy voting if needed 

for the portfolio holding to achieve a quorum for its shareholders’ meeting.” (It is not immediately clear how any 

quantitative approach would be applied in the context of a pooled fund of multiple Plan investors.)20

 Must Be Reviewed Every Two Years. Those that adopt this permissive policy would be required to “review 

any proxy voting policies adopted . . . at least once every two years.” 

Selection of Proxy Experts. Regarding proxy advisory firms, the Plan fiduciary may not “adopt a practice of 

following the recommendations of a proxy advisory firm or other service provider without appropriate supervision and 

a determination that the service provider’s proxy voting guidelines are consistent with the economic interests of the 

plan.” The Plan fiduciary must exercise prudence and diligence in the selection and monitoring of persons, if any, 

selected to advise or otherwise assist with exercises of shareholder rights, such as providing research and analysis, 

recommendations regarding proxy votes, administrative services with voting proxies, and recordkeeping and 

reporting services, taking into consideration the factors discussed above.

20  This quantitative materiality policy might be in tension with an RIA’s fiduciary duties under the Investment Advisers Act. While 

the SEC has stated that there may be cases where it is in the client’s best interest not to vote proxies, the SEC did not 

affirmatively endorse such a broad-based approach. See 2019 SEC Guidance 84 Fed. Reg. 47420, at 47423 (“[a] client and its 

investment adviser may agree that the investment adviser would not exercise voting authority in circumstances under which 

voting would impose costs on the client, such as opportunity costs for the client resulting from restricting the use of securities 

for lending in order to preserve the right to vote” and may agree that the adviser should not vote “where the cost of voting the 

proxy exceeds the expected benefit to the client” and in “[c]ircumstances under which casting a vote would not reasonably be 

expected to have a material effect on the value of the client’s investment.”).  
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Guidelines Available to Plan Participants. “To facilitate transparency, the Department also reminds fiduciaries that 

proxy voting guidelines must be made available to plan participants, either as a separate document or by including 

them in the plan’s existing investment policy statement.”  

Retention of Voting Responsibility by Plan Named Fiduciary. The Preamble states that the Proposed Proxy 

Regulation does not change established practice that “the responsibility for exercising shareholder rights lies 

exclusively with the plan trustee, except to the extent that either (i) the trustee is subject to the directions of a named 

fiduciary . . . or (2) or the power to manage and vote proxies has been delegated by a named fiduciary to one or more 

investment managers[.]” The Proposed Proxy Regulation refers to the roles of a trustee to the extent subject to the 

directions of a named fiduciary or an investment manager delegated authority under Section 403(a)(2) of ERISA.21

The Proposed Proxy Regulation places emphasis on the balance between Plan costs and Plan benefits. However, 

where an employer retains for itself the responsibility to vote proxies and does not pass associated costs on to the 

Plan, the application of the Proposed Proxy Regulation raises interesting considerations. Where costs are borne by 

the employer, there is the question as to whether there could be an actionable fiduciary breach under the Proposed 

ESG Regulation for pursuing a non-pecuniary goal. By contrast, under the Proposed Proxy Regulation, a fiduciary 

might not be permitted to pursue a social goal by voting a proxy even if by hypothesis there would be no expenditure 

or other cost to or diminution in the value of the assets of the Plan. 

COMMENT PERIOD 

Comments on the Proposed Proxy Regulation are due on October 5, 2020 (i.e., 30 days following September 4, 

2020, the date on which the Proposed Proxy Regulation was published in the Federal Register). The notice period is 

short, and the current 2020 election cycle may well have an impact on timing. Nevertheless, as with other recent 

initiatives by the DOL, we would expect substantial comments given the breadth and depth of the Proposed Proxy 

Regulation. 

CONCLUSION 

The Proposed Proxy Regulation is portrayed by the DOL as a needed attempt appropriately to prioritize decision-

making by Plan fiduciaries on matters over which the Plan fiduciary may have an impact as contrasted with those 

which relate to non-pecuniary goals. In so doing, the Proposed Proxy Regulation follows in the footsteps of the 

Proposed ESG Regulation by serving to advance other important policy objectives of the DOL, but may give rise to a 

set of rules under which voting by Plan fiduciaries is in some ways effectively limited. 

Ultimately, though, the scope of the new proposal is broad. Taken in its totality, the Proposed Proxy Rule, if adopted 

as proposed, may establish a regime under which a Plan fiduciary will not be permitted to vote in matters that are 

beyond certain high-level corporate decisions, unless the fiduciary can justify the costs to the Plan involved on the 

21 Section 2550.404(e)(4)(i) of the Proposed Proxy Regulation provides: 

The responsibility for exercising shareholder rights lies exclusively with the plan trustee except to the extent that 

either (1) the trustee is subject to the directions of a named fiduciary pursuant to ERISA section 403(a)(1), or (2) 

or the power to manage, acquire, or dispose of the relevant assets has been delegated by a named fiduciary to 

one or more investment managers pursuant to ERISA section 403(a)(2). 
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matter under consideration and the fiduciary determines it would have an economic impact to the Plan. It would 

appear that ESG related matters would face substantial additional scrutiny. 

The Proposed Proxy Regulation would likely have a significant impact on and engender significant challenges for the 

operation of Plan sponsors and investment committees, third-party investment managers and proxy-advisory firms. 

The Proposed Proxy Regulation deals in prescriptions and proscriptions. If the Proposed Proxy Regulation is 

finalized, affected parties will need to be informed about this potential universe of “off limits” items, on the one hand, 

and required items, on the other. The interplay between any final proxy regulation and more general ESG regulation 

from the DOL, as well as more recent SEC guidance on proxy voting, could present complex and important 

challenges. 

* * * 

If you would like to discuss the Proposed Proxy Regulation, or any other aspect of ERISA’s fiduciary rules, please 
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ERISA’s Fiduciary Saga Continues — DOL Issues Final Exemption
with New Commentary

Last week, the U.S. Department of Labor (the “DOL”) on December 15, 2020 issued a release (the “Release”) finalizing an
important new initiative for retirement accounts (“Plans”) that are subject to the Employee Retirement Income Security Act
of 1974 (“ERISA”) or Section 4975 of the Internal Revenue Code of 1986 (the “Code”). The Release finalizes Prohibited
Transaction Class Exemption (“PTCE”) 2020-2, which provides an exemption from ERISA’s and the Code’s prohibited
transaction rules for individuals and institutions that wish to assert they are (or otherwise are at risk of being) fiduciaries by
virtue of providing “investment advice” as defined under ERISA or Section 4975 of the Code (“Investment Advice”) to
Plans and that also intend to offer them financial products and services. The Release is also important because it sets
forth in the Release’s preamble the DOL’s views regarding certain aspects of what makes one an Investment Advice
fiduciary. Our OnPoint on the proposed version of PTCE 2020-2 (the “Proposed Exemption”) can be found here.

By way of brief background, the original 1975 Investment Advice Regulation (the “1975 Rule”), which had stood for over
40 years, had been substantially amended in 2016 under the prior presidential administration. The 1975 Rule sets forth a
five-part test (“Five-Part Test”) under which one may be considered an Investment Advice fiduciary. The path to finalization
of 2016’s amended rule (the “2016 Rule”) was extremely circuitous, and the 2016 Rule was ultimately vacated in 2018 by
the U.S. Court of Appeals for the Fifth Circuit.  In connection with the release of the Proposed Exemption, the DOL
expressly reinstated the 1975 Rule, and also reinstated Interpretative Bulletin (“IB”) 96-1, which relates to what is
considered investment education (as opposed to Investment Advice) and which had been superseded when the 2016
Rule was finalized. The DOL also continued in effect certain transition relief (discussed below) that had been contained in
Field Assistance Bulletin (“FAB”) 2018-02. 

The Release gives rise to at least three broad important considerations:

Change in Administration, Impacts to Effective Date and Scheduled Revocation of FAB 2018-02. PTCE 2020-2
is the product of the outgoing presidential Administration, and it is scheduled to become effective on February 16,
2021, after the presidential changeover. The Release provides that FAB 2018-02, a temporary enforcement policy
providing prohibited transaction exemption relief to Investment Advice fiduciaries following the revocation of the 2016
Rule, will no longer be available beginning December 20, 2021. In FAB 2018-02, the DOL generally stated it would
not pursue prohibited transaction claims against Investment Advice fiduciaries who work to comply with the “impartial
conduct standards” that had been set forth in the now-vacated exemptive relief issued in connection with the 2016
Rule. The effective date of PTCE 2020-2 is after the upcoming Presidential inauguration, and it is thus uncertain
whether the new administration will leave PTCE 2020-2 in place, delay its effectiveness, withdraw it or otherwise.
Additional considerations may also apply in respect of FAB 2018-02. 

DOL’s Interpretation of Five-Part Test and Impact on Rollovers. The preamble to the Proposed Exemption
contained extensive (and in some quarters unexpected) color on the DOL’s thinking about key elements of the Five-
Part Test, including with respect to rollovers. While the Release generally makes clear that the DOL is standing by its
commentary in the Proposed Exemption’s preamble, there are some additional nuances in the Release’s preamble.
The DOL stated that the Five-Part Test gives “a clear roadmap for determining when they are, and are not,
[Investment Advice] fiduciaries.”   
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The  Conditions  of  the  Final  Exemption.  The  Final  Exemption  retains  the  basic  framework  of  the  Proposed 
Exemption. But there are some important changes, including with respect to the Proposed Exemption’s certification 
requirements and a new provision under which financial institutions will be able to correct certain violations of the 
exemption under specific conditions. 

We expect in the coming weeks to have an extensive OnPoint on the Release with further and more in-depth analysis. If
you would like to discuss the Release, or any other aspect of ERISA’s fiduciary rules, please contact any of the Dechert
lawyers listed below or any Dechert lawyer with whom you regularly work.

 Chamber of Commerce v. US Dep’t of Labor, 885 F.3d 360 (5th Cir. 2018).

This update was authored by:

 

Andrew L. Oringer
Partner

New York 
T: +1 212 698 3571 
andrew.oringer@dechert.com

 

 

Steven W. Rabitz
Partner

New York 
T: +1 212 649 8785  
steven.rabitz@dechert.com

 

Aryeh Zuber
Associate

New York 
T: +1 212 698 3522 
aryeh.zuber@dechert.com

© 2019 Dechert LLP. All rights reserved. This publication should not be considered as legal opinions on specific facts or as
a substitute for legal counsel. It is provided by Dechert LLP as a general informational service and may be considered
attorney advertising in some jurisdictions. Prior results do not guarantee a similar outcome. We can be reached at the
following postal addresses: in the US: 1095 Avenue of the Americas, New York, NY 10036-6797 (+1 212 698 3500); in
Hong Kong: 31/F Jardine House, One Connaught Place, Central, Hong Kong (+852 3518 4700); and in the UK: 160
Queen Victoria Street, London EC4V 4QQ (+44 20 7184 7000).

Dechert internationally is a combination of separate limited liability partnerships and other entities registered in different
jurisdictions. Dechert has more than 900 qualified lawyers and 700 staff members in its offices in Belgium, China, France,
Germany, Hong Kong, Ireland, Kazakhstan, Luxembourg, Russia, Singapore, the United Arab Emirates, the UK and the
US. Further details of these partnerships and entities can be found at dechert.com on our Legal Notices page.

 

1

https://info.dechert.com/e/me2e9fs9mygdvw
mailto:andrew.oringer@dechert.com
https://info.dechert.com/e/sy0qsfzo1z4sxhq
mailto:steven.rabitz@dechert.com
https://info.dechert.com/e/pwk6nbcqsuvm2w
mailto:aryeh.zuber@dechert.com
https://info.dechert.com/e/uwp4dxxmvs9sa
https://info.dechert.com/e/wbuqmfccytfqora
https://info.dechert.com/e/sm0qtrn22kkhzmw
https://info.dechert.com/17/4315/forms/unsubscribe.asp
https://info.dechert.com/17/4315/forms/preference-form.asp


3/14/22, 10:31 AM DOL Threatens to Investigate Fiduciaries Over Cryptocurrency in 401(k)s - Groom Law Group

https://www.groom.com/resources/dol-threatens-to-investigate-fiduciaries-over-cryptocurrency-in-401ks/ 1/4

DOL Threatens to Investigate Fiduciaries Over
Cryptocurrency in 401(k)s

Share

PUBLISHED

March 11, 2022

SOURCE

Groom Publication

PRACTICES

Employers
Retirement Plans

Fiduciary & Plan Governance

Retirement Services
Audits & Investigations

Investment of Plan Assets

Plan Services & Providers

ATTORNEYS & PROFESSIONALS

Allison Itami  Michael Kreps  Samuel Levin  David Levine  Thomas Roberts  George Sepsakos

Kevin Walsh

One day after President Biden’s Executive Order on Ensuring Responsible Development
of Digital Assets the Department of Labor’s Employee Benefits Security Administration
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of Digital Assets, the Department of Labor s Employee Benefits Security Administration
(“DOL”) issued Compliance Assistance Release No. 2022-01, 401(k) Plan Investments in
Cryptocurrencies (the “Release”).  Unlike the Executive Order, the Release sends a clear
signal that DOL largely opposes benefit plans’ investment in cryptocurrencies.  Although
the Release does not have the force and effect of law, it is notable as it signals a material
break by DOL with regulatory norms and includes an explicit threat to investigate

fiduciaries who make cryptocurrency available to participants, either as a standalone
investment or through a brokerage window.

The Release

The Release first explains that fiduciaries have a duty to prudently select and monitor
plan investments.  It cites the recent Supreme Court decision in Hughes v. Northwestern
University for the proposition that fiduciaries must evaluate the prudence of all
designated investment alternatives made available to participants.

The Release then summarizes a number of concerns that may be relevant to a plan
fiduciary’s decision to include cryptocurrencies, including issues related to volatility,
administration, valuation, and the regulatory environment.  The discussion is not
intended to be a balanced portrayal of the benefits and risks associated with an
investment in cryptocurrencies.  Instead, the agency expresses “serious concern” with
investment of plan assets in cryptocurrency.

Importantly, the Release takes the unprecedented step of threatening to investigate
fiduciaries that make cryptocurrencies and related products available.  Specifically, DOL
states –

“[DOL] expects to conduct an investigative program aimed at plans that offer
participant investments in cryptocurrencies and related products, and to take
appropriate action to protect the interests of plan participants and beneficiaries
with respect to these investments. The plan fiduciaries responsible for overseeing
such investment options or allowing such investments through brokerage
windows should expect to be questioned about how they can square their
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actions with their duties of prudence and loyalty in light of the risks described
above.”

This is a meaningful threat as sponsors and service providers often expend considerable
resources over the course of DOL investigations, which typically last for multiple years.

Observations

The Release is a significant departure from DOL’s established regulatory norms.  We are
not aware of any other instance in which DOL has made such sweeping statements about
the potential prudence of an entire asset class.  In fact, DOL has recently elected to back
away from proposals to create special standards for specific asset classes.[1]  However, in
the Release, DOL implies that the agency will presume that fiduciaries making
cryptocurrencies available have acted imprudently.  Of course, ERISA itself does not
create such a presumption of imprudence for any asset or asset class, and DOL has not
conducted any formal study that would justify the position.

We also are not aware of any other example of DOL so explicitly threatening to subject
fiduciaries to the costs of an investigation merely because the fiduciary decided to make a
particular asset class available, directly or indirectly.  DOL often announces (officially or
unofficially) targeted compliance campaigns focused on specific issues (e.g., ESOP
valuation, missing participants, delinquent contributions).  However, we were not able to
identify another instance in which DOL has announced an investigatory campaign
targeted at a specific asset class.

The Release also appears to shift DOL’s position with respect to the fiduciary
implications of offering brokerage windows.  DOL seems to indicate that fiduciaries may
have an obligation to prudently select and monitor cryptocurrencies offered through a
bona fide brokerage window.  This is important as the implications of DOL’s position
may extend beyond cryptocurrencies.  It is similar to DOL’s previous attempt to expand
the scope of brokerage window-related fiduciary duties through informal fee disclosure
guidance.  After significant pushback, DOL backtracked on its position.

The Release is not a regulation and, therefore, does not have the force and effect of law. 
However, DOL has arguably used the Release to circumvent the notice and comment
process by attempting to create new substantive requirements for fiduciaries and a

https://www.dol.gov/agencies/ebsa/employers-and-advisers/guidance/field-assistance-bulletins/2012-02r
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particular asset class.  This is notable given that DOL is currently in litigation over a
similar use of subregulatory guidance to take novel legal positions. 

[1] For example, DOL opted not to exclude certain asset classes from the relief provided by Prohibited Transaction Exemption 2016-
01 (subsequently vacated).  Similarly, DOL backed away from “heightened” standards for ESG investments.
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Employee Retirement Income CYBERSecurity – DOL Issues New
Cyber Authority Under ERISA 

Cybercrime increased exponentially in 2020 and into 2021, starting with the disruption caused by COVID-19 and the
migration to a work from home environment. Phishing emails were up 35 times and ransom attacks were up 150 percent
in 2020. Foreign state sponsored cyberattacks such as the one affecting Solar Winds, also highlighted the increased risks
from vendors and suppliers.  

In step with this increasing threat environment, on April 14, 2021, the Department of Labor (DOL) issued for the first time
cybersecurity guidance with respect to plans covered by the Employee Retirement Income Security Act of 1974
(ERISA). In addition to the prevalence of cybersecurity and other data-related issues across a variety of different areas, on
the ERISA front, there have recently been developments regarding data protection and data use.*

The DOL guidance is multi-pronged and directed at all aspects of the retirement ecosystem. It provides guidance on
cybersecurity best practices for plan sponsors, fiduciaries, record-keepers and participants and is designed to protect plan
assets and reduce the risks of cybersecurity threats. The guidance was issued in three pieces, each designed for a
specific audience. They are entitled “Tips for Hiring a Service Provider,” “Cybersecurity Program Best Practices” and
“Online Security Tips,” and are summarized below.

Tips for Hiring a Service Provider for Employers 

The DOL recognized that plan sponsors often rely on third-party vendors with respect to the operation and administration
of their retirement plans. Facing that reality, the DOL unequivocally states that “plan sponsors should use service
providers that follow strong cybersecurity practices.” Taking steps to review the cybersecurity practices of key service
providers is imperative, as often the way in for cybercriminals is through such vendors. Asking about practices, insurance
levels including ransom coverage, incident response plans and requiring notice of any data breaches that affect plan data
are all important steps to take in protecting plans from a vendor breach.

To assist plan sponsors in meeting their responsibilities to select and monitor service providers in a prudent fashion, the
DOL provided the following list of important considerations and action items:

Inquire and review service providers’ information security standards, practices and policies, and audit results, and
compare them to the industry standards adopted by other financial institutions.
Ask the service provider how it validates its security practices, and what levels of security standards it has met and
implemented.
Evaluate service providers’ track records in the industry, including public information regarding information security
incidents, other litigation, and legal proceedings related to vendor’s services.
Inquire whether the service provider has experienced past security breaches, what happened, and how the service
provider responded.
Determine if the service provider maintains insurance that covers losses caused by cybersecurity and identity theft
breaches.
Require that the service provider is contractually committed to ongoing compliance with cybersecurity and
information security standards.
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Best Practices for Plan Fiduciaries 

According to the DOL, ERISA-covered retirement plans are tempting targets for cyber-criminals, because of the millions of
dollars that they hold and the personal participant data that they maintain. Consequently, “plan fiduciaries have an
obligation to ensure proper mitigation of cybersecurity risk.”

To assist recordkeepers, other service providers and plan fiduciaries in satisfying their responsibilities, the DOL has
prepared the following list of best practices that all plan service providers should comply with:

Have a formal, well documented cybersecurity program.
Conduct prudent annual risk assessments.
Have a reliable annual third-party audit of security controls.
Conduct periodic cybersecurity awareness training.
Implement and manage a secure system development life cycle program, to ensure that security assurance activities
such as penetration testing, code review and architecture analysis are an integral part of the system development
effort.
Have an effective business resiliency program addressing business continuity, disaster recovery and incident
response.
Encrypt sensitive data, stored and in transit.
Implement strong technical controls in accordance with best security practices.
Appropriately respond to any past cybersecurity incidents.
Clearly define and assign information security roles and responsibilities.
Have strong access control procedures.
Ensure that any assets or data stored in a cloud or managed by a third-party service provider are subject to
appropriate security reviews and independent security assessments.

Online Security Tips for Plan Participants 

The third piece of DOL guidance is intended to inform plan participants how better to safeguard their retirement accounts
in order to reduce the risk of fraud and loss. Cybercriminals increasingly are using personal information gained through
social media and other public sources to attempt to access plan assets. The DOL encouraged participants to regularly
monitor online accounts and cautioned that failing to do so could provide an opportunity for cybercriminals to assume a
participant’s identity by opening an account in the participant’s name. When opening an account, participants should use
strong and unique passwords and agree to multi-factor authentication to verify their identity. Participants are also advised
to keep their personal contact information up to date, delete unused accounts, use antivirus software, and keep apps and
software current. Finally, the DOL warned participants to beware of the common warning signs and security risks of free
wi-fi and “phishing” attacks. 

The DOL stated that its guidance is “an important step towards helping plan sponsors, fiduciaries and participants to
safeguard retirement benefits and personal information” and that the guidance is intended to complement the DOL
regulations on electronic records and disclosures to plan participants and beneficiaries. In addition, this guidance provides
a framework for plan sponsors and fiduciaries more fully to understand their responsibilities in establishing strong
cybersecurity policies and safeguards to guard against the ever increasing threat of cybercrime while also protecting
participants’ plan assets.

*            *            *

The DOL guidance clearly reflects the DOL’s view that ERISA plan fiduciaries have an obligation to take reasonable steps
to protect plan assets from cyber threats. Indeed, if there is litigation over losses resulting from a cyber security breach, it
is possible that the DOL’s views could be a factor in how claims are decided. Consequently, plan sponsors, fiduciaries and
record-keepers may well want to act now to review their various service provider relationships and cybersecurity practices
in light of the DOL authority. 

If you would like to discuss the new DOL cybersecurity guidance under ERISA or any other aspect of plan administration,
please contact any of the Dechert lawyers listed below or any Dechert lawyer with whom you regularly work.

Dechert’s global Privacy & Cybersecurity practice provides a multidisciplinary, integrated approach to clients’ privacy and 
cybersecurity  needs.  Our  litigation  team  provides  pre-breach  counseling  and  handles  all  aspects  of  data  breach 

 



investigations as well as the defense of government regulatory enforcement actions and class action litigation for clients
across a broad spectrum of industries. We have handled hundreds of data breach investigations and handled cyber
attacks brought by threat actors of all types, from nation-state threat actors to organized crime to insiders. We represent
clients holistically through the entire life cycle of issues, including strategic counseling on clients’ data-driven products and
services and key laws such as the CCPA, CPRA, VCDPA, Section 5 of the FTC Act, the GDPR and cross-border data
transfers, UK Data Protection Act and the e-Privacy Directive as well as transactional diligence and deal support on
private equity, corporate transactions and securities offerings.
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Co-Chair, Employee Benefits
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T: +1 215 994 2822 
david.jones@dechert.com
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Partner

New York 
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Partner 
Global Co-Chair, Privacy & Cybersecurity

Boston 
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 The authors gratefully acknowledge the assistance of Kim Lee, a paralegal at Dechert LLP, in the preparation
of this OnPoint.

Footnote
* See Harmon v. Shell Oil Co., No. 3:20-cv-00021 (S.D. Tex. Mar. 30, 2021), which concluded that plan recordkeeping information is
not a “plan asset” under ERISA.

© 2022 Dechert LLP. All rights reserved. This publication should not be considered as legal opinions on specific facts or as
a substitute for legal counsel. It is provided by Dechert LLP as a general informational service and may be considered
attorney advertising in some jurisdictions. Prior results do not guarantee a similar outcome. We can be reached at the
following postal addresses: in the U.S.: 1095 Avenue of the Americas, New York, NY 10036-6797 (+1 212 698 3500); in
Hong Kong: 31/F Jardine House, One Connaught Place, Central, Hong Kong (+852 3518 4700); and in the UK: 160
Queen Victoria Street, London EC4V 4QQ (+44 20 7184 7000).
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At long last, the Internal Revenue Service issued proposed regulations under Code section
401(a)(9) that take into account the major changes made by the Setting Every Community
Up for Retirement Enhancement Act of 2019 (“SECURE Act”), and make other
conforming changes to the eligible rollover rules.  87 Fed. Reg. 10504 (February 24,
2022).  These regulations impact the calculation of minimum required distributions
(“MRDs”) from qualified plans, IRAs, tax-deferred annuities under Code section 403(b)
(“TDAs”), and governmental 457(b) plans.
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The 275 pages of proposed regulations revamp the current regulations – issued nearly 20
years ago – to eliminate the question and answer format.  While most of the MRD rules
generally remain the same, there are plenty of changes and a number of examples to help
illustrate the rules.  Compliance with these rules will pose challenges of every type –
communications, system redesign and plan documentation to name the major ones.

Three Key Takeaways for Plan Sponsors

The following summary highlights the major changes.  Numerous issues and questions
will arise as the pension community works with the proposed rules.

1. Changes Affecting All Plans/IRAs

Section 114 of the SECURE Act changed the definition of the “required beginning date”
(RBD) age from age “70½” to age “72” for participants that are born on or after July 1,

Compliance with the proposed regulations is generally required for 2022, with

reasonable, good faith for 2021 – with plan amendments made by year-end for most

plans (unless IRS chooses to extend).

Despite changing the required beginning date age to 72, for defined benefit plans, the

proposed regulations do not make changes to when actuarial increases must apply (tha

continues to be at age 70½), nor do the proposed regulations address fairly common ag

70½ in-service withdrawal provisions.

The new 10-year payment rule to beneficiaries will add more complexity to the minimu

required distribution process for plans, including that beneficiaries of participants who

die after a participant has commenced their MRDs must receive annual payments unde

the life expectancy rule (“at least as rapidly”) AND receive all amounts within the 10-

year period.
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1949, which is reflected in § 1.401(a)(9)-2 of the proposed regulations.  A few items to
note from the proposed regulations, particularly for defined benefit plans:

2. Changes Primarily Affecting DB Plans

While Section 114 of the SECURE Act changed the age “70½” reference for RBD
determinations, it did not change a similar age “70½” reference under Code section
401(a)(9)(C)(iii) that requires an actuarial increase from age 70½ until the participant
retires for those working past age 70½.  The proposed regulations (§ 1.401(a)(9)-6)
confirm this position, and clarify that this adjustment does not apply to a 5% owner, nor
does it apply to governmental or church plans.

The proposed regulations (§ 1.401(a)(9)-6) also make technical changes to the existing
rules for defined benefit plans, including: (1) adding a rule that the annuity contract must
be issued by an insurance company licensed in the jurisdiction where the annuity is sold
(not applicable to 403(b)(9) accounts which may self-insure in any event), (2) expanding
the exceptions to the “non-increasing annuity payment” rule for resumption of benefits
following certain suspensions (§§ 411(a)(3)(B), 418E, 432(e)(9)), and (3) modifying the
exceptions under which payments from annuity contracts from insurance companies may
increase by (a) providing that the total value is calculated as of the date on which the
contract is annuitized instead of when annuity payments commence, and (b) adding three

l f i ibl i f fi l d h h d d h

They continue to allow plan sponsors to use a uniform RBD based solely on age (i.e., n

impacted by when the participant retires), regardless of 5% owner status.

They do not provide for an option to use an age 70½ RBD for all participants.

They do not restrict the broad anti-cutback relief set forth in Section 601 of the SECUR

Act regarding implementation of the SECURE Act changes.

For plans that allow in-service distributions at age 70½ (including plans with a RBD of

age 70½), they are silent about whether such plans must retain the in-service distributio

option at 70½ in order to address anti-cutback concerns.
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examples of permissible increases for a final payment on death that does not exceed the
excess of total value being annuitized over the total payments before the death of the
participant, a short-term acceleration of payments of up to one year, and acceleration to
meet these new MRD rules.

The proposed rules also provide some helpful relief from MRD compliance where the
MRD beneficiary payments are restricted under Code section 436(d), relating to
materially underfunded plans.

3. Changes Primarily Affecting DC Plans/IRAs

The proposed regulations highlight the additional complexity defined contribution plans
and IRAs will experience in implementing the changes from Section 401 of the SECURE
Act such as by limiting “stretch IRAs”.  Additionally, the Treasury and IRS included very
detailed rules related to identifying the beneficiaries under trusts for MRD purposes, to
move away from addressing those issues in private letter rulings and comment letters as
has been common in the past.

While the proposed regulations generally carried over current guidance, significant
additions to the rules include clarifying the types of beneficiaries and who is an “eligible
designated beneficiary” (EDB), as well as how and when the new 10-year payment rule
applies to various beneficiaries.  And, unfortunately, the rules for MRDs still vary
depending on whether or not the participant dies before or after their RBD.  These rules
are generally effective for participants who die after December 31, 2019 (or participants
who die on and after January 1, 2022, for governmental plans and plan subject to a
collective bargaining agreement).

A. Beneficiaries

Under the new MRD rules, it is important to distinguish between a nondesignated
beneficiary, designated beneficiary, and eligible designated beneficiary for two primary
reasons.  First, the MRD payment-timing rules for the types of beneficiaries are different. 
Second, if the participant has a non-eligible designated beneficiary, then it is possible that
no other beneficiaries are treated as an eligible designated beneficiary, which can require
amounts to be paid out to beneficiaries faster than would otherwise have been required. 
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Fortunately, the proposed regulations retain the ability to apply the MRD rules separately
to the interests of beneficiaries whose benefits are accounted for separately, which can
limit the potential impact of a non-eligible designated beneficiary.

To be a “designated beneficiary”, the beneficiary must be an individual.  If the participant
has a beneficiary that is not an individual, such as a trust that is not considered a “see-
through” trust, the beneficiary is considered a “nondesignated beneficiary.”  An “eligible
designated beneficiary” is defined by statute, and generally includes the surviving spouse,
the participant’s child who has not reached the age of majority (at the time of the
participant’s death), a disabled or chronically ill beneficiary, or a beneficiary who is not
more than 10 years younger than the participant.

The proposed regulations provide important clarifications such as defining the age of
majority for MRD purposes as 21, and also defining chronically ill and disabled
individuals for MRD purposes.  Beneficiaries who want to be considered disabled or
chronically ill must satisfy significant documentation requirements, and must provide the
plan the documentation no later than October 31 of the year after the death of the
participant.

Generally in situations of multiple beneficiaries, much like the current regulations, all
beneficiaries are treated in the least advantageous manner, although there are a few
exceptions to this approach with respect to beneficiaries who are minor children,
disabled, or chronically ill.  This treatment highlights the importance of providing for
separate accounting of beneficiary interests to maximize the tax deferral opportunities.

B. New MRD Payment Timing

When a participant dies before their RBD, the timing of the MRD payments depends on
the beneficiary classification:

Eligible Designated Beneficiary – The beneficiary can elect to receive payments (a)

beginning in the year after the participant’s death over the beneficiary’s lifetime, or (b)

receive the entire amount by the end of the calendar year including the 10  anniversary

the participant’s death.

th

Designated Beneficiary – The beneficiary must receive the entire amount by the end of t

calendar year including the 10 anniversary of the participant’s deathth
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When a participant dies after their RBD, the timing of the MRD payments once again
depends on the beneficiary classification – and becomes more complicated because of the
overlay of the “at least as rapidly” rule.  So, the MRDs must continue to be paid based on
the longer of the participant’s life expectancy or the designated beneficiary’s life
expectancy.  Most eligible designated beneficiaries may continue to receive the MRDs

based on the applicable life expectancy, however, in some cases the entire benefit of the
participant must be paid out as provided below:

Importantly, plan sponsors will need to update their plan documents to provide the
complex applicable MRD rules.  The plan documents can provide eligible designated
beneficiaries the ability to elect between the 10-year and life expectancy distribution rules.
If the plan is silent on the MRD distribution rules, the proposed regulations will provide
for default rules, which would be the life expectancy rule for eligible designated
beneficiaries.  Plan sponsors are strongly encouraged to discuss the administrative process
with their recordkeepers to make sure their plan document is consistent with
administration.

calendar year including the 10  anniversary of the participant s death.t

Nondesignated Beneficiary – The beneficiary must receive the entire amount by the end

the calendar year including the 5  anniversary of the participant’s death.th

If an eligible designated beneficiary dies, then the beneficiary of the eligible designated

beneficiary must receive all remaining amounts by end of the calendar year including th

10  anniversary of the eligible designated beneficiary’s death.th

If the eligible designated beneficiary is a minor child, the entire amount of the

participant’s benefit must be paid out by the 10  calendar year following the year the

child reaches age 21.

th

If the eligible designated beneficiary was older than the participant, the entire amount o

the participant’s benefit must be paid out by the calendar year when the beneficiary’s

remaining life expectancy is less than or equal to one.
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In addition, for DC Plans and IRAs that provide for annuity contracts, the changes noted
above for DB plans may also apply.  And IRAs and other defined contribution plans that
provide for Qualified Longevity Annuity Contracts (“QLAC”) generally must prohibit
any commutation benefit, cash surrender value, or other similar feature.  The proposed
regulations change the latter restriction so that it only applies after the RBD.  This change
is intended to facilitate target date funds with QLACs, which fall within the “benefit,
rights, and features” relief under Notice 2014-66.

4. Changes Affecting Rollovers

The proposed regulations update the rollover regulations under Code section 402(c) to
reflect several amendments to the Code since the regulations were issued in 1995,
including some notable changes.  For example, the proposed rules clarify rollover
treatment for beneficiaries, providing that for participants who die before their RBD, if
(1) the 5-year or 10-year payout rule applies, then any payment made prior the 5  year or
10  year, as applicable, is eligible for rollover treatment (unless otherwise excluded); and
(2) the life expectancy rule applies, then the amount of the MRD payment is not eligible
for rollover treatment.  For participants who die on or after their RBD, the amount
calculated as the MRD payment is not eligible for rollover treatment.

The regulations also address when rollovers to an IRA may come under the life
expectancy rule, as well as providing a special catch-up rule for missed MRD payments to
a spouse that will impact the rollover eligibility of distributed amounts.  For payments to
participants, the proposed regulations clarify that, generally, amounts paid before the
year the participant attains age 72 (for participants who reach age 70½ after 2019),
should be treated as eligible rollover amounts, if they otherwise meet the requirements.

The listing of amounts not eligible for rollover is also updated to provide that deemed
distributions with respect to “collectibles” pursuant to Code section 408(m) are not
eligible for rollover treatment.  In addition, the proposed regulations reflect the rules
under the Code for property rollovers, providing that, while generally limited to the
property distributed, the proceeds of a sale of such property (up to the fair market value
of the property) may also be rolled over.  The Treasury and IRS specifically request
comments regarding additional issues relating to the treatment of proceeds.

th

th
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We also note that the proposed regulations follow Notice 2007-7, Q&A-15, that non-
spousal distributees are not subject to 20% withholding, though that does not take into
account the changes from Section 108(f) of The Worker, Retiree, and Employer Recovery
Act of 2008 (WRERA), so we anticipate this disconnect will be corrected in the final
regulations.

5. Changes Affecting 403(b) and 457(b) Plans

The proposed Code section 403(b) and 457(b) regulations continue to generally conform
to the defined contribution plan rules (as modified).  Notably, however, the IRS asks for
comments on making TDA requirements more in line with qualified plan rules –
continuing the IRS’ effort to increasingly harmonize 403(b) and 401(a) plans.  Among
other things, this change would require that each 403(b) contract distribute its MRD
payment (like a qualified plan) – rather than allowing a choice between multiple 403(b)
plans to satisfy an aggregate MRD requirement.

6. Effective Dates

The proposed regulations are intended to become effective for distributions for calendar
years beginning on and after January 1, 2022.  For 2021 distributions, plan sponsors
must apply the existing regulations, but taking into account reasonable, good faith
interpretations of the SECURE Act.

7. Plan Amendments

These regulations do not extend the deadline for plan amendments to reflect these
changes, which are currently due at the end of the 2022 plan year.  Nor do they provide
for model language to be used in drafting plan amendments, which the Service has
historically provided to plan sponsors and IRA providers.
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8. Next Steps

Plan sponsors should review the new rules with their recordkeeper and/or third party
administrator and see what, if any, changes are necessary for 2022 to comply with these
proposed regulations, and consider next steps such as timing for updating MRD
communications, distribution packages, plan document amendments, summary plan
descriptions (or summary of material modifications), rollover procedures, etc. With 275
pages of proposed regulations, there is an awful lot to wade through – and it is hard to
predict the extent of the changes that might come with final regulations, and the timing of

those regulations. All of this is a tight timeframe for provisions that, once finalized, will
impact 2022 MRD payments.

Comments on the proposed rule should be submitted by May 25 (with a public hearing
scheduled for June 15). We are preparing a comment letter on these regulations for a
group of clients. If you would like to join the comment group or otherwise have
comments or concerns, please contact us.

IRS Revamps Minimum Required Distribution Rules

Related Resources

https://www.groom.com/wp-content/uploads/2022/03/IRS-Revamps-Minimum-Required-Distribution-Rules.pdf
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Lessons Learned From ERISA Class Action Litigation Arising
Out Of The “Great Recession”

January 07, 2021
        

Key Takeaways

The Employee Retirement Income Security Act of 1974 (ERISA) requires that �duciaries in charge of
retirement plans “discharge [their] duties with respect to a plan solely in the interest of the
participants and bene�ciaries . . . with the care, skill, prudence, and diligence under the
circumstances then prevailing that a prudent man acting in a like capacity and familiar with such
matters would use.” 29 U.S.C. § 1104(a)(1)(B). 

These �duciary duties are magni�ed and called into question when the country is plunged into an
economic crisis and retirement plans su�er signi�cant losses. Most notably, we saw an increase in
the number of ERISA class action lawsuits in the wake of the Great Recession of 2008, with
allegations that �duciaries breached their duties to monitor and assess the risk of investment plans
and caused participants to lose their retirement investments. 

This OnPoint analyzes the ERISA litigation trends that emerged after the Great Recession, the lessons
learned, and what we may expect in the wake of the economic impacts resulting from the novel
coronavirus pandemic, COVID-19.

The �duciary duties set forth under Employee Retirement Income Security Act of 1974 (ERISA) are
generally magni�ed and called into question when the country is plunged into an economic crisis and
retirement plans su�er signi�cant losses. 

•

In 2008, the US experienced the �nancial crisis now known as the Great Recession.  As a result, we
saw a signi�cant increase in the number of ERISA class action lawsuits alleging that �duciaries
breached their duties to monitor and assess the risk of investment plans and caused participants to
lose their retirement investments.

•

As a result of the impacts of COVID-19, for the second time in 12 years, the U.S. economy and stock
markets are again facing an unexpected crisis characterized by periods of extreme volatility.  This
environment and the risk of signi�cant losses has created an environment that is primed for
allegations of imprudence and breach of �duciary duties.

•

This OnPoint analyzes the ERISA litigation trends that emerged after the Great Recession, the lessons
learned, and what we may expect in the wake of the economic impacts caused by COVID-19.

•
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Another Great Recession?

For the second time in 12 years, the U.S. economy and stock markets are facing an unexpected crisis.
In December 2019, we �rst learned of the novel coronavirus, also referred to as COVID-19.
Originating out of Wuhan, China, this novel virus set o� the largest disruption of nationwide and
global markets and economies in recent memory. In the United States, the stock market su�ered the
largest downturn since the 2008 �nancial crisis, and subsequently was characterized by periods of
extreme volatility. These market swings, coupled with drastic changes in societal behavior caused by
stay-at-home orders, has led to a signi�cant economic ripple e�ect, with an unprecedented number
of companies reorganizing and laying o� their workforces and �ling for bankruptcy.

These losses have created an environment that is primed for plainti�s to level hindsight accusations
that ERISA plan �duciaries breached their duties of o�ering prudent investment options. We
therefore take a look back at the ERISA litigation arising out of the Great Recession and highlight
some of the key lessons learned.

What Have We Learned?

While plan participants are likely to ignore debatable plan management practices when the stock
market is climbing, they will be more apt to notice these issues when the market collapses and the
value of their 401(k) investments drop. Furthermore, in light of an economic downturn, the costs of
current bene�t plans may become too expensive to maintain and corporate mergers and
acquisitions may be abandoned. As a result, companies face signi�cant exposure related to
ERISA litigation and should take notice of the lessons learned from the cases that emerged after the
Great Recession.

Operational Concerns of Existing Plans

Stock Drop Cases

Shortly after the Great Recession, there was a signi�cant increase in the number of lawsuits that
resulted from the severe drop in stock prices. These have become known as “stock drop” cases, and
they made up the majority of ERISA cases that were �led after the 2008 recession.  Participants in
retirement plans funded with employer securities sued plan �duciaries, alleging that they breached
their �duciary duties when the company stock price declined. Speci�cally, they argued that the
�duciary should have sold the plan’s investments in company stock when it learned negative
information re�ecting on the stock’s value, discontinued future investments in company stock, or
disclosed the information to ensure the stock was properly valued.

As the stock market during the COVID-19 pandemic su�ered a substantial downturn, similar to the
market during the Great Recession, and continues to remain volatile, plan �duciaries must prepare
for a potential increase in the number of stock drop cases. This is especially true in industries that
were most impacted by stay-at-home orders, such as the hospitality, retail, and airline industries.
However, the stock market’s performance will be determinative of the future trend of stock-drop
cases. That is, a strong market performance will decrease the likelihood of valid stock-drop claims. In
addition, as we noted in our prior On-Point (available here), the pleading standard for stock drop
cases is now steeper for plainti�s to meet following the Supreme Court’s 2014 decision in Fifth Third

Bancorp v. Dudenhoe�er.1

https://www.dechert.com/knowledge/onpoint/2020/11/a-look-at-the-current-state-of-erisa-class-action-litigation.html


Failure to Diversify Investments or Improper Choice of Diversity

Many bene�t plans o�er a form of investment options that cater to participants’ speci�c risk
tolerances. Stable Value Funds (“SVF”) or Target Date Funds (“TDF”) are two common choices based
on the participants’ age and risk tolerance. For example, an SVF is a portfolio of bonds that is insured
to protect the investor against a decline in yield or loss of capital. The owner of a SVF will continue to
receive agreed-upon interest payments regardless of the state of the economy.  However, plainti�s
may allege that these funds were not su�ciently diversi�ed and, therefore, underperformed
compared to other available funds.

Likewise, TDFs are mutual funds that are structured to grow assets in a way that is optimized for a

speci�c time frame, e.g., the investor’s capital needs at a future date, such as retirement.2 After the
2008 �nancial crisis, TDFs lost a signi�cant amount of value due to the market crash and were the
subject of numerous lawsuits. Plainti�s alleged that other options, like money-market options, were
a more prudent choice. Even so, where there was a variety of investment options, plan participants
still alleged that �duciaries o�set one risk by creating too much risk somewhere else.

Excessive Fees

Companies, plan �duciaries, third-party administrators and recordkeepers may be subject to an
increase in the number of cases �led for “excessive fees” paid for either actively managed investment
funds in lieu of index funds or for recordkeeping and other administrative services.  Generally, the
plainti�s attack the fee structures between plan service providers (e.g., recordkeepers and
investment advisers) as providing hidden kickbacks. Additionally, actively managed funds may give
rise to claims based upon alleged self-dealing or that the �duciary lacked prudence for failing to see
that the active management was generating excessive fees.

Lessons Learned

With the understanding that ERISA cases may be on the rise in the current economic environment,
the key to minimizing litigation exposure is to proactively eliminate any operational risk points in
existing bene�t plans. For example, companies may consider conducting a review of the current
bene�t plan and investment funds and its related management and fees, with an eye towards
implementing any additional necessary documentation processes and protocols related to the
management of the bene�t plan and funds. Additionally, a thorough explanation of the reasoning for
making a particular investment decision, supported by a prudent process, may help to minimize legal
exposure for an alleged breach of �duciary duties.

These steps may not completely protect against liability for pre-existing problems, but it should help
to limit the risks and extent of exposure going forward.  

Abandoned Corporate Transactions and Forgotten Retirement Plans

Companies may face additional ERISA exposure within corporate transactions that were started
before the economic downturn but will conclude in the near future or will be abandoned entirely. 
This exposure may be created when plans were supposed to have been merged as part of a
corporate merger or acquisition, but the process was not completed and/or the deal collapsed due to
the economic downturn. Additional exposure may be created when the retirement plans are
e�ectively ignored and the corporate transaction failed to close.
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Lesson Learned

Here, the short-term costs of ensuring that retirement plans are considered and successfully merged
when a corporate acquisition concludes or collapses substantially outweigh the long term expenses
that would arise as part of litigation.

Anticipating the Next Wave of ERISA Litigation

As we saw after the Great Recession, ERISA class action litigation seeking the recovery of lost
investment value tends to increase during times of market crashes and volatility. As a result of the
COVID-19 pandemic, we have seen comparable declines and volatility in the stock market, creating a
set of facts that may result in allegations of imprudence and breach of �duciary duties. While there
ultimately may be strong defenses available, plan �duciaries should consider the lessons learned

from the Great Recession in an e�ort to minimize their litigation risk and exposure.3

 

 

Footnotes

1) 573 US 409 (2014).

2) See our discussion of the DOL’s June 4, 2020 Information Letter in relation to the use of Target Date
Funds, available here. 

3) For additional guidance on minimizing legal exposure, please watch our webinar discussion,
available here. 
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On March 4, 2022, the United States District Court for the District of Massachusetts
dismissed a putative class action alleging that a plan used outdated, and therefore
unreasonable, actuarial assumptions when making benefits calculations.   Plaintiff Scott
Belknap (“Belknap”), a former employee of defendant Partners Healthcare System, Inc.,
now known as Mass General Brigham, Inc. (“Partners”), alleged that Partners violated
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ERISA provisions by incorrectly calculating early retirement and optional forms of
benefits under the company’s defined benefit pension plan (“Plan”).  Specifically, the Plan
provides that early retirement and optional forms of benefits (other than lump sums) are
calculated using specific actuarial assumptions: a 7.5% interest rate and a modified
version of the 1951 Group Annuity Mortality table.  Belknap argued that ERISA requires
the use of reasonable, i.e., “current”, actuarial assumptions and alleged that these
actuarial assumptions are outdated and, therefore, are unreasonable and not permitted
under ERISA.  Belknap, who himself retired early in 2016 with a joint-and-survivor
annuity, alleged that if 2016 current assumptions were used, his monthly retirement
benefit would increase by $33.48, to $821.42.

In earlier proceedings, the court allowed the parties to submit additional information as
to the meaning of “actuarial equivalence” in this context, and both parties submitted
expert affidavits and supplemental briefs on this issue.  Then, Partners moved to dismiss
the complaint for failure to state a claim, which the court converted into a motion for
summary judgment.  Partners argued that actuarial equivalence is governed by the
definition contained in the plan document, irrespective of whether the assumptions
required by the plan are “reasonable” or “current.”

The court agreed with Partners, holding that nothing in ERISA requires the use of
“reasonable” or “current” actuarial assumptions when calculating optional forms of
benefits such as a joint-and-survivor annuity.  Specifically, the court noted that ERISA
Section 204(c)(3) on its face “says nothing about how actuarial equivalence is to be
calculated; it does not specify what inputs to use, nor does it explicitly require them to be
‘reasonable’ – either individually or in the aggregate.”   Given that reasonableness and
other specified actuarial factor requirements appear elsewhere in the statute, the court
concluded that the omission of any such actuarial requirements in this context was
intentional.

The court also considered the question of whether the term actuarial equivalence “has an
accepted or ordinary meaning among experts in the field, and that it includes a
‘reasonableness’ component”, and concluded that it does not.  Additionally, the court
held that, absent a statutory definition, regulatory guidance, or governing case law,
actuarial equivalence is governed by the terms of the Plan.  Importantly, the court found
that the Plan calculated Belknap’s benefit using the actuarial factors specified in the plan
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In granting Partners’ motion to dismiss, the court noted its disagreement with other
courts that have held that ERISA’s actuarial equivalence requirement includes a
reasonableness requirement for the actuarial assumptions.  The court further reasoned
that its holding was not necessarily “unfair” because pension plans are private
arrangements, and “not part of a government social welfare program” put in place to
protect participants from economic or social fluctuations and changes.

The court also noted various concerns if it were to hold otherwise: what would happen if
life expectancy decreases, as it did in 2020 as a result of the COVID-19 pandemic; what

would happen if there is a period of hyperinflation and the plan’s stated interest rate
becomes unduly low; how often would updates be required to a plan’s assumptions and
would those changes always be beneficial to all retirees?  The court seemed to contend
that these uncertainties supported its conclusion that it did not have the power to create
new requirements in this area and that Congress could enact legislation to do so if it
believes that to be appropriate.

We note that Partners separately filed a motion to dismiss under Federal Rule of Civil
Procedure 12(b)(1), for lack of standing, arguing that Belknap was not injured by the
Plan’s use of the allegedly outdated actuarial assumptions because use of “current”
assumptions would have decreased Belknap’s monthly benefit, not increased it.  The
district court denied the motion, holding that the plaintiff had sufficiently plead an injury
in alleging his benefit would increase if “reasonable” assumptions were used.

Separate Ruling: District Court Refuses to Dismiss CITGO
Actuarial Equivalence Suit

On February 22, 2022, the United States District Court for the Northern District of
Illinois refused to dismiss the class action actuarial equivalence lawsuit against CITGO. 
Unlike the Partners ruling, the CITGO court stated that “it cannot possibly be the case
that ERISA’s actuarial equivalence requirements allow the use of unreasonable mortality
assumptions.”  The court went on to say that “[o]nly accurate and reasonable actuarial
assumptions can convert benefits from one form to another in a way that results in equal
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assumptions can convert benefits from one form to another in a way that results in equal
value between the two.” Noting that the CITGO plan’s assumptions may or may not be
reasonable, the court found sufficient basis to proceed with the case, and denied CITGO’s
motion to dismiss.

Groom Takeaways

The case against Partners was one of the earliest actuarial equivalence lawsuits filed in the
wave that began in late 2018 and, prior to its dismissal, one of several cases yet to be
decided or settled.  Importantly, the court’s reasoning in dismissing Belknap’s claims is
unique as compared to courts that have dismissed other actuarial equivalence claims on
different grounds (e.g., failure to sufficiently allege injury (Eliason v. AT&T), failure to
exhaust administrative remedies (Brown v. UPS)).

A notable difference between the CITGO case and the Partners case is how much experts
have been involved at the time of the rulings.  Indeed, the CITGO court had not yet
received testimony from actuarial experts, while the Partners court, in converting the
motion to dismiss to a motion for summary judgment, received testimony from actuarial
experts from both sides of the case.  As more cases move to the summary judgment or
trial phase, expert testimony may factor into the outcome of these lawsuits on this highly
technical issue of actuarial equivalence under defined benefit pension plans.

We will continue to monitor these lawsuits.  If you have any questions, please contact the
authors or your Groom attorney.

One Actuarial Equivalence Lawsuit Bites the Dust, Another Lives to Fight Another Day
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June 5, 2020

NewsFlash/ A legal update from Dechert's Employee Benefits and
Executive Compensation Group
 

Targeting Private Equity: DOL Confirms that There Is No Bar to
the Use of Private Equity in 401(k) "Target Date" Funds

The U.S. Department of Labor (the "DOL") this week, on June 4, 2020, issued an Information Letter (the "Letter")
regarding the use of private equity ("PE") investments in investment options offered under participant-directed individual-
account retirement plans ("Plans"), such as "401(k)" plans, that are subject to the Employee Retirement Income Security
Act of 1974 ("ERISA"). The Letter relates to the use of PE investments within professionally managed asset allocation
funds (e.g., so-called "target date" funds) that are investment alternatives for Plan participants and beneficiaries. 

In the Letter, the DOL confirmed "that a plan fiduciary of an individual account plan may offer an asset allocation fund with
a [PE] component . . . in a manner consistent with the requirements of Title I of ERISA." Thus, the DOL expressly
confirmed that there is no per se impediment to the use of PE investments as a part of the portfolio in which Plan
participants may choose to invest.

The DOL then went on to add several cautionary comments regarding the use of PE investments under a Plan, noting
generally, "In evaluating whether to include a particular investment vehicle with an allocation of [PE] as a designated
investment alternative, the responsible plan fiduciary must evaluate the risks and benefits associated with the investment
alternative."

As a specific example of what a fiduciary should consider, the DOL offered that a "fiduciary should consider . . . whether
the asset allocation fund has limited the allocation of investments to private equity in a way that is designed to address the
unique characteristics associated with such an investment, including cost, complexity, disclosures, and liquidity, and has
adopted features related to liquidity and valuation designed to permit the asset allocation fund to provide liquidity for
participants to take benefits and direct exchanges among the plan’s investment line-up consistent with the plan’s terms."
Issues like these have presented challenges for Plans’ use of PE investments, even, as the DOL understands that Plan
fiduciaries could conclude. Thus, while the DOL acknowledged that an investment option that includes PE exposure could
“present the opportunity for enhanced diversification of investment risk and for greater returns on participant investments
than could be achieved solely in the public market,” the Letter nevertheless does not provide any rules, guideposts or
other solutions for how to implement the use of PE investments in Plans.

As another example of a cautionary note, this time regarding valuation, the DOL stated: "With respect to valuation and
liquidity in particular, a plan fiduciary, for example, could require that the [PE] investments in the investment alternative not
be higher than a specific percentage, . . . ensure that the [PE] investments be independently valued according to agreed-
upon valuation procedures that satisfy [certain accounting rules,] . . . and require additional disclosures needed to meet
the plan’s ERISA obligations to report information about the current value of the plan’s investments. [footnotes and citation
omitted].” The Letter then suggests that in light of the particular characteristics associated with PE exposure, it would be
important for a Plan fiduciary to “make a considered decision about whether the characteristics of the investment
alternative align with the plan’s characteristics and needs of plan participants . . . .”

Ultimately, though, the Letter seems not to break any real new analytical ground,* and the DOL summed up by repeating
the basic principles that "a plan fiduciary would not, in the view of the [DOL], violate the fiduciary’s duties under . . . ERISA
solely because the fiduciary offers a professionally managed asset allocation fund with a [PE] component as a designated
investment alternative for [a Plan] in the manner described in this letter" and that "[t]here may be many reasons why a
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fiduciary may properly select an asset allocation fund with a [PE] component as a designated investment alternative for a
Plan.” For anyone that may have been concerned that the use of PE investments under Plans was somehow inherently
inconsistent with ERISA, the Letter may be of some comfort.

If you would like to discuss the use of PE investment in Plans, or any other fiduciary matters arising under ERISA, please
contact any of the Dechert attorneys listed below or any Dechert attorney with whom you regularly work.

This update was authored by:

 

Andrew L. Oringer
Partner

New York 
T: +1 212 698 3571 
andrew.oringer@dechert.com

 

 

Steven W. Rabitz
Partner

New York
T: +1 212 649 8785 
steven.rabitz@dechert.com

Footnotes
 

* By its nature, a DOL information letter "is a written statement . . . that does no more than call attention to a well-
established interpretation or principle of [ERISA], without applying it to a specific factual situation." ERISA Proc. 76-1, §
3.01. We note, however, that in the Letter the DOL did state that the Chairman of the Securities and Exchange
Commission did urge the DOL "to address uncertainties regarding ERISA that may be impeding plan fiduciaries from
considering [PE] investment opportunities as a way to enhance retirement savings and investment security for American
workers."
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The Importance of Wage
Code Reviews

By John Barlow*

Groom Law Group
Washington D.C.

A key issue in an IRS audit and related internal
Form 5500, Annual Return/Report of Employee Ben-
efit Plan, auditor review is to ensure that the various
definitions of compensation under a tax-qualified re-
tirement plan (a ‘‘plan’’) are being properly imple-
mented. This article provides background on this is-
sue and discusses various definitions of compensation,
the potential consequences of the mistreatment of
compensation definitions, and related considerations
that are important to maintain the tax qualified status
of a plan.

BACKGROUND
A plan typically uses various definitions of com-

pensation. For example, a plan may use one definition
of compensation for purposes of determining em-
ployee deferrals, another definition of compensation
for purposes of determining employer contributions,
and other definitions of compensation for purposes of
the Internal Revenue Code1 rules (e.g., actual contri-
bution percentage testing, actual deferral percentage
testing, and top-heavy requirements). Varying defini-

tions of plan compensation for different purposes of-
ten lead to a ‘‘disconnect’’ between a definition of
compensation and how that item of compensation is
treated by payroll for plan purposes (a ‘‘wage code’’).

Where a wage code does not properly ‘‘sync up’’
with a plan’s definition of compensation, potential
qualification errors can occur, as the improper treat-
ment of a wage code may result in a missed deferral
opportunity or an excess amount being contributed to
a plan. These wage code errors may result in a plan
needing to take certain corrective actions under Rev.
Proc. 2021-30 (or future updated revenue procedures)
(EPCRS), drafting participant communications, and
coordinating with payroll to correct the wage code er-
rors prospectively. To avoid wage code errors, a plan
sponsor should periodically confirm with payroll that
a plan’s treatment of its wage codes align with the
plan’s potentially various definitions of compensation.

COMPENSATION DEFINITIONS

Compensation Under the Code
The Code and related Treasury regulations gener-

ally define compensation in several ways:

• A ‘‘statutory’’ definition which includes most
items of gross pay but excludes amounts such
as severance pay, reimbursements from ac-
countable plans, moving expenses, non-taxable
fringe benefits, worker’s compensation, §83
property that is no longer subject to a substan-
tial risk of forfeiture (including income attrib-
utable to a §83(b) election), non-qualified plan
contributions and distributions, and certain
non-statutory stock options.2

• A simplified definition which is generally the
same as the above, though with different treat-

* John Barlow’s practice focuses on taxation issues relating to
qualified retirement plans of public companies and governmental
entities and the preservation of a plan’s tax-qualified status. John
also has experience working with multiemployer pension and wel-
fare plans.

This article may be cited as John Barlow, The Importance of
Wage Code Reviews, 50 Tax Mgmt. Comp. Plan. J. No. 2 (Feb. 4,
2022).

1 All section references herein are to the Internal Revenue Code
of 1986, as amended (the Code), or the Treasury regulations pro-
mulgated thereunder, unless otherwise indicated. 2 See Reg. §1.415(c)-2(a)–§1.415(c)-2(c).
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ments related to tips, taxable medical and dis-
ability benefits, and §83(b) income.3

• A ‘‘Form W-2’’ definition which is generally
the same as the ‘‘statutory’’ definition but ex-
cludes tips under $20 per month but includes
§83 property that is no long subject to a sub-
stantial risk of forfeiture, non-qualified plan
distributions, and non-statutory stock options.4

• A §3401(a) definition which is generally the
same as the Form W-2, Wage and Tax State-
ment, definition but excludes excess group term
life insurance.

Section 414(s) also uses various definitions of com-
pensation for testing purposes, which are generally
amounts reported in box 1 of a Form W-2 (i.e., §6041,
§6042, and §6051), amounts subject to federal with-
holding (i.e., §3401(a)), and §415(c)(3) compensa-
tion. Section 414(s) also includes a safe harbor which
permits excluding reimbursements, expense allow-
ances, fringe benefits (both cash and non-cash), mov-
ing expenses, deferred compensation, and welfare
benefits. The Code definitions of compensation are
complex and the above is only a very high-level dis-
cussion of compensation definitions.

Compensation for Purposes of
Deferrals and Contributions

Compensation as defined under a plan for purposes
of employee deferrals and employer contributions will
sometimes (more frequently in a pre-approved plan)
track one of the above Code definitions. However, a
plan will often modify or narrow the Code’s broad
definitions of compensation to exclude certain
amounts when determining employee deferrals and
employer contributions. Such exclusions may vary as
between employee deferrals and employer contribu-
tions, and will often depend on the line of business in
which the plan sponsor participates (e.g., travel, secu-
rities, banking, etc.).

For example, where a plan uses a limited number
of wage codes, compensation may be as narrow as
base pay plus a restricted number of other wage codes
(e.g., shift differentials, commissions, bonuses, and
overtime). Alternatively, where a plan uses a large
number of wage codes (most frequently occurring un-
der a plan with a large and diverse participant base
with a significant amount in total assets) there may be
a broad definition of compensation but a correspond-
ingly large number of exclusions — e.g., include bo-
nuses for purposes of employee deferrals but exclude

bonuses for purposes of employer contributions. More
so, if the plan is collectively bargained, reviewing the
collective bargaining agreement between the appli-
cable union and plan sponsor will be important when
determining how compensation should be defined for
a particular represented group.

Common compensation exclusions (although,
again, exclusions may vary as between employee de-
ferrals and employer contributions) include moving
expenses (or an industry equivalent — e.g., co-
terminal expenses for pilots or other more transient
employees), plan sponsor-paid life insurance premi-
ums, disability and worker’s compensation pay, sev-
erance pay, vacation or sick time cash-outs, benefits
provided to family members, reimbursements, tips,
imputed income, bonuses, cost-of-living adjustments,
or items specifically excluded under a collective bar-
gaining agreement. Of course, the above list is not all-
inclusive and the specific plan document should be re-
viewed for purposes of determining compensation
‘‘carve outs.’’

Compensation for Testing Purposes
As noted above, a plan’s definition of compensation

for purposes of testing (e.g., actual contribution per-
centage testing and actual deferral percentage testing)
is often different than its definition for other purposes
(e.g., employee deferrals and employer contributions).
Testing compensation typically uses one of the §414
or §415 definitions, while compensation for other pur-
poses may be more narrow.

CORRECTING WAGE CODE ERRORS
RELATED TO COMPENSATION
DEFINITIONS

The improper treatment of a wage code under a
plan’s definition of compensation is typically a quali-
fication error. The correction of such an error can be
done in multiple ways. Potential correction methods
are discussed in more detail below:

• EPCRS (Corrective Contribution): In some
instances, a wage code will be improperly clas-
sified as not eligible for employee deferrals
and/or employer contributions when the
amount should have been. Here, the plan spon-
sor will generally be required to contribute a
qualified non-elective contribution (a
‘‘QNEC’’) to the affected individual’s plan ac-
count — typically 50% of the missed deferral
amount, subject to certain EPCRS safe harbor
rules. The QNEC should be adjusted for earn-
ings. Any missed employer matching contribu-
tion and/or non-elective contributions should

3 Reg. §1.415(c)-2(d)(2).
4 See Reg. §1.415(c)-2(d)(4).
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also be contributed to the affected individual’s
plan account, adjusted for earnings.

• EPCRS (Corrective Distribution/
Forfeiture): Alternatively, a wage code may be
improperly classified as eligible for employee
deferrals and/or employer contributions when
the amount in fact should not have been. Here,
the plan sponsor will generally be required to
distribute the improper employee deferrals, ad-
justed for earnings, to the employee and report
the distribution on a Form 1099-R, Distribu-
tions From Pensions, Annuities, Retirement or
Profit-Sharing Plans, IRAs, Insurance Con-
tracts, etc. (including that the amount is not
rollover eligible). Additionally, any improper
employer contribution (i.e., match or non-
elective), adjusted for earnings, should be
moved to the plan’s forfeiture account and used
in accordance with the terms of the plan (typi-
cally, for QNECs and plan expenses).

• EPCRS (Retroactive Plan Amendment):
EPCRS permits a plan to be retroactively
amended in certain situations — specifically,
where a retroactive amendment would result in
an increase in a benefit, right, or feature to a
group of plan participants (ideally, non-highly
compensated employees), and such increase
would be permitted under the Code and satis-
fies the correction principals of EPCRS.

• Coordinate with Payroll: Since payroll, either
internal or external, typically facilitates how
wage codes are treated for various definitions
of plan compensation, coordinating with them
to ensure wage code treatments ‘‘sync up’’ with
a plan’s various definitions of compensation is
very important. If a wage code error is identi-
fied, a plan should coordinate with its payroll
provider to ensure it is corrected prospectively.

CONSIDERATIONS WHEN
ADDRESSING WAGE CODE ERRORS

Simply put, wage code errors — which are plan
qualification errors — are fairly common but may not
be reviewed frequently. A plan will often use or dis-
continue the use of a wage code without confirming
on the back end (i.e., with payroll) that the wage code
properly aligns with the plan or has properly been dis-
continued. Below are some general considerations for
a plan to take into account when considering wage
codes, compensation definitions, and wage code re-
view.

Treatment of the Wage Code and
Compensation Definitions

A plan should consider whether a wage code has
been improperly included or excluded from a defini-

tion of compensation, including how a definition of
compensation can vary — for instance, whether a
wage code was improperly used for purposes of em-
ployee deferrals or employer contributions, or, alter-
natively, for testing.

Corrections
Correcting a wage code error varies based on the

type of error but can generally include:

• Correction of Wage Code Errors (Missed
Deferrals/Contributions): If a wage code was
improperly excluded from a definition of plan
compensation, a QNEC and corresponding em-
ployer contributions, adjusted for earnings,
may be required. A plan should coordinate with
its recordkeeper to the extent necessary to fa-
cilitate the corrective contributions.

• Correction of Wage Code Errors (Excess
Amounts): If a wage code was improperly in-
cluded in a definition of plan compensation,
corrective distributions and forfeitures may be
required. A plan should coordinate with its re-
cordkeeper to the extent necessary to facilitate
having Forms 1099-R distributed and moving
improper employer contributions to the plan’s
forfeiture account.

• Correction of Wage Code Errors (Retroac-
tive Amendments): A plan should consider
whether correcting a wage code error may be
done through a retroactive amendment under
applicable EPCRS rules. One important consid-
eration is whether a retroactive amendment
would comply with the anti-cut back rules of
§411(d)(6).

• Coordinate with Payroll: A plan should con-
sider setting up a process whereby a new wage
code will not be implemented until its treat-
ment has been confirmed by the plan sponsor
— this sort of confirmation process can help
prevent wage codes from being improperly
treated based on a plan’s definitions of com-
pensation.

• Testing: To the extent a plan identifies improp-
erly treated wage codes, it should consider
whether those wage codes could impact testing
done for prior plan years.

• Correction Period: A plan should consider the
period for which the wage code error occurred.
Under EPCRS, any wage code error can gener-
ally be corrected using self-correction proce-
dures if the error is identified and corrected
within three years following the year in which
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the error occurred. If wage code errors fall out-
side of that window, a plan will need to con-
sider whether the errors were insignificant
based on EPCRS factors (if not insignificant,
the plan would need to utilize the voluntary
correction program under EPCRS).

• Terminated Employees with No Plan Ac-
count Balance: If a terminated employee with
no plan account balance received an excess al-
location, a plan must generally send a letter to
the affected individual requesting a return of
the excess amount, subject to certain EPCRS
de minimis rules. If a terminated employee
with no plan account balance is owed a correc-
tive contribution, subject to certain EPCRS de
minimis rules, a plan should consider missing
participant issues.

• Netting: A plan should consider, when making
corrections, whether an affected individual has
wage codes which have both been improperly
included and excluded from compensation.
Amounts can typically be netted to make the
correction more administratively feasible.

• Expectations: A plan should review its partici-
pant communications (e.g., annual notices,
summary plan description, etc.) to confirm em-
ployee expectation as to how a specific wage
code would be treated under the plan. Some-
times employee expectations can support treat-
ing a specific wage code differently than as
provided for under the plan.

Specific Types of Pay
Certain types of pay should be taken into account

when considering wage codes, including:

• One-Time Payments: A plan should consider
whether ‘‘one-off’’ payments fall into a defini-
tion of compensation. For instance, whether
one-time bonuses, retroactive pay, amounts
paid pursuant to changes in federal law, etc.,
should be included in plan compensation (typi-

cally for purposes of employee deferrals and
employer contributions). If amounts should not
be included, the plan should be amended to ex-
clude those amounts prior to payment.

• Post-Severance Amounts: A plan should con-
sider whether post-severance payments should
be included in compensation.

Participant Communications
A plan should consider the need to communicate

with participants regarding corrections. This consider-
ation is especially important if a plan wishes to use a
QNEC safe harbor approach under EPCRS.

Collectively Bargained Plans
A plan should review any applicable collective bar-

gaining agreement to ensure the plan and the agree-
ment sync.

Disqualification
Technically, the failure to properly code wage

codes as compensation for specific purposes under a
plan is an operational failure that could result in a re-
vocation of a plan’s tax-qualified status. As such, pe-
riodically reviewing the treatment of wage codes un-
der a plan is important to avoid potential disqualifica-
tion — having procedures in place to review wage
codes would be helpful in the event of an IRS audit.

CONCLUSION
When dealing with wage code errors, the options

above should be considered carefully and, to the ex-
tent necessary, the advice of counsel should be sought,
as correcting wage code errors can be potentially
costly — e.g., QNECs, drafting participant communi-
cations, and using the voluntary correction program
under ECPRS. More so, a plan’s compensation defini-
tions can be complex, making wage code reviews
time consuming, depending on the number of wage
codes used by payroll.
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An update from Dechert's Cryptocurrency and Blockchain Tracker
 

 Not Very Cryptic - DOL Expresses
Skepticism Regarding 401(k) Investment in
Cryptocurrency 

Yesterday, on March 10, 2022, the U.S. Department of
Labor (the "Department") issued Compliance
Assistance Release 2022-01 (the "Release"), in which
the Department "caution[ed] plan fiduciaries to
exercise extreme care before they consider adding a
cryptocurrency option to a 401(k) plan's investment
menu for plan participants."  The Release was
motivated by the "marketing [of] investments in
cryptocurrencies to 401(k) plans as potential
investment options for plan participants." 

While the Release does not establish any new legal principles, it would appear to set a skeptical tone regarding the
appropriateness of cryptocurrency investment options under 401(k) (and similar participant-directed) plans ("Plans"). Thus,
for example, the DOL stated:

At this early stage in the history of cryptocurrencies, the Department has serious concerns about the prudence of a
fiduciary's decision to expose a 401(k) plan's participants to direct investments in cryptocurrencies, or other products
whose value is tied to cryptocurrencies. These investments present significant risks and challenges to participants'
retirement accounts, including significant risks of fraud, theft, and loss . . . .

Extreme volatility can have a devastating impact on participants, especially those approaching retirement and those
with substantial allocations to cryptocurrency.

Cryptocurrencies are often promoted as innovative investments that offer investors unique potential for outsized
profits. These investments can all too easily attract investments from inexpert plan participants with great
expectations of high returns and little appreciation of the risks the investments pose to their retirement investments.

 . . . When plan fiduciaries, charged with the duties of prudence and loyalty, choose to include a cryptocurrency option
on a 401(k) plan's menu, they effectively tell the plan's participants that knowledgeable investment experts have
approved the cryptocurrency option as a prudent option for plan participants.

Cryptocurrencies are not held like traditional plan assets in trust or custodial accounts, readily valued and available to
pay benefits and plan expenses. . . .

 . . . The Department is concerned about the reliability and accuracy of cryptocurrency valuations. . . .
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 . . . Rules and regulations governing the cryptocurrency markets may be evolving, and some market participants
may be operating outside of existing regulatory frameworks or not complying with them. Fiduciaries who are
considering whether to include a cryptocurrency investment option will have to include in their analysis how
regulatory requirements may apply to issuance, investments, trading, or other activities and how those regulatory
requirements might affect investments by participants in 401(k) plans.  [An agency within the Department] expects to
conduct an investigative program aimed at plans that offer participant investments in cryptocurrencies and related
products, and to take appropriate action to protect the interests of plan participants and beneficiaries with respect to
these investments. The plan fiduciaries responsible for overseeing such investment options or allowing such
investments through brokerage windows should expect to be questioned about how they can square their actions
with their duties of prudence and loyalty . . . .

While, as indicated above, the Release does not break any new legal ground, the Department seems clearly to be
discouraging the inclusion of cryptocurrencies as investment options under Plans, at least at this juncture.  It appears that,
where the Department sees investment trends that are for whatever reason of concern to it, it issues authority with a
denigrating tone regarding such trends - a recent example being the December 21, 2021 supplement to a prior information
letter regarding investment in private equity under Plans, discussed by us here. 

Plan fiduciaries and providers alike will need to decide for themselves whether and how to proceed with cryptocurrency
investments under Plans in light of the Release.  If you would like to discuss the Release, or any other aspect of possible
investment by Plans in cryptocurrency, please contact any of the Dechert lawyers listed below or any Dechert lawyer with
whom you regularly work.
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Partner 
New York

About Dechert

Dechert is a leading global law firm with 22 offices around the world. We advise on matters and transactions of the
greatest complexity, bringing energy, creativity and efficient management of legal issues to deliver commercial and
practical advice for clients. Learn more.

This email was sent to Andrew L. Oringer. Please do not forward this email to any third-party recipients. Certain
hyperlinks within this email will link directly to your personal details and marketing preferences. If you would like to share
this email, please use the relevant share buttons available at the top of this email.

Print email / Unsubscribe / Update your marketing profile

© 2022 Dechert LLP. All rights reserved. This publication should not be considered as legal opinions on specific facts or as
a substitute for legal counsel. It is provided by Dechert LLP as a general informational service and may be considered
attorney advertising in some jurisdictions. Prior results do not guarantee a similar outcome. We can be reached at the
following postal addresses: in the U.S.: 1095 Avenue of the Americas, New York, NY 10036-6797 (+1 212 698 3500); in
Hong Kong: 31/F Jardine House, One Connaught Place, Central, Hong Kong (+852 3518 4700); and in the UK: 160
Queen Victoria Street, London EC4V 4QQ (+44 20 7184 7000).

https://info.dechert.com/e/wyumn8qteyeaw/c3ea7a0d-f7a4-43b7-83de-957a231916cd
https://info.dechert.com/e/exkipucwptdmi7g/c3ea7a0d-f7a4-43b7-83de-957a231916cd
https://info.dechert.com/email_handler.aspx?sid=c3ea7a0d-f7a4-43b7-83de-957a231916cd&redirect=http%3a%2f%2fwww.dechert.com%2f&checksum=9649E3BF
https://info.dechert.com/email_handler.aspx?sid=c3ea7a0d-f7a4-43b7-83de-957a231916cd&redirect=http%3a%2f%2fwww.dechert.com%2f&checksum=9649E3BF
https://info.dechert.com/email_handler.aspx?sid=c3ea7a0d-f7a4-43b7-83de-957a231916cd&redirect=http%3a%2f%2fwww.dechert.com%2f&checksum=9649E3BF
https://info.dechert.com/email_handler.aspx?sid=c3ea7a0d-f7a4-43b7-83de-957a231916cd&redirect=https%3a%2f%2finfo.dechert.com%2f17%2f4315%2fforms%2funsubscribe.asp&checksum=7CE2D7EF
https://info.dechert.com/email_handler.aspx?sid=c3ea7a0d-f7a4-43b7-83de-957a231916cd&redirect=https%3a%2f%2finfo.dechert.com%2f17%2f4315%2fforms%2fpreference-form.asp&checksum=F8E4C2FE


3/15/22, 1:31 PM 2022/03/11 - DOL Expresses Skepticism Regarding 401(k) Investment in Cryptocurrency | Not Very Cryptic - DOL Expresses Ske…

https://info.dechert.com/10/16271/march-2022/not-very-cryptic---dol-expresses-skepticism-regarding-401(k)-investment-in-cryptocurrency.asp?sid=c3e… 3/3

Dechert internationally is a combination of separate limited liability partnerships and other entities registered in different
jurisdictions. Dechert has more than 900 qualified lawyers and 700 staff members in its offices in Belgium, China, France,
Germany, Hong Kong, Ireland, Luxembourg, Russia, Singapore, the United Arab Emirates, the UK and the U.S. Further
details of these partnerships and entities can be found at dechert.com on our Legal Notices page.

https://info.dechert.com/email_handler.aspx?sid=c3ea7a0d-f7a4-43b7-83de-957a231916cd&redirect=http%3a%2f%2fwww.dechert.com&checksum=3A66BD11
https://info.dechert.com/email_handler.aspx?sid=c3ea7a0d-f7a4-43b7-83de-957a231916cd&redirect=https%3a%2f%2fwww.dechert.com%2fdisclaimer-legal-notices.html&checksum=FDBC03D7


12040877.7  12040877.6 

 

VERSION AS OF 3/31/16 

 

HAPPILY EVER AFTER? – 

INVESTMENT FUNDS THAT LIVE WITH ERISA, 

FOR BETTER AND FOR WORSE 

by Andrew L. Oringer 

I. INTRODUCTION 

The Employee Retirement Income Security Act of 1974, as amended ("ERISA")1 is a 

reactive and remedial statute which has been described as setting forth a “comprehensive and 

reticulated”2 scheme to regulate the provision of employee benefits.  It can be extremely complex 

at times, sometimes even seeming to operate counterintuitively in an attempt to achieve its 

protective goals,3 prompting some to surmise that “ERISA” may really stand for “every 

 
 © 2016 Andrew L. Oringer.  This discussion is based on the author's contribution to ERISA Fiduciary Law, 

Second Edition, 2016 Cumulative Supplement, edited by Susan P. Serota and Andrew L. Oringer, published by 

BNA Books, copyright © 2016 The Bureau of National Affairs, Inc.; and is printed with permission.  Also reprinted, 

as modified, (i) in New York University Review of Employee Benefits and Executive Compensation - 2012, edited 

by Alvin D. Lurie, published by LexisNexis Matthew Bender, and (ii) by The Hedge Fund Law Report (in five 

installments, 2014). 
 Andrew L. Oringer is the co-chair of the employee benefits and executive compensation group at Dechert LLP, 

and leads the firm’s fiduciary practice nationally.  He counsels clients on their employee benefit plans and programs, 

benefits-related tax matters and fiduciary issues arising in connection with the investment of plan assets.  He is the 

Emerging Issues Coordinator of the Employee Benefits Committee of the American Bar Association’s Section of 

Taxation, former co-chair of the Employee Benefits Committee of the Tax Section of the New York State Bar 

Association, and a member of the New York State Bar Association’s Committee on Attorney Professionalism.  He is 

also a Fellow of the American College of Employee Benefits Counsel, a Senior Fellow from Practice for the 

Regulatory Compliance Association, and an adjunct professor at the Maurice A. Deane Law School at Hofstra 

University.  Mr. Oringer is on Bloomberg BNA's Benefits Practice Resource Advisory Board and the Practical Law 

Executive Compensation and Employee Benefits Advisory Board.  He is a frequent speaker and writer on a wide 

variety of topics, having authored a chapter contained in a leading treatise published by Bloomberg BNA on the 

taxation of nonqualified deferred compensation in addition to the chapter of his that is included in ERISA Fiduciary 

Law.  Mr. Oringer is highly rated by a number of ranking organizations, and is included in a widely disseminated list 

of the Top 100 lawyers in New York City across all practice areas. 
1 Unless otherwise indicated, all section references herein are to sections of ERISA.  In addition, unless otherwise 

indicated, references herein to provisions of ERISA governing prohibited transactions (and to “parties interest” 

under Section 3(14)) should be deemed to extend to the corresponding provisions of Section 4975 of the Internal 

Revenue Code of 1986, as amended (the “Code”) (and to “disqualified persons” under Section 4975(e)(2) of the 

Code).  See also infra n.30. 
2 Nachman Corp. v. Pens. Ben. Guar. Corp., 446 U.S. 359, 361 (1980); see also Mertens v. Hewitt Assocs., 508 U.S. 

248, 262 (1993) (referring to ERISA as  “enormously complex and detailed”).  See generally Rossina Barker & 

Kevin O’Brien, “The ERISA Common Law and the Limits of Reticulation,” 14 Benefits L.J. 1, 1-2 (2001) 

(explaining what the courts mean when they say that ERISA is “comprehensive and reticulated”). 
3 See, e.g., infra nn.19-28 and accompanying text; infra nn.71-77 and accompanying text; infra nn.188-92 and 

accompanying text.  See generally Andrew L. Oringer, “A Regulatory Vacuum Leaves Gaping Wounds - Can 

Common Sense Offer a Better Way to Address the Pain of ERISA Preemption?” 26 Hofstra Lab. & Empl. L.J. 409 

(footnote continued) 
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ridiculous idea since Adam.”4  ERISA’s basic goals,5 however, are generally laudable, and it can 

be useful to understand what ERISA is trying to accomplish as to any given matter so that any 

difficulties in applying the rules can be understood in the context of their possible overbreadth.  

Without that context, the rules may tend to be perceived as more impenetrable, possibly 

exacerbating difficulties in understanding and frustration in pursuing compliance obligations. 

There may have been a time when various investment professionals commonly disdained 

taking investment from pension plans subject to ERISA.  The notion of having to comply with 

ERISA, of all things, in the case of someone who is not charged with addressing human-

resources concerns or other benefits-related matters can be an extremely foreign concept.  Only 

as investment capital has become increasingly concentrated in pension plans have investment 

professionals more broadly realized that dealing with ERISA might be necessary or even 

preferable. 

Pension assets,6 including assets held under plans subject to ERISA,7 have been referred 

to as “the biggest lump of money in the world.”8  Like investment funds, pension funds hold 

pools of investment capital not for devotion to operations but for deployment in investment 

 
(footnote continued) 

(Spring 2009), edited ver. reprinted in NYU Rev. of Empl. Bens. and Exec. Comp., Ch.10 (Lurie, ed., 2009).  A 

degree of ERISA’s arguably counterintuitive application, at least in the area of remedies, would seem to have been 

addressed to a significant extent by Amara v. CIGNA, 563 U.S. 131 S. Ct. 1,866 (2011).  See generally Andrew 

Oringer, “What Does Amara CIGNA-fy?” http://pblog.bna.com/penben/2011/06/what-does-amara-cigna-fy.html. 
4 Precise original credit for this backronym seems unclear.  See, e.g., Jayne Elizabeth Zanglein, “ Employee Benefits 

For General Practitioners: Ten Rules That Every Attorney Should Know About ERISA,” 26 Tex. Tech L. Rev. 579, 

580 (1995) (“[A]t least according to legend, ERISA is an acronym for Every Ridiculous Idea Since Adam.”); Robert 

Stowe England, “The Last Great Untapped Source of Capital,” PlanSponsor (April 1993) (“‘Bert Lance once told 

Jimmy Carter that ERISA really stands for Every Ridiculous Idea Since Adam,’ says Joseph Simone . . . .”); 150 

Cong. Rec. 24,146 (Nov. 19, 2004) (“I ran a small business . . . , and I thought the better title for the bill was “Every 

Ridiculous Idea Since Adam.” (statement of Sen. Nickles)). 
5 Section 1(b) states: “It is hereby declared to be the policy of this chapter to protect interstate commerce and the 

interests of participants in employee benefit plans and their beneficiaries, by requiring the disclosure and reporting 

to participants and beneficiaries of financial and other information with respect thereto, by establishing standards of 

conduct, responsibility, and obligation for fiduciaries of employee benefit plans, and by providing for appropriate 

remedies, sanctions, and ready access to the Federal courts.” 
6  The reference in text is to ERISA §3(2) “pension plans.” Although ERISA §3(3) covers “employee benefit plans,” 

and in theory, “welfare plans” as defined in ERISA §3(1) are also relevant, as a practical matter the majority of 

invested assets would seem to come from pension plans.  See, e.g., DOL, Report to the GAO, “Opportunities Exist 

for Improving Management of the Enforcement Program,”  GAO-02-232 (Mar. 2002), p.7 (including at Figure 3 a 

bar chart illustrating that the overwhelming majority of employee benefit assets is held in pension plans (as opposed 

to welfare plans)). 
7  ERISA compliance raises a host of concerns, given ERISA’s singular application to a broad range of plans 

throughout the United States, comprehensive remedies (including remedies directly applicable to parties in interest), 

federal enforcement, comparatively more extensive developed law and practice, and potentially high-profile 

exposure.  However, non-ERISA plans raise legal obligations as well, and in some cases there are issues that may be 

more troubling in the non-ERISA context than under ERISA.  For example, disclosure issues on non-ERISA funds 

have caused funds to turn their back on investment capital from state plans.  See, e.g., Arleen Jacobius, Sequoia 

Tells University: Leave Venture-Cap Fund, PENS. & INVS., Aug. 4, 2003.  This in turn has caused some state 

legislatures to reevaluate their disclosure rules.  See, e.g., Arleen Jacobius, Disclosure Exemption, PENS. & INVS., 

Apr. 5, 2004; Editorial, Putting an End to Pay to Play, PENS. & INVS., Mar. 21, 2011 (states are investigating pay-

to-play scandals regarding the use of placement agents in connection with investments from state plans). 
8  White Paper: “The Biggest Lump of Money in the World” (NBC television broadcast July 27, 1985). 
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portfolios pending benefit distributions.  As a result, the appetite for accepting ERISA plans into 

investment vehicles has grown, at least to the extent that investments are limited and do not 

cause the fund and the manager to become subject to ERISA.9  

At the same time, various collective, commingled, and other pooled investment strategies 

have proliferated and have become increasingly entrenched in the market.  Such strategies 

facilitate diversification, generate economies of scale, and allow increased access to desired 

expertise.  Indeed, an emerging trend has developed for multiple layers of collective investing, 

often with the use of a “fund of funds” to invest in still other downstream collective vehicles.10  

The rise of collective investing, together with a greater appreciation of the value of managing 

ERISA plan assets, has prompted managers to accept ERISA plan investments even if ERISA-

related compliance obligations would be triggered.11  It is in this context that ERISA’s 

application to funds subject to ERISA or the corresponding provisions of the U.S. tax code 

(“Plan Assets Funds”) arises. 

A growing number of investment funds may be willing to subject themselves to full 

ERISA regulation.  Indeed, while certain changes made by the Pension Protection Act of 2006 

made it easier for an investment fund to avoid the application of ERISA altogether, other 

changes made thereby may conversely have made it easier for a fund to comply with ERISA as a 

fund subject thereto.12  Thus increasing numbers of managers seem to be willing to consider 

having themselves be subject to the full panoply of ERISA regulations and to structure their 

funds as ERISA-compliant.  In effect, “let’s just go with ‘no plans’” has often migrated to “show 

me the money.”13  

All of these trends focus attention on how the various rules under ERISA are brought to 

bear when a fund is deemed under the so-called “Plan Assets Regulation” of the U.S. 

Department of Labor (the “DOL”) and ERISA Section 3(42).14  Generally speaking, where there 

is any impact, one might expect the collective-investment context to exacerbate the ERISA 

issues and make things worse.  For example, potential conflicts of interests may arise for a 

number of plans and related parties.15  However, as explored below, resulting issues may 

ultimately be manageable,16 and, in some cases, things may even be better, as compliance in 

certain respects can actually be facilitated rather than impeded by a collective-investment 

 
9  See 29 C.F.R. §2510.3-101(f); see also ERISA §3(42). 
10  See, e.g., JOSEPH G. NICHOLAS, HEDGE FUND OF FUNDS INVESTING: AN INVESTOR’S GUIDE 8 (Bloomberg Press 

2004) (“[F]und of funds growth has actually outpaced hedge fund industry growth.”). 
11  See 29 C.F.R. §2510.3-101(f); see also ERISA §3(42). 

12  See Andrew L. Oringer, Ancillary Provisions of the Pension Funding Bill May Contribute to the Evolution of 

ERISA, 33 Pens. & Ben. Rep. (BNA) 1,829 (Aug. 18, 2006).  
13  JERRY MAGUIRE (TriStar Pictures 1996) (“Show me the money!” repopularized (albeit not coined) therein by Rod 

Tidwell, played by Cuba Gooding, Jr.).  See generally Andrew L. Oringer, "The ERISA Evolution - A Historical 

Perspective," 42 Pens. & Bens. Rep. (BBNA) 2185, 2191-93 (2015) (discussing the evolution of a willingness to 

accept investment from ERISA plans). 
14  See also John Hancock Mut. Life Ins. Co. v. Harris Trust & Sav. Bank, 510 U.S. 86 (1993) (seminal case relating 

to general accounts of an insurance company); ERISA §401(b)(2), (c) (statutory provisions relating to “guaranteed 

benefit policies” and general accounts of insurance companies).  
15  See infra nn. 83-84 and accompanying text. 
16  See, e.g., infra nn. 162-192 and accompanying text. 
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approach.17  Regardless, once it is decided that the compliance burden is a toll charge worth 

paying for proceeding with a fund subject to ERISA, the ERISA gauntlet will need to be run. 

The discussion herein does not generally address ERISA's generally applicable 

underlying rules.  Instead, the following discussion will address the particular application of 

ERISA’s fiduciary rules to multi-investor funds actively managed by a third-party adviser 

registered under the Investment Advisers Act of 1940, as amended (the Advisers Act), and 

intentionally operated from the outset to hold plan assets and thereby be subject to ERISA.18 

II. ERISA “PLAN ASSETS” RULES 

Assume for a moment that a particular fund is not understood to be subject to ERISA.  

The manager could easily be frustrated to learn that the fund in fact is subject to ERISA and that 

the manager might be an ERISA fiduciary merely because some of the investors in the fund are 

ERISA-governed plans.  Likewise, a counterparty dealing with an ostensibly nonplan entity 

could be oblivious to ERISA concerns, only to discover that the entity is governed by ERISA 

and that the counterparty could be subject to substantial excise taxes19 and other possible 

sanctions and remedies.20  Unfortunately, the fundamental question of when a party is managing 

or dealing with the assets of a plan emerged quickly after ERISA’s enactment21 as a deceptively 

nuanced question.22  

 
17  See, e.g., infra nn. 85-87, 113, 165, 203 and accompanying text.  While not the focus of hereof, bank collective 

investment funds and insurance company pooled separate accounts potentially allow less stress to be placed on a 

number of ERISA concerns in the case of investment through those types of collective vehicles by virtue of 

Prohibited Transaction Class Exemption 91-38 and Prohibited Transaction Class Exemption 90-1, respectively.  See 

infra n.18; see also ERISA §408(b)(8) (statutory exemption for certain matters relating to bank common or 

collective trusts or pooled investment funds, and insurance company pooled investment funds); Proh. Trans. Class 

Exempt. 95-60 (relating to insurance company general accounts). 
18  A broad range of structuring issues therefore fall beyond the scope of the discussion herein, including, for 

example, (i) how to satisfy the “significant” participation test, 29 C.F.R. §2510.3-101(f); (ii) issues that may arise in 

the case of a conversion or transfer from a fund whose assets do not constitute “plan assets” to a Plan Assets Fund; 

(iii) how to qualify as a “venture capital company” or a “real estate operating company,” 29 C.F.R. §2510.3-101(c), 

(d); (iv) how to avoid “plan assets” treatment in the case of an essentially single-investor fund, 29 C.F.R. §2510.3-

101(h); (v) issues that may arise for “plan assets” feeders; and (vi) where a feeder entity is used, how “plan assets” 

issues may manifest themselves at the feeder level.  See Steven W. Rabitz & Andrew L. Oringer, Is That Your 

(Interim) Final Answer? New Disclosure Rules Under ERISA to Impact Many Hedge Funds, 3 HEDGE FUND L. 

REP., Aug. 20, 2010 (discussing a variety of then-current ERISA issues that may arise for hedge funds).  The stakes 

can be quite high in a decision to be subject to ERISA, particularly in the case of potential qualification as a venture 

capital operating company (VCOC) or a real estate operating company (REOC), where a failure to qualify early 

could result in an inability ever to be VCOC or REOC.  See Andrew L. Oringer & Jeffrey A. Lieberman, The Sun 

Never Sets on ERISA: ERISA Implications for Foreign Investment Funds, 4 ERISA & BENEFITS J. 77 (1996). 
19  See I.R.C. §4975(c)(1)(A)–(D). 
20  See, e.g., ERISA §405(a); Harris Trust & Sav. Bank v. Salomon Smith Barney, Inc., 530 U.S. 238 (2000). 
21  See, e.g., Treas. Reg. §2509.75-2. 
22  In a number of situations, the status of an investor as being subject to ERISA is not obvious from reviewing the 

name of the counterparty.  For example, a plan may be holding through a nominee, see infra n.164, a plan may be 

operating through a subsidiary, or a fund with plan investors may be a Plan Assets Fund. 
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In 1986, after proceeding down a circuitous path,23 the DOL issued a regulation on how 

to identify of “plan assets.”24  In 2006,25 the concept became enshrined in the statute itself, in 

Section 3(42) of ERISA.  The concept of “plan assets” is a critical one because it serves as a 

gateway to the general application of ERISA’s fiduciary scheme, which imposes responsibilities 

that have been described as “the highest known to law.”26  Under the Plan Assets Regulation, 

unless an exception applies,27 a plan’s equity or equity-like investment in another entity will 

cause the entity’s assets to be considered plan assets.28  Essentially, the entity deemed to be 

holding “plan assets” becomes a look-through entity, subject to ERISA.29  

The statutory ERISA rules that fundamentally apply to plans also, in turn, generally apply 

to look-through vehicles.30  In some cases, efforts have been made to modernize the rules to keep 

pace with emerged and emerging trends toward collective investing,31 and in other cases those 

 
23  See 44 Fed. Reg. 50,363 (Aug. 28, 1979); 45 Fed. Reg. 38,084 (June 6, 1980); 50 Fed. Reg. 961 (Jan. 8, 1985); 

50 Fed. Reg. 6362 (Feb. 15, 1985); 51 Fed. Reg. 4262 (Nov. 13, 1986). 
24  While the Plan Assets Regulation purports to address the “definition” of “plan assets,” its text does not contain an 

actual definition of that term. 
25  Pension Protection Act of 2006 §611(f). 
26  See, e.g., Henry v. Champlain Enters., 334 F. Supp. 2d 252, 270–72 (N.D.N.Y. 2004) (citations omitted), vacated 

and remanded, 445 F.3d 610 (2d Cir. 2006); Henry v. U.S. Trust Co. of Cal., 569 F.3d 96, 100 (2d Cir. 2009); 

Donovan v. Bierwirth, 680 F.2d 263, 272 n.8 (2d Cir. 1982), cert denied, 459 U.S. 1069; Jones v. American Gen. 

Life & Accident Ins. Co., 370 F.3d 1065, 1071 (11th Cir.), reh’g en banc denied, 116 F. App’x 254 (2004); ITPE 

Pension Fund v. Hall, 334 F.3d 1011, 113 (11th Cir. 2003); Herman v. Nationsbank Trust Co., 126 F.3d 1354, 1368 

(11th Cir. 1997).  In some cases, the desire to avoid coverage by ERISA can be so strong that there is a willingness 

to take the step of registering under the Investment Company Act of 1940, as amended (the 1940 Act), in order to 

get the benefit of the ERISA exception.  See ERISA §401(b); 29 C.F.R. §2510.3-101(a)(2), (h)(1); DOL Adv. Op. 

2009-04A (Dec. 4, 2009).  Depending on the details surrounding a particular offering, this approach can raise 

questions as to whether the registration is effective under the 1940 Act (and, therefore, for ERISA purposes) if the 

registration is ultimately viewed as not having been required by the 1940 Act.  See 29 C.F.R. §2510.3-101(a)(2), 

(b)(2) (providing for an exception in the case of “publicly-offered securities”). 
27  A Plan Assets Fund intentionally operated so as to be subject to ERISA is not endeavoring to avail itself of any 

such exception. 
28  See 29 C.F.R. §2510.3-101(a)(2).  While this expansive and inclusive approach may be seen as consistent with 

ERISA’s remedial underpinnings, the result can be to capture as “plan assets” entities a range of vehicles that might 

not intuitively seem to be look-through entities. 
29  In addition, apart from the basic look-through question, it will not always be clear, particularly in the case of 

certain financial transactions, which assets are generally subject to ERISA.  For example, ERISA considerations for 

futures contracts are not straightforward.  See DOL Adv. Op. 82-049A (Sept. 21, 1982); Letter regarding Proh. 

Trans. Class Exempt. App. No. D-3006 from Elliot I. Daniel, U.S. Dept. of Labor, to Mary L. Schapiro, Futures 

Industry Association (Aug. 16, 1985); A. RICHARD SUSKO & BRONISLAW E. GRALA, Considerations Under ERISA 

and the CEA Regarding the Use of Futures Contracts by Employee Benefit Plans, 2 PENSION PLAN INVESTMENTS: 

CONFRONTING TODAY’S LEGAL ISSUES (Practicing Law Institute 1991). 
30  I.R.C. §4975 also applies to plan assets.  See 29 C.F.R. §2510.3-101(a)(1); Reorganization Plan No. 4 of 1978, 43 

Fed. Reg. 47,713 (1978), 3 C.F.R. (1978) Comp. 332, §102(a) (transferring certain authority under I.R.C. §4975 to 

the Secretary of Labor).  There are several differences between ERISA and corresponding provisions of I.R.C. 

§4975.  For example, (i) unlike in the corresponding provisions of I.R.C. §4975(c)(1), there is a “knows or should 

know” standard in ERISA §406(a), see infra n.77; (ii) there is no analog in I.R.C. §4975 to ERISA §406(b)(2), see 

infra n.159, nor ERISA §406(a)(1)(E) (relating to employer securities); (iii) unlike the corresponding provisions of 

ERISA §3(14), I.R.C. §4975(e)(2)(H) and (I) (relating to certain parent relationships) do not refer to subparagraph 

(B) (relating to service providers) of I.R.C. §4975(e)(2); and (iv) ERISA §3(14)(H) refers to an “employee,” 

whereas I.R.C. §4975(e)(2)(H) refers to a “highly compensated employee.” 
31  See infra nn.85-89 and accompanying text. 
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efforts seem to lag.32  Regardless, the sponsor of and investors in a Plan Assets Fund will need to 

navigate through the rules, making judgments as to how those rules apply in varying contexts.33  

Once a manager decides to proceed with a Plan Assets Fund and accept fiduciary status,34 

it is helpful as a basic matter for the manager to understand where it is acting in a fiduciary 

capacity and where it is not.  For example, negotiating the fund terms and exercising one’s own 

rights under the applicable contractual provisions may be fundamentally nonfiduciary acts.  The 

issue is relevant because fiduciary acts, unlike nonfiduciary acts,35 are subject to, among other 

 
32  See infra nn.166–92 and accompanying text.  
33  While ERISA’s fiduciary rules generally apply both to plans and plan-asset vehicles, fiduciaries of plan-asset 

vehicles may not see themselves as ERISA fiduciaries to the same extent as would fiduciaries employed at the level 

of the plan sponsor and other more direct plan fiduciaries.  Indeed, fiduciaries of certain plan-asset vehicles may be 

the very same persons who, in other contexts, are facing plans (as investors, counterparties, sponsors of vehicles that 

are not Plan Assets Funds, etc.) and who may find themselves resisting various demands and requests made on 

behalf of plans in furtherance of efforts to pursue ERISA compliance.  These same persons may now find 

themselves needing to adopt perspectives that may be contrary to those in which they may have developed over the 

course of time in their businesses.  For example, in one context, the sponsor of an entity that is not a Plan Assets 

Fund might resist providing certain assurances relating to ERISA, while as a plan assets investor, that same party 

might seek those same assurances.  Ultimately, it is critical for the manager as ERISA fiduciary to focus on ERISA’s 

rules from the perspective of a party that is itself subject to the rules. 
34  As a practical matter, multi-investor, actively managed funds may be relatively more likely to be operated as Plan 

Assets Funds where comprehensive ERISA regulation may be more manageable.  In the case of a hedge fund, for 

example, the investment strategy may be focused on publicly traded securities, c.f., e.g., H.R. Rep. 93 1280, 93rd 

Cong., 2d Sess., 307 (1974) (“In general, it is expected that a transaction will not be a prohibited transaction . . . if 

the transaction is an ordinary ‘blind’ purchase or sale of securities through an exchange where neither buyer nor 

seller (nor the agent of either) knows the identity of the other party involved.”), and fee structures are sometimes 

relatively more straightforward, and, in the case of a fund of funds, the likelihood of certain ERISA issues arising 

regarding the acquisition and disposition of portfolio investments may be lower and, again, fee structures may be 

relatively more straightforward.  In contrast, investment strategies involving non public direct investments and 

private equity fee structures may generally be less conducive to the use of a Plan Assets Fund.  In addition, in a 

number of cases, it is becoming increasingly difficult to pigeon-hole a fund into a specified category.  So, for 

example, a hedge fund might make private equity investments, a real estate investment trust may devote a portion of 

its investment capital to publicly traded securities, a securitization vehicle may hold fund interests to be securitized, 

and so forth.  In such cases, it can be even more difficult to categorize and compartmentalize the various required 

analyses, and issues across a broader spectrum may need to be considered. 
35  See, e.g., Useden v. Acker, 947 F.2d 1563 (11th Cir. 1991) (bank that loans money to a plan and exercises its 

rights as lender does not thereby become fiduciary of plan), cert. denied, 508 U.S. 959 (1993); see also Ershick v. 

United Mo. Bank, 948 F.2d 660 (10th Cir. 1991) (declining to conclude that a prohibited transaction occurred where 

a bank was trustee of an employee stock ownership plan and a major secured lender of the sponsoring company); 75 

Fed. Reg. 65,263, 65,267-68 (Oct. 22, 2010) (discussing proposed regulation relating to the definition of 

“investment advice”); Board of Trustees of the AFTRA Ret. Fund v. JPMorganChase Bank, 09 Civ. 686 (SAS) 

(S.D.N.Y. Aug. 5, 2011) (". . . [The defendant was not acting in a  fiduciary capacity when it extended repo 

financing . . . , selected . . . 'best' assets as collateral, and seized that collateral [upon default]"), later dec., 1:09-cv-

09333-BSJ-DCF (S.D.N.Y. Mar. 27, 2013); cases cited infra n.118; cf. DOL Adv. Opn. 2013-01A (Feb. 7, 2013) 

("We assume that . . . the parties understand that the Clearing Member will not be acting in a fiduciary capacity with 

respect to the actions taken in liquidating and closing out an account. . . .  It appears that a Clearing Member would 

be acting . . . to protect itself, the CCP and the clearing process, when exercising such rights . . . .  [I]t is the 

Department’s opinion that a Clearing Member acting pursuant to the Agreement negotiated with the plan fiduciary 

would not be . . . a plan fiduciary within the meaning of section 3(21)(A)(i) solely by reason of liquidating the swap 

contracts in a plan’s account and selling any collateral posted as margin in order to pay off losses suffered by such 

account."); DOL Adv. Op. 2011-07A (Apr. 25, 2011) (“[T]he Wrapper is not negotiating on behalf of the plan. 

Instead the Wrapper is negotiating the terms of the investment parameters to reduce its own exposure under the wrap 

(footnote continued) 
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things, “exclusive purpose” and “prudence” requirements under ERISA Section 404(a) and self-

dealing prohibitions under ERISA Section 406(b).36  

III. CERTAIN GENERAL FIDUCIARY CONSIDERATIONS 

A. Delegation 

1. In General 

ERISA identifies responsible fiduciaries and provides rules for the delegation and 

allocation of fiduciary responsibility.37  Where delegation is proper, the delegator’s responsibility 

is limited to the selection, retention, and monitoring of the delegatee.38  However, an improper 

 
(footnote continued) 

contract.”).  A number of issues relating to fiduciary status could become substantially more complicated depending 

on the manner in which the proposed ERISA §3(21) regulation, Prop. Reg. §2510.3-21, may be finalized.  See also 

DOL News Rel. 11-138-NAT (Sept. 19, 2011) (stating that the Section 3(21) regulation will be reproposed before 

being finalized). 
36  See 29 C.F.R. §2509.75-8 (Q&A FR-16) (“The personal liability of a fiduciary who is not a named fiduciary is 

generally limited to the fiduciary functions, which he or she performs with respect to the plan.”); cf. 29 C.F.R. 

§2510.3-21(c)(2) (“A person who is a fiduciary . . . by reason of rendering investment advice . . . , or having given 

authority or responsibility to do so, shall not be deemed to be a fiduciary regarding any [other] assets of the 

plan . . . .”).  
37  See, e.g., ERISA §402(a)(1) (providing for named fiduciaries “to control and manage the operation and 

administration of the plan”), §402(b)(2) (providing for allocation procedures), §402(c) (permitting multiple roles and 

the use of additional advisors and managers), §403(a)(1), (2) (relating to trustee authority and discretion where there 

are named fiduciaries and investment managers), §405(c)(1) (allowing certain allocations and delegations); 29 

C.F.R. §2509.75-5, -8 (covering, among other things, a variety of appointment, responsibility and delegation issues); 

see also DOL Field Assistance Bulletin 2008-01 (Feb. 1, 2008) (“[I]n accordance with [ERISA’s] statutory 

framework . . . , authority over a plan’s assets subject to the trust requirement of section 403(a) of ERISA, including 

a plan’s legal claim for delinquent contributions, must be assigned to i) a plan trustee with discretionary authority 

over the assets, ii) a directed trustee subject to the proper and lawful directions of a named fiduciary, or iii) an 

investment manager. . . .  Thus, although a fiduciary may enter into a trust agreement under which a particular 

trustee is not responsible for monitoring and collecting contributions, if no trustee or investment manager has this 

responsibility, the fiduciary with authority to hire the trustees may be liable for plan losses due to a failure to collect 

contributions because the fiduciary failed to specifically allocate this responsibility. . . .”).  
38  Ordinarily, the appointing fiduciary, even in the case of a proper delegation, will always have ERISA §404 

selection and monitoring obligations with respect to its appointments.  See 29 C.F.R. §2509.75-8 (Q&A FR-17), 

§2509.08-2(1) (“The fiduciary’s duties . . . require that the named fiduciary appointing an investment manager 

periodically monitor the activities of the investment manager with respect to the management of plan assets . . . .”), 

§2550.404a-5(f) (expressly providing that satisfying certain rules regarding the making available of investments in 

participant-directed individual-account plans are not “intended to relieve a fiduciary from its duty to prudently select 

and monitor providers of services to the plan or designated investment alternatives offered under the plan”); see also 

Leigh v. Engle, 727 F.2d 113, 135 (7th Cir. 1984) (“[Fiduciaries] were obliged to take prudent and reasonable action 

to determine whether the administrators were fulfilling their fiduciary obligations.”), on remand, 619 F. Supp. 154 

(N.D. Ill. 1985), 669 F. Supp. 1390 (N.D. Ill. 1987), aff’d, 858 F.2d 361 (7th Cir. Ill. 1988), cert. denied sub nom. 

Est. of Johnson v. Engle, 489 U.S. 1078 (1989); Reich v. Hosking, 20 Empl. Benefits Cas. (BNA) 1,090 (E.D. Mich.  

Mar. 7, 1996) (stating that a fiduciary has a duty to be apprised of a plan’s investments and be reasonably assured 

that those investments are prudent and legal, notwithstanding a delegation of investment decisions); cf. ERISA 

§405(d)(2) (“Nothing in this subsection [(which generally provides that a plan trustee is not liable for the acts and 

omissions of certain investment managers)] shall relieve any trustee of any liability under [Part 4 of Subtitle B of 

Title I of ERISA] for any act of such trustee.”); see also nn.68-69 and accompanying text (discussing 

diversification). 
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delegation would, at a minimum, leave the putative delegator liable for the acts and omissions of 

the putative delegatee.39  

There are a variety of reasons to be concerned about proper delegation.  Most 

fundamentally, the delegator may want the insulation that comes with a proper delegation.  In 

addition, the delegatee might desire for its own reasons to be properly appointed.  For example, 

the business relationship between the delegator and the delegatee could be jeopardized if the 

delegator believes that insufficient attention has been paid to structuring the delegation properly 

and protecting the delegator. 

A number of ERISA provisions are applicable with respect to delegations of fiduciary 

responsibility, including the following: 

Section 402(a) provides: 

(1)  [Each plan’s] written instrument . . . shall provide for one or more named 

fiduciaries who jointly or severally shall have authority to control and manage the 

operation and administration of the plan. 

(2)  . . . [T]he term “named fiduciary” means a fiduciary who is named in the plan 

instrument, or who, pursuant to a procedure specified in the plan, is identified as a 

fiduciary (A) by a person who is an employer or employee organization with 

respect to the plan or (B) by such an employer and such an employee organization 

acting jointly. 

Under Section 402(b)(2), every plan must: 

describe any procedure under the plan for the allocation of responsibilities for the 

operation and administration of the plan (including any procedure described in 

section 405(c)(1)). 

Under Section 402(c), a plan may provide: 

 
39  See generally 29 C.F.R. §2509.75-8 (Q&As FR-13, FR-14).  Based on traditional common-law principles, an 

improper delegation could result in strict liability for the putative delegator.  See, e.g., Jerome J. Curtis, Jr., The 

Transmogrification of the American Trust, 31 REAL PROP., PROB. & TR. J. 251, 270 (Summer 1996) (“But what of 

otherwise proper actions by those to whom nondelegable powers had been given? Suppose a trustee relinquished all 

investment decisions to a stockbroker, and, although the broker exercised the highest degree of care in selecting 

investments, the portfolio suffered a loss.  The traditional rule in America as well as in England would hold the 

trustee strictly accountable for the losses in such circumstances.”).  Even assuming that an improper delegation 

effectively could give rise to strict liability under common law, ERISA, while in some respects derived from the 

common law of trusts, see e.g., Beck v. Pace Int’l Union, 551 U.S. 96, 101 (2007) (stating that when an employer is 

determining whether it is in the role of plan sponsor or plan administrator that “inquiry . . . is aided by the common 

law of trusts which serves as ERISA’s backdrop.”) (citations omitted), ultimately provides its own structural 

paradigm, see Marshall v. Glass/Metal Assoc. and Glaziers and Glassworkers Pens. Plan, 507 F. Supp. 378, 383 (D. 

Haw. 1980); Marshall v. Teamsters Loc. 282 Pens. Tr. Fund, 458 F. Supp. 986, 990 & n.8 (E.D.N.Y. 1978), which 

is focused on the identification of responsible parties and arguably less directed toward ascribing ultimate liability 

merely on account of a failed delegation. 
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(1) that any person or group of persons may serve in more than one fiduciary 

capacity with respect to the plan . . . ; 

(2) that a named fiduciary, or a fiduciary designated by a named fiduciary 

pursuant to a plan procedure described in section 405(c)(1), may employ one or 

more persons to render advice with regard to any responsibility such fiduciary has 

under the plan; or 

(3) that a person who is a named fiduciary with respect to control or management 

of the assets of the plan may appoint an investment manager or managers to 

manage (including the power to acquire and dispose of) any assets of a plan. 

Under Section 3(38), an “investment manager” is a fiduciary, “other than a trustee or 

named fiduciary,” the foregoing phrase being contained in a parenthetical phrase in Section 

3(38), who (i) “has the power to manage, acquire, or dispose of any asset of a plan”; (ii) is an 

investment adviser, bank, or insurance company described in Section 3(38)(B); and (iii) “has 

acknowledged in writing that he is a fiduciary with respect to the plan.” 

Section 403(a) provides: 

[With certain exceptions specified] in subsection (b), all assets of an employee 

benefit plan shall be held in trust by one or more trustees. . . .  [T]he trustee or 

trustees shall have exclusive authority and discretion to manage and control the 

assets of the plan, except to the extent that– 

(1) the plan expressly provides that the trustee or trustees are subject to the 

direction of a named fiduciary who is not a trustee, in which case the 

trustees shall be subject to proper directions of such fiduciary which are 

made in accordance with the terms of the plan and which are not contrary 

to [ERISA], or 

(2) authority to manage, acquire, or dispose of assets of the plan is 

delegated to one or more investment managers pursuant to 

section 402(c)(3). 

Section 405(c) provides: 

(1) The instrument under which a plan is maintained may expressly provide for 

procedures (A) for allocating fiduciary responsibilities (other than trustee responsibilities) 

among named fiduciaries, and (B) for named fiduciaries to designate persons other than 

named fiduciaries to carry out fiduciary responsibilities (other than trustee 

responsibilities) under the plan. 

(2) If a plan expressly provides for a procedure described in paragraph (1), and pursuant 

to such procedure any fiduciary responsibility of a named fiduciary is allocated to any 

person, or a person is designated to carry out any such responsibility, then such named 

fiduciary shall not be liable for an act or omission of such person in carrying out such 

responsibility except to the extent that– 
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(A) the named fiduciary violated section 404(a)(1) [(setting forth certain basic 

general prudence-related and other fiduciary duties)] . . . - 

(i) with respect to such allocation or designation, 

(ii) with respect to the establishment or implementation of the procedure 

under paragraph (1), or 

(iii) in continuing the allocation or designation; or 

(B) the named fiduciary would otherwise be liable in accordance with 

subsection (a). 

(3) For purposes of this subsection, the term “trustee responsibility” means any 

responsibility provided in the plan’s trust instrument (if any) to manage or control the 

assets of the plan, other than a power under the trust instrument of a named fiduciary to 

appoint an investment manager in accordance with section 402(c)(3). 

Section 405(d)(1) provides: 

If an investment manager or managers have been appointed under section 402(c)(3), then, 

notwithstanding subsections [sic] (a)(2) and (3) and subsection (b), no trustee shall be 

liable for the acts or omissions of such investment manager or managers, or be under an 

obligation to invest or otherwise manage any asset of the plan which is subject to the 

management of such investment manager. 

Under these rules, for the manager of a Plan Assets Fund to offer to appointing plan 

fiduciaries the insulation and other protection that comes with the manager’s status as an 

investment manager under Section 3(38) of ERISA, the manager (1) if not a bank or insurance 

company, will need to be registered under the Advisers Act or under state law, as contemplated 

by Section 3(38); and (2) will need to acknowledge in writing its status as a fiduciary.  

Historically, the need to register has dissuaded some managers from operating their funds as Plan 

Assets Funds.  However, the elimination of registration exemptions under amendments to Title 

IV of the Dodd-Frank Wall Street Reform and Consumer Protection Act40 has led more 

managers to register. 

2. Delegation to Other Investment Managers 

Delegation issues may arise in a Plan Assets Fund context where investments by the Plan 

Assets Fund in other entities result in there being additional fiduciaries with respect to the Plan 

Assets Fund, and as a result, with respect to its plan investors as well.  For example, if a Plan 

Assets Fund makes an equity or quasi-equity investment in another Plan Assets Fund, those with 

discretion over the downstream Plan Assets Fund and those who provide investment advice with 

respect to the downstream entity’s assets may be fiduciaries of the plans that invest in the 

upstream Plan Assets Fund. 

 
40  Dodd-Frank Wall Street Reform and Consumer Protection Act §410, Pub. L. No. 111-203, 124 Stat. 1376 (2010). 
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One way of addressing additional downstream delegation issues when a Plan Assets Fund 

makes an equity or quasi-equity investment in another entity is to ensure that the vehicles below 

are not themselves Plan Assets Funds (i.e., that they satisfy an exception under the Plan Assets 

Regulation or another applicable exception).  However, as suggested in the introductory portion 

hereof, the collective investment of assets subject to ERISA is becoming increasingly common, 

and multilayered investment in Plan Assets Funds may be an intended result. 

Alternatively, the manager of the top-tier Plan Assets Fund may be designated as a 

named fiduciary of the investing plan.  That designation could be effected by a procedure 

contemplated by Section 402(a)(2)(A) or (B) pursuant to which the manager of the downstream 

Plan Assets Fund would become an investment manager of the plan that has invested in the top-

tier Plan Assets Fund.41   

DOL Advisory Opinion 77-69/70A42 confirms that such an approach is acceptable.  In 

response to a concern that the parenthetical phrase, “other than a trustee or named fiduciary,” in 

Section 3(38) might somehow prevent an investment manager from doubling as a named 

fiduciary, the DOL stated, “We are of the view that the parenthetical expression ‘other than a 

trustee or named fiduciary’ does not prohibit a named fiduciary from serving as an investment 

manager for plan assets, but rather that the parenthetical expression is intended to clarify the 

circumstances under which a person is an investment manager."  Thus, Advisory Opinion 77-

69/70A clarifies that an investment manager, which by virtue of that status will offer insulation 

from acts-and-omissions liability to a named fiduciary who appoints the investment manager, 

may also be a named fiduciary itself, and by virtue of that status will in turn have such insulation 

itself with respect to the appointments it makes of other investment managers.  DOL Advisory 

Opinion 77-69/70A then goes on to indicate that named-fiduciary status may indeed be necessary 

to achieve this latter level of insulation when the named fiduciary proceeds to make second-level 

appointments; Advisory Opinion 77-69/70A states: 

Under the statutory scheme . . . an investment manager as such does not have named 

fiduciary or trustee powers to allocate or designate its investment management function for plan 

assets to other persons (unless the investment manager is explicitly appointed as a named 

fiduciary with respect to such assets pursuant to section 402(a)(2) of ERISA with power to 

allocate and designate under section 405(c)(1) of ERISA) . . . ,43 

But is it correct that the party directly appointing investment managers must be a named 

fiduciary in order for its delegatees to be investment managers, as Advisory Opinion 77-69/70A 

suggests?  The answer appears to be “maybe not.”  In particular, a subsequently issued Advisory 

Opinion44 casts some doubt over the question of whether named-fiduciary status is necessary to 

insulate one who delegates responsibility to an investment manager where the party making the 

delegation has been appointed by a named fiduciary. 

 
41  General delegation and other fiduciary issues could also arise regarding the services of members of a fund’s 

board of directors (or other similar governing body) and of other personnel associated with a fund who could be 

deemed to have discretionary authority relating to fund assets that might rise to the level of fiduciary discretion. 
42  DOL Adv. Op. 77-69/70A (Sept. 16, 1977). 
43  Id. 
44  DOL Adv. Op. 82-30A (July 7, 1982). 
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In DOL Advisory Opinion 82-30A, the general partners of a certain Plan Assets Fund had 

the right to and did retain an independent investment manager to select and manage the Plan 

Assets Fund’s investments on a discretionary basis.  The manager acknowledged that it was a 

fiduciary of the plan investors in the Plan Assets Fund.  Brochures for the Plan Assets Fund 

described the manager and the services it performed, and the manager also entered into an 

agreement with each investing plan under which the manager acknowledged that it was a 

registered investment adviser and fiduciary with respect to that plan. 

On those facts, the DOL considered the question of “whether . . . a named fiduciary of a 

plan participating in the Fund would be considered to have delegated authority to the Fund’s 

investment manager to manage, acquire, or dispose of plan assets in accordance with section 

403(a)(2) of ERISA.”  The DOL stated: 

 Section 405 of ERISA sets forth, among other things, procedures for allocating 

and designating fiduciary duties. Under section 405(c)(1), a plan may establish 

procedures for named fiduciaries to designate persons other than named fiduciaries to 

carry out fiduciary responsibilities (other than trustee responsibilities) under the plan. 

Section 405(c)(3) defines “trustee responsibility” for purposes of section 405(c) as any 

responsibility provided in a plan’s trust instrument to manage or control the assets of the 

plan. Specifically excluded from the definition of “trustee responsibility” is a power of a 

named fiduciary under a trust instrument to appoint an investment manager. Thus, a 

named fiduciary’s authority to select an investment manager is a responsibility that may 

be properly delegated to another fiduciary. . . . 

 . . . .  

 

 [I]t is the opinion of the Department that the named fiduciary of a plan 

participating in the Fund [at issue in Advisory Opinion 82-30A] would have delegated 

authority to the Fund’s investment manager to manage, acquire, or dispose of plan assets 

in accordance with section 403(a)(2) of ERISA.45  

DOL Advisory Opinion 82-30A suggests that the person making a direct appointment did 

not need to be a named fiduciary in order to make an effective delegation to an investment 

manager.  However, a question may arise regarding how broadly Advisory Opinion 82-30A can 

be applied (assuming that the result therein is the correct one).  For example, it is unclear 

whether the direct disclosure to and agreements with the plan investors in the facts discussed 

were necessary conditions to the favorable result reached by the DOL.  In this regard, however, 

the rationale quoted above from Advisory Opinion 82-30A appears to be extremely broad in 

scope and does not seem to rely expressly on the parties’ direct disclosure and agreements.46  

 
45  Id. 
46  Assessing whether a delegation is valid as a general matter is distinct from determining whether an appointee, 

even if not a §3(38) investment manager or otherwise a proper delegatee, nevertheless can serve as a “qualified 

professional asset manager” under Proh. Trans. Class Exempt. 84-14. (Proh. Trans.Class Exempt. 84-14 is discussed 

generally below.  See infra nn.80–93 and accompanying text.). 
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B. Allocation of Investment Opportunities 

Managers should be aware that ERISA’s exclusive benefit rule and rules on prohibited 

transactions under Sections 404 and 406(b)(1) and (2) can raise issues for Plan Assets Funds 

regarding whether investment opportunities available to the manager are being permissibly 

allocated among the various funds and accounts of the manager.  Similar issues can arise under 

other laws,47 and there have been indications that these types of issues may also arise in the 

ERISA context.48  In very general terms, it appears that a consistent and fair internal policy 

regarding allocation may well pass scrutiny under ERISA’s standards, although comfort levels 

may be somewhat higher with increasing levels of specificity.49  

C. Varied Interests of Fund Investors 

It is possible that, in theory, the disparate interests of different investors within a fund 

could create conflicts under ERISA Sections 404 and 406(b)(1) or (2).  While varying 

investment interests are often inherent to collective investment and arguably should not raise per 

 
47  See, e.g., 15 U.S.C. §80b-6(4) (calling for rules of Securities and Exchange Commission (SEC) regarding “acts, 

practices, and courses of business as are fraudulent, deceptive, or manipulative”); SEC INSPECTION MANUAL 29 

(1980) (“All investment advisers should have some formula for allocating securities among clients.  This formula 

should set forth a fair and equitable basis for distributing investments among clients.  Moreover, it should be applied 

on a consistent basis.”); In re The Dreyfus Corp. & Michael L. Schonberg, Advisers Act Rel. No. 1870, May 10, 

2000, at 6 (“Reasonable investors would consider allocation practices that had the overall effect of favoring [an 

aggressive growth fund] . . . as significantly altering the total mix of information available.” (citations omitted)).  

See generally Douglas L. Hammer et al., Other Trade Allocation Issues, U.S. REGULATION OF HEDGE FUNDS §13.9 

(ABA Section of Business Law 2005).  
48  Cf. SMC Capital, Inc., SEC No-Action Letter Ref. No. 95-176-CC, Fed. Sec. L. Rep. ¶ 77,049 at n.14 (Sept. 5, 

1995) (relating to certain allocation and aggregation procedures and expressly not addressing “any issues regarding 

the aggregation of orders that may arise under [ERISA], such as whether aggregating trades for proprietary accounts 

with trades for ERISA accounts violates the exclusive benefit rule of section 404(a) of ERISA, or constitutes a 

prohibited transaction under Section 406 of the Act”); see also DOL Adv. Op. 86-21A (Aug. 29, 1986) (“[T]he 

Department is not addressing issues relating to a fiduciary’s allocation of investment opportunities among accounts 

over which he has discretion.”); DOL Adv. Op. 99-16A (Dec. 9, 1999) (one of several other advisory opinions to 

similar effect). 
49  See, e.g., DOL Field Assistance Bulletin 2006-01 (Apr. 19, 2006) (in deciding on an allocation method with 

respect to the allocation and distribution of mutual-fund settlement proceeds to participants, the plan fiduciary may 

weigh certain competing interests and the various effects of allocation methods, “provided a rational basis exists for 

the selected method and such method is reasonable, fair and objective”); Prop. Proh. Trans. Ind. Exempt. D-7764, 55 

Fed. Reg. 45,671, 45,671 (Oct. 30, 1990) (“Aetna represents that it has procedures in place which provide a system 

of fair and equitable allocation of investments . . . .”), granted, Proh. Trans. Ind. Exempt. 91-10, 56 Fed. Reg. 3273 

(Jan. 29, 1991), proposed amendment, Prop. Proh. Trans. Ind. Exempt. D-11167, 68 Fed. Reg.55,993, 55,995 (Sept. 

29, 2008) (“UBS Realty represents that it has procedures in place that provide a system of fair and equitable 

allocation of investments to the Accounts.”); cf. DOL Notice, “Cross-Trades of Securities by Investment Managers,” 

63 Fed. Reg. 13,696, 13,701 (Mar. 20, 1998) (soliciting information with respect to discretionary cross-trading 

regarding, inter alia, whether it is possible for discretionary cross-trading to be utilized to “[a]llocate favorable 

cross-trade opportunities to certain client accounts to benefit the manager’s ultimate compensation”); 67 Fed. Reg. 

6,613, 6,632 (Feb. 13, 2002) (“While it appears to the Department that a pro rata basis of allocation [of cross-trade 

opportunities] would be the method least subject to scrutiny, the Department recognizes the validity of other 

workable objective systems.  However, the Department cautions that such systems may not permit the exercise of 

discretion by the manager.”); see also Richard K. Matta, ERISA for Securities Professionals: 2008 Update, 10 J. 

INV. COMPLIANCE 4, 24 (2009) (“ERISA does not dictate any particular procedure, as long as it is applied fairly and 

consistently so as to avoid favoring one client over another.”). 
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se conflict concerns under ERISA, in the case of difficult fact patterns it may not always be 

possible to dismiss this type of concern out of hand.50  Similar conflict concerns could arise 

where the manager is a partner in the Plan Assets Fund or otherwise a co-investor with plan 

investors.51  

D. Indemnification and Insurance 

Under ERISA Section 410(a), a fiduciary generally cannot be exculpated from liability 

for a breach of fiduciary duty imposed by ERISA.52  For example, if an agreement purports to 

relieve a fiduciary other than in the case of the fiduciary’s gross negligence, as may be 

customary in various non-ERISA contexts, that agreement may be of no force or effect with 

respect to a fiduciary of a Plan Assets Fund to the extent of the fiduciary’s own negligence. 

 
50  See, e.g., Prop. Proh. Trans. Ind. Exempt. D-8510, 58 Fed. Reg. 32,365 (June 9, 1993) (discussing matters where 

multiple types of investors participate in various real estate transactions), granted, Proh. Trans. Ind. Exempt. 93-49, 

58 Fed. Reg 41,849 (Aug. 4, 1993); Prop. Proh. Trans. Ind. Exempt. D-9341, 58 Fed. Reg. 53,565 (Oct. 15, 1993) 

(discussing matters relating to various “shared” real estate investments), granted, Proh. Trans. Ind. Exempt. 94-51, 

59 Fed. Reg. 33,550 (June 29, 1994); cf. DOL Adv. Op. 2000-10A (July 27, 2000) (“[I]f a divergence of interests 

develops between an IRA and the fiduciary (or persons in which the fiduciary has an interest), the fiduciary must 

take steps to eliminate the conflict of interest in order to avoid engaging in a prohibited transaction.”).  While some 

might also have worried that acquisitions and redemptions might raise issues under ERISA Section 406(a) between 

limited partners in a Plan Assets Fund, where the Plan Assets Fund is a partnership, DOL Advisory Opinion 2000-

10A (July 27, 2000) could arguably dispel this concern. 
51  See, e.g., 55 Fed. Reg. 38,874, 38,877 n.2 (Sept. 21, 1990) (“[I]t is the view of the Department that the mere 

investment of the assets of a plan on identical terms with a fiduciary’s investment for his or her own account in the 

equity interests of a shared real estate investment would not, in itself, cause the fiduciary to have an interest in the 

transaction that may affect his or her best judgment as a fiduciary.  Therefore, such an investment would not, in 

itself, violate section 406(b)(1) which prohibits a fiduciary from dealing with the assets of a plan in his or her own 

interest or for his or her account.  In addition, such shared investment, pursuant to reasonable procedures established 

by the fiduciary, would not cause the fiduciary to act on behalf of (or represent) a party whose interests are adverse 

to those of the plan.  Therefore, such an investment would not, in itself, violate section 406(b)(2) which states that a 

fiduciary may not act in any capacity in a transaction involving the plan on behalf of a party whose interests are 

adverse to the interests of the plan.”); see also DOL, Info. Ltr., Citizens Nat’l Bank of Leesburg (Nov. 10, 1983) 

(relating to the purchase of a second mortgage where the plan sponsor holds the first mortgage); DOL, Info. Ltr., UA 

Local No. 467 Pension Fund (July 10, 1980) (relating to the purchase of a second mortgage where the plan 

fiduciaries are investors in underlying development).  Technical issues could also arise under ERISA §406(a) where 

a manager is, for example, a general partner in a Plan Assets Fund, and the manager’s partnership interest is to be 

redeemed (i.e., as a transaction between a plan and a party in interest); however, §406(a) arguably should not be 

interpreted so as to be a structural impediment to a manager’s serving as a Plan Assets Fund’s general partner, since 

the Plan Assets Regulation could thereby become a provision that effectively bars rather than regulates customary 

arrangements that make use of plan-assets vehicles.  Cf. DOL Adv. Op. 92-08A (Feb. 20, 1992) (ruling favorably, 

albeit on other issues, where a particular Plan Assets Fund was organized as a partnership).  One possible approach 

could be that ordinary-course issuances and redemptions between the general partner (or other manager) and the 

fund should not be viewed for these purposes as sale or exchange transactions with plan investors, notwithstanding 

the general look-through status of a Plan Assets Fund, if effectively the issuances and redemptions merely 

implement or are otherwise ancillary to the underlying co-investment arrangement. 
52  While not arising in the ERISA context, the Mercer/Alaska situation, where a major consulting and actuarial firm 

exited a market because of liability concerns, illustrates the potential significance of a possible inability to limit 

liability by contract.  See, e.g., Douglas Appell, Mercer Creates $240 Billion Vacuum, PENS. & INVS. (Oct. 18, 

2010) (“In actuarial consulting, it’s been possible in recent years to contractually limit a service provider’s liability, 

but Securities and Exchange Commission guidelines don’t allow similarly clear limits for investment consulting 

contracts, . . . said [sources familiar with the Mercer/Alaska situation].”). 
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While ERISA Section 410(a) would not foreclose a fiduciary from being indemnified by 

the plan sponsor or purchasing its own insurance,53 a Plan Assets Fund would be subject to 

constraints regarding the purchase of insurance for its fiduciaries.  In particular, Section 

410(b)(1) does not contemplate a plan’s purchase of fiduciary insurance that would cover a 

breach of the fiduciary’s obligations. 

If more extensive coverage is desired, and if the cost of fiduciary insurance is to be paid 

or reimbursed by a Plan Assets Fund, the manager could, for example, purchase what some call a 

“nonrecourse rider” from the insurance company that would extend to the fiduciary’s breaches,54 

without having the Plan Assets Fund pay or reimburse for the cost of such rider.55  This approach 

arguably would be consistent with Section 410(b)(1), which expressly permits a plan to 

“purchas[e] insurance for its fiduciaries or for itself to cover liability for losses occurring by 

reason of the act or omission of a fiduciary, if such insurance permits recourse by the insurer 

against the fiduciary in the case of a breach of a fiduciary obligation by such fiduciary.” 

In addition, ERISA Section 410(a) generally does not foreclose indemnification from a 

third party in the absence of a breach.56  Such indemnification is viewed as the equivalent of 

insurance.57  Thus another way that a manager could, at least in theory, obtain additional 

protection is through indemnification from a person other than the plan, such as the plan sponsor.  

As a practical matter, however, it may sometimes be difficult for the manager to persuade the 

 
53  General public-policy or insurance-law issues with fiduciary insurance may arise if the purported scope of the 

insurance could be viewed as overbroad (for example, if it extends to willful misconduct). 
54  See also supra n.53.  It is noted that the DOL has expressly identified “whether [a prospective service provider] 

has fiduciary liability insurance” as being among the items that need to be considered when a service provider is 

selected.  DOL, “Meeting Your Fiduciary Responsibilities,” http://www.dol.gov/ebsa/publications/ 

fiduciaryresponsibility.html. 
55  If an insurer would be willing to provide broad coverage at affordable rates but for ERISA’s constraints, one 

might think that it could be possible to procure an affordable nonrecourse rider.  See generally Samuel W. Halpern, 

Fiduciary Liability: Getting It and Keeping It on Reasonable Terms, 15 EMP. BENEFITS J. 7, 8 (June 1990).  But see 

John R. Cornell & James J. Little, Indemnification of Fiduciary and Employee Litigations Costs Under ERISA, 25 

B.C. L. REV. 1, 4 n.15 (Dec. 1983) (suggesting that the cost of such coverage could be prohibitive). 
56  DOL Adv. Op. 77-66/67A (Sept. 9, 1977) (holding, among other things, that certain indemnification provisions 

do not contravene ERISA §410(a) and that certain payments pursuant thereto will not contravene §410(a) if made 

after the obtaining of a written, independent legal opinion that “the acts of the fiduciary . . . do not constitute a 

breach of a fiduciary obligation.”).  In addition, common features in some indemnification provisions relating to 

advance payments may generally be permissible.  See DOL Adv. Op. 77-64/65A (Sept. 2, 1977) (holding that 

certain reimbursements and payments pursuant to certain contractual indemnification provisions are not prohibited 

transactions under §406(a)(1)(A) and (D) “to the extent that the current reimbursement or payment . . . does not 

exceed amounts allowed under section 408(c)(2),” and adding that §408(c)(2) and the regulations thereunder 

“provide, in pertinent part, that nothing in section 406 shall be construed to prohibit any fiduciary from receiving 

reasonable advances for, compensation for, or reimbursement of expenses properly and actually incurred in 

connection with the performance of his duties for the plan, provided that the provisions of 29 CFR 2550.408c-2 are 

satisfied”); see also DOL Adv. Opn. 2002-08A (Aug. 20, 2002) ("The Department does not believe that, in and of 

themselves, most limitation of liability and indemnification provisions in a service provider contract are either per se 

imprudent under ERISA section 404(a)(1)(B) or per se unreasonable under ERISA section 408(b)(2)."); infra 

nn.145-47 and accompanying text (relating to expense reimbursement generally). 
57  “[I]ndemnification provisions which leave the fiduciary fully responsible and liable, but merely permit another 

party to satisfy any liability incurred by the fiduciary in the same manner as insurance purchased under section 

410(b)(3) [relating to insurance purchased by an employer or an employee organization to cover potential liability of 

a fiduciary], are . . . not void under section 410(a).” 29 C.F.R. §2509.75-4.  

http://www.dol.gov/ebsa/publications/
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sponsor of a plan investing in a fund to provide the extra layer of indemnification in the case of 

the manager’s own breach, regardless of the extent to which such protection is customary in the 

non-ERISA context.58  

E. Certain Issues Relating to Investments in Portfolio Funds 

A Plan Assets Fund, particularly if it is a fund of funds, may be faced with issues if a 

fund or other entity in which it invests is itself trying to satisfy the “significant” participation test 

in the Plan Assets Regulation (the “Significant Participation Test”).59  If the fund is not subject to 

ERISA, investment therefrom can possibly help the downstream entity satisfy the test.  However, 

because a Plan Assets Fund is a “benefit plan investor,” the Plan Assets Fund will count in whole 

or in part against the downstream entity as it seeks to satisfy the Significant Participation Test.  

As a result, a Plan Assets Fund may find itself constrained as a practical matter from making 

certain investments that, aside from ERISA issues, might have been desirable.60  

One related practical issue that may arise involves how much of the Plan Assets Fund 

should be considered “plan assets.”  Section 3(42) now clarifies that “[a]n entity shall be 

considered to hold plan assets only to the extent of the percentage of the equity interest held by 

benefit plan investors.”61  It is possible, therefore,62 that a downstream entity might ask an 

investing Plan Assets Fund63 for assurances regarding the percentage of its assets that might be 

considered “plan assets.”64  Without such assurances, the downstream entity might as a practical 

matter have to take the Plan Assets Fund into account as being 100% “plan assets.”65  

 
58  Indeed, the investing plan could seek reduced levels of indemnification even when the fund in which it invests is 

not a Plan Assets Fund.  Cf. 51 Fed. Reg. 41,262, 41,267 (Nov. 13, 1986) (“A plan fiduciary is obligated under 

ERISA to consider all relevant information in making investment decisions. . . .  Thus, whether the underlying assets 

of an entity include ‘plan assets’ is one factor that a plan fiduciary should consider in making a decision to invest in 

an entity.”) (footnote omitted). 
59  29 C.F.R. §2510.3-101(f). 
60  There may be any number of reasons that a party might not wish to deal with a Plan Assets Fund or other entity 

subject to ERISA.  See, e.g., supra n.20 and accompanying text. 
61  ERISA §3(42). 
62  This discussion assumes that the Plan Assets Fund is not affiliated with any manager or provider of investment 

advice to the downstream fund.  See 29 C.F.R. §2510.3-101(f)(1) (second sentence).  As indicated above (see supra 

n.18), the issues surrounding when a fund satisfies the Significant Participation Test are beyond the scope of the 

discussion herein.  
63  Similar issues are faced in the case of investment from the general account of an insurance company.  See 

generally 59 Fed. Reg. 43,134, 43,136 n.4.  
64  The downstream entity would have to monitor satisfaction of the Significant Participation Test at the time of each 

transfer of an “equity interest” (as defined in 29 C.F.R. §2510.3-101(b)(1)).  The DOL takes the position that for 

these purposes, redemptions are transfers.  See DOL Adv. Op. 89-05A (Apr. 5, 1989). 
65  Where a fund is seeking to satisfy the Significant Participation Test, and proposed investment by a Plan Assets 

Fund may jeopardize satisfaction of the applicable 25% test, some might suggest that the Plan Assets Fund acquire a 

“total return swap” (in respect of the target fund) or similar interest from a third party, which might in turn hedge its 

obligation with an investment in the target fund.  Extreme caution should generally be exercised before a Plan 

Assets Fund (or such a third party) proceeds with such an approach. 
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F. Certain Enforcement-Related Matters 

By becoming a fiduciary subject to ERISA, the manager of a Plan Assets Fund may 

expose itself to a wider group of potential plaintiffs and enforcement agencies. Under ERISA 

Section 502, plan participants, other fiduciaries, and the DOL may sue a manager-fiduciary for 

breach of fiduciary duty (or other violation of ERISA).  The Internal Revenue Service may also 

play a role in the case by imposing prohibited-transaction excise taxes.66  While a fiduciary 

might conclude that its exposure to liability is not substantively altered by the expansion of the 

group that may sue, others could view the increased size of the potential plaintiff/enforcement 

group as a factor to consider.67  In addition, if the DOL initiates or becomes involved in the 

dispute, then settlements with the DOL and judgments in cases instituted by the DOL will be 

subject to an additional 20% civil penalty under Section 502(l) (reduced by certain other 

penalties and taxes) unless the penalty is waived or reduced. 

G. Diversification Requirements - A Red Herring, at Least in Part? 

Section 404(a)(1)(C) of ERISA, where applicable, requires that a fiduciary diversify a 

plan's assets to reduce risks of large losses.  There is arguably some confusion regarding the 

application of that rule to a fund into which only a portion of a plan's assets are invested.  For 

example, suppose that a plan wanted to invest 5% of its portfolio in aggressive equities and that 

such investment formed an appropriately diversified portion of the plan's overall portfolio.  

Clearly, it would seem, investment to that same extent by that same plan in a Plan Assets Fund 

that is by design 100% invested in equities with precisely the same characteristics, instead of 

directly in the aggressive equities themselves, would under those facts not run afoul of the 

diversification rule merely by virtue of having gone through a fund.  Thus, the complete 

concentration of investment in aggressive equities in this example is potentially acceptable.  The 

correct analytical framework, it is suggested here, are the general prudence rules,68 and the key is 

how the investment fits into the plan's overall portfolio, which is a matter not for the fund 

 
66  See also Reorganization Plan No. 4 of 1978, 3 C.F.R., 1978 Comp. 332 (coordinating certain matters between the 

DOL and the Internal Revenue Service). 
67  As a result of fiduciary status, the attorney-client privilege may, as a practical matter, be unavailable in ERISA 

fiduciary litigation.  See generally Andrew L. Oringer, Navigating Murky Waters: Ethics for the ERISA Lawyer, 

ERISA LITIGATION 2010 (Practicing Law Institute 2010), §III(A). 
68  See 29 C.F.R. § 2550.404a-1(b)(1)(i) (requiring a fiduciary to give "appropriate consideration to those facts and 

circumstances that, given the scope of such fiduciary's investment duties, the fiduciary knows or should know are 

relevant to the particular investment or investment course of action involved, including the role the investment or 

investment course of action plays in that portion of the plan's investment portfolio with respect to which the 

fiduciary has investment duties"), (b)(2) (“[A]ppropriate consideration' shall include, but is not necessarily limited to 

(A) a determination by the fiduciary that the particular investment or investment course of action is reasonably 

designed, as part of the portfolio (or, where applicable, that portion of the plan portfolio with respect to which the 

fiduciary has investment duties), to further the purposes of the plan, taking into consideration the risk of loss and the 

opportunity for gain (or other return) associated with the investment or investment course of action, and (B) 

consideration of the following factors as they relate to such portion of the portfolio: (i) the composition of the 

portfolio with regard to diversification; (ii) the liquidity and current return of the portfolio relative to the anticipated 

cash flow requirements of the plan; and (iii) the projected return of the portfolio relative to the funding objectives of 

the plan.") 
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manager, but rather is one for the plan's own fiduciary.69  On the other hand, whether the fund's 

investments in aggressive equities is appropriately diversified in respect of the potential pool of 

such equities may indeed possibly raise valid diversification issues.  

IV. PROHIBITED TRANSACTIONS 

A. Certain General Rules Relating to Transactions with Parties in Interest 

When a fund operates subject to ERISA, the related-party prohibited transactions of 

ERISA Section 406(a) will potentially become applicable.70  This consideration may have real 

impact more frequently than one might surmise.  A review of the basic scope of ERISA’s 

related-party rules may provide helpful context. 

What are the per se prohibitions of ERISA Section 406(a) designed to address?  Facially, 

the provisions of Section 406(a) are intended to apply to related-party transactions: transactions 

with “parties in interest.”  They are not, on their face, rules of general application.  If the plan is 

dealing with a person who is not a party in interest, Section 406(a) does not apply.  Why, then, 

are transactions so commonly reviewed for applicability of an exemption?  In this regard, 

managers of Plan Assets Funds frequently make use of one or more 406(a) exemptions, and plan 

investors inquire about the availability of such exemptions, even when the Plan Assets Fund 

manager is not seeking to deal with parties related, in a traditional sense, to the plan investors.  

This practice would appear to result, at least in part, from Congress’s having included in 

the list of related parties under the “party in interest” definition not only employers, trustees, 

fiduciaries, and the like, but also persons merely “providing services” to the plan.71  The trend 

over time toward consolidation in the financial-services industry,72 together with the expansive 

nature of what may potentially be considered “services” for these purposes, means that any given 

 
69  Cf. 29 C.F.R. § 2550.404a-1(b)(3) ("An investment manager . . . to manage all or part of the assets of a plan, 

may, for purposes of compliance with the provisions of paragraphs (b)(1) and (2) of this section, rely on, and act 

upon the basis of, information pertaining to the plan provided by or at the direction of the appointing fiduciary, if — 

(A) such information is provided for the stated purpose of assisting the manager in the performance of his 

investment duties, and (B) the manager does not know and has no reason to know that the information is 

incorrect."). 
70  In a different context, in connection with the issuance of ERISA §408(b)(2) regulations relating to compensation 

for services, the DOL considered whether certain prohibited-transaction rules apply to effectively indirect 

transactions between plan investors in funds that do not hold plan assets and parties dealing with such funds.  In 

contrast to its approach for purposes of Form 5500, the DOL declined to extend the prohibited transaction rules at 

issue to that context.  Compare 75 Fed. Reg. 41,600, 41,601 (July 16, 2010) (relating to compensation for services), 

with U.S. Department of Labor, Employment Benefits Security Administration, FAQs About the 2009 Form 5500 

Schedule C, Q&As 3–4, 7, available at http://www.dol.gov/ebsa/faqs/faq_scheduleC.html (confirming the reach of 

the IRS/DOL/PBGC Form 5500 rules to “investment funds”).  See also 29 C.F.R §2509.75-2(c) (specifying certain 

narrow instances in which there may effectively be a look-through in the case of an entity not holding plan assets).  

See generally American Bar Association, Section of Taxation, Comments on the Proposed “Service Provider” 

Regulations Under Section 408(b)(2) of ERISA (Feb. 29, 2008) (the ABA §408(b)(2) Letter), §II(A). 
71  ERISA §3(14)(C). 
72  See, e.g., 76 Fed. Reg. 15,058, 15,059 (Mar. 18, 2011) (“Many entities in the financial services industry have 

faced severe economic hardship.  During this period of upheaval, the recent trend of industry consolidation amongst 

significant banks, broker-dealers and other providers of financial services has accelerated.”). 
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institution may well be providing some service to a wide range of plans.73  Further, in the case of 

continuing transactions (loans, certain swaps and other derivatives, etc.), the question of whether 

a party-in-interest relationship may develop74 may also arise, exacerbating the issue.75  

As a result, a number of large financial institutions (which bear, at a minimum, the 

excise-tax risk)76 will effectively proceed on the assumption that they are parties in interest with 

respect to all plans generally, and plan fiduciaries (who bear the risk of liability for a breach of 

fiduciary duty) may well do likewise.77  At the same time, a wide range of financial transactions 

are consummated with those same large financial institutions.  The practical effect can be to 

convert a prohibition with a narrowly targeted intent—to prohibit certain related-party 

transactions with a plan absent an exemption—into a provision that constrains transactions 

involving plans generally. 

The difficulties engendered by the possibility of party-in-interest prohibited transactions 

(along with issues that may arise in connection with the structuring of fees, discussed below)78 

are usually among the more significant practical impediments to operating as a Plan Assets Fund.  

Indeed, even if the manager of a Plan Assets Fund is willing to undertake compliance issues 

surrounding Section 406(a), some parties may not deal with an entity subject to ERISA, 

particularly in light of the fact that the burden of excise taxes and other remedies falls on the 

party in interest.79  

 
73  To the extent that the investors in a particular Plan Assets Fund remain undisclosed to its counterparty, 

determining whether a counterparty is a party in interest could become further complicated as a practical matter. 
74  The relationship could develop as a result of a new services-related retention, as a result of a corporate transaction 

on the provider side, as a result of a corporate transaction on the seller side, etc.  Note also that, for example, a party 

that is a 10% investor in a 50% subsidiary of certain parties in interest would seem itself to be a party in interest 

under a strict reading of §3(14)(G) and (I).  See also American Bar Association, Section of Taxation, Comments on 

the New Service Provider Exemption Under Section 408(b)(17) of ERISA, added by the Pension Protection Act of 

2006, available at 

http://www.americanbar.org/content/dam/aba/migrated/tax/pubpolicy/2008/080229commentsonnewserviceprovider

exemptionundersection408b17oferisa.authcheckdam.pdf (Feb. 29, 2008) (the ABA §408(b)(17) Letter), §F 

(discussing the 10%/50% issue in the context of §408(b)(17)). 
75  Certain exemptions may generally allow a continuing transaction eligible for relief to be effectively tested once at 

inception.  Compare Proh. Trans. Class Exempt. 84-14, §V(i), with ERISA §408(b)(17).  See also ABA §408(b)(17) 

Letter, §B.  See generally 68 Fed. Reg. 52,419, 52,423 (Sept. 3, 2003).  However, even where the continuing-

transaction doctrine is used in an exemption, analytical issues may nevertheless arise, for example, in cases in which 

one or both parties have a termination right involving renewals or other extensions.  
76  In some cases, an institution may ask that compliance allowances run directly from the manager, for example, in 

light of concerns that a plan or Plan Assets Fund might not be required by a court to pay a party in interest’s taxes or 

other damages arising in connection with a prohibited transaction. 
77  ERISA §406(a) uses a “knows or should know” standard for fiduciary conduct, thereby potentially providing for 

some measure of protection for the fiduciary when transactions are unexpectedly with related parties.  See also 

§408(b)(20) (relating to corrections of certain otherwise prohibited transactions).  In practice, however, the standard 

may be of limited utility in the market, since the companion provisions of §4975(c)(1)(A)–(D) of the Code contain 

no such qualifier. 
78  See infra nn.117–31 and accompanying text.  Some managers may view the scope of permissible indemnification 

as a material business issue. 
79  See supra nn.19-20 and accompanying text.  There could be other potentially material considerations.  For 

example, there may be issues regarding breadth of indemnification, see supra nn.56-62 and accompanying text; an 

expanded group of potential plaintiffs and other modes of enforcement, see supra nn.66–67 and accompanying text; 

(footnote continued) 
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B. Qualified Professional Asset Managers 

1. In General 

In a number of situations, it will be critical for the manager of a Plan Assets Fund to 

qualify as a qualified professional asset manager (a "QPAM") under ERISA Prohibited 

Transaction Class Exemption 84-14, as amended (the "QPAM Exemption"). Part I(a) of the 

QPAM Exemption sets forth an exemption and related conditions applicable in the case of 

certain party-in-interest transactions that would otherwise be prohibited under Section 406(a).  

The ubiquitous QPAM Exemption can be critical, either because the Plan Assets Fund desires or 

needs to operate in an ERISA-compliant manner, or because investors may perceive that 

qualification as a QPAM has value, regardless of whether the relief afforded thereby may 

actually be needed.80  

Where QPAM status is sought, the maintenance of QPAM status can be important from 

the perspectives of both the plan investor and the manager of the Plan Assets Fund.81  The 

investor’s appointing fiduciary has an interest in ensuring that prohibited transactions do not 

occur, and the manager has an interest—beyond the evident contractual, relationship, and 

reputational risks—in not engaging in transactions that are prohibited because the manager has 

not qualified for QPAM Exemption.82  

2. Certain Appointment/Termination Issues 

One potential complication in administering the QPAM Exemption is that the party in 

interest dealing with the plan or its affiliates cannot have or have exercised certain rights 

regarding the appointment or termination of the QPAM (or the negotiation of the QPAM’s 

management agreement).83  In the case of collective investment through a Plan Assets Fund, the 

QPAM Exemption’s appointment/termination rule can become unwieldy, as the number of plan 

investors in the Plan Assets Fund (and the consequent number of parties with 

appointment/termination rights over the manager of the Plan Assets Fund) grows.  In some cases, 

 
(footnote continued) 

and issues relating to custody, bonding, and reporting, see infra nn.166–210 and accompanying text.  Depending on 

the facts and circumstances, many managers, particularly those with a significant desire to minimize investments 

from ERISA plans, may find it easier to live with such issues. 
80  For example, a Plan Assets Fund may focus on trading in public equity securities, where §406(a) prohibited 

transactions may be less likely to occur.  See supra n.30. 
81  While not the focus of the discussion contained generally herein, moving from a fund that does not hold “plan 

assets” to a Plan Assets Fund could raise issues under the QPAM Exemption, since the QPAM Exemption requires 

an acknowledgment of fiduciary status, and presumably there will be transactions in the transitioning fund affected 

at a time at which there was no fiduciary relationship between the manager and the investor (and no 

acknowledgment thereof).  It would be hoped that the acknowledgment requirement would not be interpreted in a 

counterintuitive manner so as to act as an impediment to an otherwise compliant transition. 
82  Arguably, issues with potentially improper delegations to “investment managers,” see nn.41-46 and 

accompanying text, may not necessarily arise in securing QPAM status, and it is not clear that a manager needs to be 

a properly appointed “investment manger” under ERISA in order to serve as a QPAM. 
83  See QPAM Exemption, Pt. I(a) (clauses (1), (2)).  
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a Plan Assets Fund may not wish to identify its investors, potentially further complicating the 

inquiry as a practical matter.84  

Depending on the composition of a Plan Assets Fund’s investors, however, concerns 

regarding the appointment/termination rule may be substantially ameliorated by relief under the 

QPAM Exemption, indeed possibly to the point that collective investment facilitates rather than 

complicates compliance with the QPAM Exemption.  Under an exception contained in the 

QPAM Exemption (the 10% Exception), the rules relating to whether the party in interest (or an 

affiliate of the party in interest) dealing with the plan has or has exercised 

appointment/termination rights do not apply to a plan with a less-than-10% interest in the 

investment fund managed by the QPAM.85  The 10% Exception can be extremely useful,86 

especially in light of some of the practical difficulties that might otherwise arise as to the 

application of the appointment/termination rules.87  

Under a DOL interpretation of the 10% Exception, the 10% calculation applies only to 

direct plan investment, enhancing the utility of the exception in multilayered collective-

investment contexts.88  For example, if an upstream Plan Assets Fund invests in a second Plan 

Assets Fund, the 10% inquiry at the second Plan Assets Fund generally does not take into 

account any investment by individual plans in the upstream Plan Assets Fund.89  

3. Newly Organized Managers 

New managers seeking QPAM status may need to consider whether they satisfy the 

assets-under-management requirement.  This requirement generally involves a look back to the 

 
84  See also supra n.73. 
85  See QPAM Exemption, Pt. I(a) (flush language immediately after clause (2)).  In the case of 10%-or-more plan 

investors, one could look to the QPAM Exemption inclusive of the appointment/termination requirements or could 

seek some other method of avoiding nonexempt prohibited transactions. 
86  Part I of the QPAM Exemption does not extend to §406(b), see DOL Adv. Op. 2011-06A (Feb. 4, 2011), and thus 

action by the QPAM that benefits the sponsor of an investing plan (or another plan decision-maker or an affiliate of 

either) could theoretically raise §406(b) issues, see 29 C.F.R. §2550.408b-2(f) (ex. 5), notwithstanding the 

application of the 10% Exception.  Absent actual self-dealing, however, §406(b) should not be interpreted in this 

manner, since such an interpretation would arguably run counter to the thrust of the 10% Exception and the 

facilitation of the operation of a QPAM-managed fund. 
87  For example, it may not be clear who the affiliates of the party in interest are, particularly in light of the 

potentially expansive “affiliate” definition in Part VI(c) of the QPAM Exemption that is applicable for these 

purposes. 
88  DOL Adv. Op. 2007-02A (Feb. 26, 2007).  
89  The 10% Exception on its face applies only if there are two or more unrelated plans in the investment fund.  In 

this regard, the language in the 10% rule unfortunately seems more similar to the language of the rule, discussed 

below, relating to direct reporting by certain plan-assets vehicles (which uses a multiplan formulation, see infra 

nn.197-201 and accompanying text) than to the 10% language used in PTCE 90-1 or PTCE 91-38 (which does not).  

While at first blush it might seem that a Plan Assets Fund could not have only a single less-than-10% investor and 

yet reach the 25% limitation so as to have “significant” participation by benefit plan investors under the Significant 

Participation Test, it is possible in light of the class-by-class nature of the Significant Participation Test, see 29 

C.F.R. §2510.3-101(f)(1) (first sentence).  For example, the 25% limitation could be exceeded where (i) an investing 

plan has a 10%-or-greater interest in a fund, (ii) there are no other plan investors, and (iii) the plan’s interest is in a 

class of equity that is held only by the investing plan. 
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end of the prior fiscal year.90  Notably, in 2005 the DOL expressly declined to clarify the assets-

under-management requirement rules to provide flexibility for new managers.91  

A completely new entity or a new entity that is formed or otherwise emerges in the 

context of a manager’s spin-off or other reorganization may also raise QPAM considerations.92  

As a general matter, where a new manager does not initially qualify as a QPAM, other 

approaches to avoid prohibited transactions, such as determining that no party-in-interest 

transaction will occur or that some other exemption applies, may be needed until the manager 

becomes a QPAM. 

4. 20% Concentration Test 

One of the requirements of the QPAM Exemption is that the assets managed by the 

QPAM of the plan with respect to which the exemption is sought (and plans of the same 

employer (or the employer’s affiliates) or employee organization) must not be more than 20% of 

the total client assets managed by the QPAM at the time.93  It is worth nothing, in the collective-

investment context, that this test is a manager-by-manager test, not a fund-by-fund test. 

C. The “Service Provider” Exemption; Certain Corrections 

1. Transactions with Mere Service Providers 

A significant development regarding the rules governing prohibited transactions is the 

addition of statutory exemption for transactions with mere service providers under ERISA 

Section 408(b)(17).  ERISA now clarifies that a transaction for “adequate consideration” with a 

party in interest by virtue of being a service provider or affiliate thereof is not prohibited if the 

transaction is not with a fiduciary with respect to the assets involved in the transaction or an 

affiliate of such a fiduciary.94  

There are those who [ultimately] rely on Section 408(b)(17) as a basis on which to 

proceed.  However, notwithstanding Congress’s effort to facilitate the consummation of 

transactions between plans and mere service providers through the “service provider” exemption, 

there is a lack of developed definitions as well as other technical issues that arise in applying the 

exemption.95  Still, even for parties concerned about applying the Section 408(b)(17) exemption 

 
90  See QPAM Exemption, Pt. VI(a)(4). 
91  70 Fed. Reg. 49,305, 49,308 (Aug. 23, 2005) (stating, in light of a comment “that it is difficult for newly-formed 

entities to satisfy [the assets-under-management] test” (and a related request that such an entity instead “be 

permitted to satisfy the test based on its last fiscal quarter as demonstrated on a quarterly balance sheet”): “The 

Department notes that the original QPAM class exemption required the QPAM to satisfy the client assets under 

management standard as of the last day of its most recent fiscal year to ensure that entities serving as QPAMs are 

established financial institutions which are large enough to discourage the exercise of undue influence upon their 

decision-making processes.  Therefore, the Department has determined not to revise this condition.”). 
92  See DOL Adv. Op. 99-11A (Aug. 20, 1999); see also, e.g., Proh. Trans. Ind. Exempt. 2001-33, 66 Fed. Reg. 

46,825 (Sept. 7, 2001). 
93  QPAM Exemption, PE. I(e). 
94  ERISA §408(b)(17).  
95  Those who are reticent to proceed in reliance on ERISA §408(b)(17) may have to address a range of practical 

issues in the case of new managers who may have difficulty qualifying as a QPAM, see supra nn.85-87 and 

(footnote continued) 
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as a planning matter, the exemption appears to provide a useful backdrop that allows parties to 

become more comfortable that a range of transactions may not be prohibited.  In particular, the 

group of fiduciaries with respect to the particular plan assets involved in a transaction is often 

narrowly circumscribed, thus making it less likely in many cases that a transaction for adequate 

consideration will fail to qualify for relief under Section 408(b)(17). 

A number of special issues may arise for Plan Asset Funds under Section 408(b)(17).  For 

example, it is unclear whether the inquiry regarding the plan assets involved in the transaction 

looks vertically up to the investors in the Plan Assets Fund (or up multiple levels, in the case of a 

Plan Assets Fund investing in a Plan Assets Fund). If the inquiry requires looking up the chain, 

the number of potential fiduciaries increases, and it may be more difficult to ascertain their 

identities.96  

As an additional example, one or more investors in a Plan Assets Fund may have 

institutional directed trustees, and questions may arise regarding whether such a trustee is a 

fiduciary with discretion over the assets invested in the transaction for Section 408(b)(17) 

purposes.  If a directed trustee is considered a fiduciary for these purposes with respect to the 

plan assets it holds, Section 408(b)(17) would generally be unavailable with respect to 

transactions with that institution (and its affiliates).97  A Plan Assets Fund may also engage in a 

variety of sophisticated transactions, giving rise to some ambiguity as to whether the transaction 

is for “adequate consideration.”  In this regard, however, the DOL has indicated that the concept 

of “adequate consideration” is flexible enough to cover sophisticated transactions that do not 

involve traditional and straightforward purchases and sales, such as securities lending.98  

2. Corrections 

An additional exemption now found in ERISA, relating to corrections, may provide 

significant levels of additional practical comfort in various situations. ERISA Section 408(b)(20) 

provides a 14-day correction period for certain prohibited transactions involving “securities” or 

“commodities” that are discovered after they have occurred.  Notably, the definition of 

“securities” in Section 408(b)(20)(E)(i) may be broader than one might expect, potentially 

expanding the utility of this exemption.99  

D. Exemption for Compensation for Services 

1. In General 

When a manager chooses to operate a fund as a Plan Assets Fund, the manager’s 

compensation essentially becomes subject to ERISA.  This result derives from the extremely 

 
(footnote continued) 

accompanying text, or in other cases where the QPAM Exemption or some other sought-after exemption is plainly 

unavailable. 
96  See generally ABA §408(b)(17) Letter, §D.  Similar issues may arise with respect to the QPAM Exemption.  See 

supra n.80 and accompanying text. 
97  See generally ABA §408(b)(17) Letter, §C. 
98  See 71 Fed. Reg. 63,786, 63,795 (Oct. 31, 2006). 
99  For the definition of “securities” used under ERISA §408(b)(20)(E)(i), see I.R.C. §475(c)(2). 
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broad reach of ERISA’s rules relating to prohibited transactions.  In particular, under a circular 

set of provisions: (i) among the prohibited transactions set forth in ERISA Section 406(a) is the 

“furnishing of . . . services” between a plan and a party in interest,100 and (ii) as noted above,101 a 

provider of services is, merely by virtue of the provision of services, a party in interest.102  

Nevertheless, because of the exemption found in ERISA Section 408(b)(2) (or, in any 

particular case, because some other exemption may be applicable), the issues surrounding 

payment for ordinary-course services historically did not pose a concern as a practical matter.  

ERISA Section 408(b)(2) provides a prohibited-transaction exemption for “[c]ontracting or 

making reasonable arrangements with a party-in-interest for . . . legal, accounting, or other 

services necessary for the establishment or operation of the plan, if no more than reasonable 

compensation is paid therefor.”  In light of ERISA’s regulations,103 assuming that a responsible 

fiduciary had determined the reasonability of the provider’s compensation,104 and assuming 

further the satisfaction of a regulation requiring that the services arrangement be terminable 

“without penalty to the plan on reasonably short notice under the circumstances,”105 the statutory 

Section 408(b)(2) exemption was perceived by some as being virtually self-executing or at least 

as generally involving easily satisfied conditions.106  

2. Terminability 

Where parties seek to rely on ERISA Section 408(b)(2), the express reference to a plan’s 

ability to terminate the services relationship “without penalty to the plan in reasonably short 

 
100  ERISA §406(a)(1)(C). 
101  See supra n.64 and accompanying text. 
102  As a result of these provisions, ERISA may be seen as effectively subjecting compensation for services to the 

statute’s prohibited-transaction rules in all cases.  Arguably, the very first retention of a provider that is not 

otherwise a party in interest might not be subject to such rules, but even if that argument were successful, the issue 

would arise again if and when the arrangement is renewed.  See Brock v. Gerace, 7 Empl. Benefits Cas. (BNA) 

1713, 1715 (D.N.J. Apr. 17, 1986) (“Succinctly stated . . . , the government’s position is that the plan’s initial 

agreement with a service provider creates the ‘party-in-interest’ status and that any subsequent agreements between 

the plan and these parties, even routine renewals of existing agreements, fall within the reach of Section 406(a) . . . 

.”); see also UFCW Local 56 Health & Welfare Fund v. Brandywine Operating P’ship, 36 Empl. Benefits Cas. 

(BNA) 1,400, 1,403 (D.N.J. Oct. 28, 2005) (“To be a ‘person providing services’ under Section [3](14)(B), a party 

must have a relationship with the pension plan that preexists, or is independent of, the relationship created by the 

allegedly prohibited transaction. This interpretation is consistent with the surrounding text of the statute which 

clearly appears to contemplate a preexisting or independent relationship with the plan, for example, as an officer of 

the plan, an employer whose employees are covered by the plan, or a controlling shareholder.”) (citation omitted).  

Indeed, in the case of all compensation paid after the commencement of the services relationship, the parties could 

face §406(a) issues even before a renewal.  As a practical matter, then, it may well be generally advisable for plan 

fiduciaries and service-to-service providers to attempt to ensure that compensation arrangements always satisfy an 

exemption. 
103  29 C.F.R. §2550.408b-2.  Citations to the ERISA §408(b)(2) regulations in this §IV(D)(1) and in §IV(D)(2) are 

to the regulations before the amendment at 75 Fed. Reg. 41,599 (July 16, 2010). 
104  Indeed, some might argue that objective reasonability of the compensation is sufficient, regardless of whether a 

responsible fiduciary made any decisions.  See generally Harley v. Minn. Mining & Mfg. Co., 284 F.3d 901, 909 

(8th Cir. 2002). 
105  29 C.F.R. §2550.408b-2(c). 
106  Cf. 75 Fed. Reg. at 41,601 (“Currently, the regulation at 29 CFR 2550.408b-2(c) states only that a contract or 

arrangement is not reasonable unless it permits the plan to terminate without penalty on reasonably short notice.”). 
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notice under the circumstances”107 can be troubling for the manager of a Plan Assets Fund 

because many managers prefer a long-term retention.  Further, depending on the type of fund, the 

manager may request, sometimes without significant protest from investors (other than as to 

ERISA matters), a long-term arrangement that provides for limited or no transferability and 

requires substantial advance notice for withdrawal, withdrawal penalties, or some combination of 

the two. 

While at first blush the terminability requirement may seem troublesome, there is 

substantial flexibility built into the regulatory language.108  The language specifically refers to 

notice that is “reasonably” short “under the circumstances.”  The regulations add that “[a] 

provision in a[n] . . . arrangement which reasonably compensates the service provider . . . for loss 

upon early termination of the . . . arrangement . . . is not a penalty.”109  Relevant circumstances 

could include the extent to which a withdrawal or other termination is inconsistent with the 

illiquid nature of the investment portfolio, whether an early termination would prevent the 

manager from being able to benefit from the ultimate success of the chosen investments (e.g., 

because hoped-for upside would likely be generated, if at all, substantially after the making of 

the investment), and similar concerns.110  

Notwithstanding some flexibility in the regulatory language, however, restrictions on 

withdrawal or termination raise basic analytical questions.  For example, is the regulatory 

provision one that specifically requires the termination to be reasonable when considered 

separately, before the rest of the arrangement is analyzed for general reasonableness?  Would 

such an approach essentially elevate the termination aspect of an arrangement into what amounts 

to a superfactor?  Or does the provision exist to force the parties to focus on terminability 

without otherwise generally affecting the overall reasonableness analysis?  Because the precise 

analytical framework seems unclear, the parties will need to develop their own comfort levels 

where there are impediments to the plan’s ability to end its service relationship with the manager. 

It should also be noted that a possible alternative analytical approach could focus on the 

Plan Assets Fund's right, as opposed to an individual plan's right, to terminate the services 

relationship.  Under such a view, the analysis might center on the reasonableness of the ability of 

the investors in the Plan Assets Fund collectively to terminate the services of the manager, and, 

as a related matter, on the extent to which the specifics of the termination provisions (e.g., 

whether termination is effected on a majority vote, with a unanimous vote or in some other 

manner) allow for the termination of the manager as a practical matter.   

 
107  29 C.F.R. §2550.408b-2(c). 
108  See 75 Fed. Reg. at 41,618 (“[O]ne commenter suggested that the Department more definitively delineate time 

frames for service contracts or notice provisions. . . .  The Department did not accept this suggestion, because the 

Department believes that such specific judgments are best left to the responsible plan fiduciaries contracting for 

services to ascertain the most appropriate term for their contracts and an appropriate notice period for termination. 

An acceptable time frame in one set of circumstances would not necessarily work in another, and the Department 

does not believe a mandate in this context is appropriate.”). 
109  29 C.F.R. §2550.408b-2(c).  The regulation goes on to state that, “[f]or example, a minimal fee in a service 

contract which is charged to allow recoupment of reasonable start-up costs is not a penalty.” 
110  Such factors could distinguish a retention that is reasonable under the circumstances from one in which the 

manager simply wishes to require a long retention for its own sake. 
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3. Disclosure 

Recent changes to the regulations under ERISA Section 408(b)(2), in addition to 

retaining the terminability provisions,111 add another layer of requirements relating to disclosure. 

In general terms, a service provider seeking to be covered by the Section 408(b)(2) exemption 

needs to disclose to plan investors certain information regarding compensation.112  In certain 

cases, the provision of services through a Plan Assets Fund, other than in a direct relationship, 

may lessen the otherwise applicable disclosure requirements.113  Unlike the rules applicable for 

purposes of IRS/DOL/PBGC Form 5500, Schedule C,114 the Section 408(b)(2) requirements, by 

virtue of the Code’s excise-tax provisions and ERISA’s remedies,115 can have direct applicability 

to and impact on the service provider.116  

E. Self-Dealing Issues Relating to Fee Structures 

1. In General 

In the case of fees paid to the manager of a Plan Assets Fund, questions may arise 

regarding whether the fee structure passes muster under the self-dealing rules of ERISA Section 

406(b)(1).  Generally, one relevant question would be whether the structure affords the manager 

an impermissible level of unilateral control over the amount or timing of the fees,117 especially 

since the DOL might argue that the mere presence of an impermissible incentive, even if not 

acted upon, could implicate self-dealing concerns.118  While the issues are not inherently more 

 
111  29 C.F.R. §2550.408b-(c)(3). 
112  See generally 29 C.F.R. §2550.408b-2(c)(1). 
113  See 29 C.F.R. §2550.408b-2(c)(1)(iii)(A)(2) (enumerating services covered by certain disclosure requirements, 

stating that “a direct equity investment does not include investments made by the investment contract, product, or 

entity in which the covered plan invests.”).  In addition, the use of a feeder in some cases could further diminish 

disclosure obligations that may otherwise arise at the master level under §408(b)(2).  See generally Steven W. 

Rabitz & Andrew L. Oringer, Is That Your (Interim) Final Answer? New Disclosure Rules Under ERISA to Impact 

Many Hedge Funds, 3 HEDGE FUND L. REP. (Aug. 20, 2010). 
114  See generally infra n.202 and accompanying text. 
115  See supra nn.19 and 20. 
116  The §408(b)(2) regulation as amended is part of a multipronged initiative by the DOL to increase transparency 

regarding fees and otherwise increase the level of fee disclosure.  Other aspects of this effort include a revamping of 

the Form 5500 Schedule C, see infra nn.202–04 and accompanying text, and the issuance of regulations governing 

disclosure to participants in participant-directed account plans, e.g., 29 C.F.R. §2550.404a-5.  See generally Another 

Piece of the Extended Puzzle: Proposed DOL Regulations Reach to General Prudence Rules, posting of Andrew 

Oringer to BNA Pension & Benefits Blog, http://pblog.bna.com/penben/2008/07/another-piece-o.html (July 24, 

2008, 13:26 EST). 
117  See generally 29 C.F.R. §2550.408b-2(e)(1). 
118  Cf. DOL Adv. Op. 2000-10A (July 27, 2000) (“[I]f a divergence of interests develops between an IRA and the 

fiduciary (or persons in which the fiduciary has an interest), the fiduciary must take steps to eliminate the conflict of 

interest in order to avoid engaging in a prohibited transaction.”).  It is noted that, depending upon the relevant facts 

and circumstances, caselaw would not necessarily seem to follow that view.  See, e.g., Acosta v. Pac. Enters., 950 

F.2d 611 (9th Cir. 1991) (stating that a section 406(b)(1) violation cannot be founded on mere allegations that a 

fiduciary has the power to self-deal, but rather requires a demonstration that the fiduciary actually used its power to 

deal with the assets of the plan for its own benefit or account); Severstal Wheeling Inc. v. WPN Corp., 

809 F. Supp. 2d 245, 254 (S.D.N.Y. 2011) (“Thus, the fact that a plan fiduciary has a conflict of interest does not by 

itself constitute a breach of fiduciary duty.  Instead, plaintiffs must show that the improper relationship or conflict 

caused the fiduciary to act disloyally.”); In re Xerox Corp. ERISA Litig., 483 F. Supp. 2d 206, 218-19 (D. Conn. 

(footnote continued) 
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difficult for Plan Asset Funds than for managed accounts,119 a number of Plan Assets Funds may 

use structured or complex fee arrangements to a greater extent, with the result that the attendant 

issues may become less straightforward. 

A number of DOL rulings approve particular fee structures,120 and managers and their 

advisors will have varying levels of comfort regarding the extent to which a given fee structure 

diverges from those previously approved by the DOL.  A variety of factors could affect the 

inquiry.  Are the fees and fee structure standard commercially reasonable?  Should the 

underlying investment strategy be a “buy and hold” strategy, thus tending to diminish the 

manager’s ability to exert control of the timing and amount of the fees?  Should the general 

strategy be to buy and hold rather than actively trade?  These are among the issues to be 

considered as various performance and incentive fee structures are designed.121  

Issues can also arise when a manager seeks to raise its fees without seeking express 

consent or other agreement.  In such a case, if the plan has sufficient notice of the fee increase 

and can withdraw from the fund (or otherwise terminate the management relationship) without 

penalty, then, by choosing to remain invested in the fund (and otherwise continuing the 

 
(footnote continued) 

2007) (stating that “the cognizable claim with respect to any alleged conflict of interest is not that the fiduciary is 

subject to a conflict of interest, but rather that in discharging his or her duties under a Plan, the fiduciary breached 

his or her duty of loyalty”); see also Leigh v. Engle, 727 F.2d 113, 132 n.31 (7th Cir. 1984) (leaving open the 

question of whether a transaction would be per se prohibited under Section 406(b) based on a mere potential conflict 

of interest); Brock v. Citizens Bank of Clovis, 841 F. 2d 344, 347 (10th Cir.) (“While we do not hold the 

transactions were free of ERISA violation, we simply conclude that the trial court correctly ruled the trustees’ 

approval of the loans was not a per se violation of the statute.” (footnote omitted)), cert. denied, 488 U.S. 829 

(1988); Friend v. Sanwa Bank California, 35 F.3d 466, 471 (9th Cir. 1994) (declining to hold that a violation of 

Section 406(b)(1) of ERISA arises in a case in which a plan trustee also acted as a secured creditor); see also cases 

cited supra n.35.  But see Martin v. Nat'l Bank of Alaska, 828 F. Supp. 1,427 (D. Alaska 1992) (determining that a 

violation occurred, but on the basis that the bank caused the plan to enter into the transaction with knowledge that 

the bank would benefit). 
119  While “separate account” nomenclature is frequently used in the market, that phrase is not used herein with 

reference to accounts managed by registered investment advisors to avoid confusion with respect to insurance 

company “separate accounts.” 
120  DOL Adv. Op. 89-28A (Sept. 25, 1989) (ruling favorably regarding a fee arrangement in which each client plan 

was a large plan with at least $50 million); see also DOL Adv. Op. 86-20A (Aug. 29, 1986) (ruling favorably 

regarding a fee arrangement where each client plan was a large plan with at least $50 million and no plan had more 

than 10% of its assets with the manager); DOL Adv. Op. 86-21A (Aug. 29, 1986) (ruling favorably regarding a fee 

arrangement where each client plan was a large plan with at least $50 million and no plan had more than 10% of its 

assets with the manager); DOL Adv. Op. 99-16A (Dec. 9, 1999) (ruling favorably regarding a performance fee 

arrangement where each client plan subject to the performance fee was a large plan with at least $50 million and no 

plan had more than 10% of its assets with the manager). 
121  Different issues arise when a manager seeks to allocate a plan’s assets among various funds that it maintains (or 

possibly among such funds and third-party funds).  See, e.g., DOL Adv. Op. 97-15A (May 22, 1997); DOL Adv. 

Op. 82-26A (June 9, 1982); DOL Adv. Op. 2005-10A (May 11, 2005); see also DOL Adv. Op. 2000-15A (Nov. 15, 

2000) (expressly noting that advice was not requested regarding “a formal advice program under which specific 

recommendations covering asset allocations are made available to plan participants for a separate fee”).  The 

analysis could potentially implicate cross-trading considerations.  See generally infra n.159.  But see DOL Adv. Op. 

2003-15A (Nov. 17, 2003) (in the context of action by a manager and a trustee in various capacities, stating that the 

provision of services that results in a divergence of interests between the manager and trustee, on one hand, and the 

applicable plans, on the other hand, “could” violate §406(b), but suggesting such violations do not inevitably occur). 

Issues of this type are not addressed herein. 
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management relationship), the plan fiduciary may be viewed as having approved the resulting 

increased fees.  Under those circumstances, the manager arguably has not exercised its 

discretion122 to increase its own fees in violation of Section 406(b)(1). 

2. Valuations 

Valuation procedures may raise issues for fee structures under ERISA’s self-dealing 

rules, where (as is frequently the case) fees are based on the value of assets under management or 

are otherwise affected by asset values.123  One concern is that if the manager controls the 

valuation, the manager thereby could effectively increase fees unilaterally in violation of Section 

406(b)(1).124  

One might argue that the mere right to set or affect valuations should not necessarily be 

viewed as involving prohibited self-dealing.125  The use of a valuator chosen by the manager may 

survive scrutiny when the valuator is a well-regarded outside firm and where the valuation is 

relatively straightforward (e.g., valuing securities for which there is an effective market).126  

Even in those cases, however, the conflicts analysis will not always be clear. To address this 

point, some Plan Assets Funds provide for the use of a specified valuator as a part of the package 

of terms offered to investors. 127 

 
122  See also 29 C.F.R. §2550.408b-2(e)(1) (“[A] fiduciary may not use the authority, control, or responsibility which 

makes such person a fiduciary to cause a plan to pay an additional fee to such fiduciary . . . to provide a service.”). 
123  Issues may also arise regarding the question of whether the provision of valuation services is itself fiduciary in 

nature.  See generally 75 Fed. Reg. 65,263, 65,265 (proposed Oct. 22, 2010) (to be codified at 29 C.F.R. §2510.3-

21(c)(1)(i)(A)(1)), withdrawn DOL News Rel. 11-138-NAT (Sept. 19, 2011). 
124  See 29 C.F.R. 2550.408b-2(e)(1).  Valuation issues may also arise outside of the context of the self-dealing 

rules.  See infra nn.205–208 and accompanying text. 
125  In this regard, note that the rulings on fees cited above in n.120 are not uniform in terms of express discussion of 

the mechanism used regarding the retention of the valuator.  Compare DOL Adv. Op. 86-20A (certain valuations 

performed by the “plan’s custodian, trustee or other qualified party selected by the plan, which party will be 

independent of [the manager]”) with DOL Adv. Op. 89-28A (certain valuations performed by “the client plan’s 

custodian, trustee or some other qualified party that is independent of [the manager], at the expense of [the 

manager]”), DOL Adv. Op. 86-21A (fees for independent pricing service for certain valuations to be paid by the 

manager), and DOL Adv. Op. 99-16A (noting that that “foreign currency forward contracts are . . . valued by third 

parties independent of [the manager].”).  See also DOL Adv. Op. 99-16A (noting that the manager “does not invest 

the assets of any Account in any contracts that are not of sufficient size to be traded on the interbank market or that 

are not capable of being readily and objectively valued by the independent plan fiduciary by reference to established 

market settlement prices and quotations”). 
126  Even then, technical issues can persist.  In this regard, DOL regulations applicable under §406(b)(1) indicate that 

an appointed fiduciary may be tainted by the appointer’s conflicts, to their mutual detriment.  See 29 C.F.R. 

§2550.408b-2(f) (ex. 5).  In some circumstances, a reasonableness or similar gloss may be read into the regulations; 

see DOL Adv. Opn. 83-45A (Aug. 26, 1983) (stating, after citing 29 C.F.R. §2550-408b-2(f) (ex. 5), that, where a 

manager of real estate owned by a plan retains an affiliate of the plan sponsor to provide services relating to the 

maintenance and repair of the property, the question of "whether [the] arrangements . . . constitutes [sic] a violation 

of 406(b)(1) is a factual question," and thus declining to rule (favorably or adversely) on the issue).  Otherwise, the 

use of outside fiduciaries, regardless of their reputation and regardless of the other facts or circumstances 

surrounding the retention, might be insufficient to address conflict issues in a broader set of situations than 

§406(b)(1) is intended to reach.  See also supra n.81 (discussing §406(b) issues in the context of a QPAM retention). 
127  Possibly the valuator could be subject to replacement by the investors or could be replaced by the sponsor on 

prior notice to the investors, coupled with a right of investors to withdraw.  See supra n.117 and accompanying text. 
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Alternatively, valuations could be provided by third parties involved with the underlying 

portfolio investments.128  For example, a Plan Assets Fund that is a fund of funds might use 

valuations supplied by portfolio funds in which it has invested.  Sometimes, the manager of the 

Plans Assets Fund might retain a residual right to adjust the valuation provided.  Such a right 

may be reserved as a general matter or (particularly where upward adjustment is possible)129 may 

be reserved in more limited circumstances (for example, in situations where the valuation has 

become manifestly inaccurate).130  When a manager seeks to retain a right to adjust valuations, it 

may be worthwhile to review whether potential self-dealing issues arise.131  

F. Certain Special Issues for Plans of Financial Institutions 

Transactions with financial institutions, including both principal and agency transactions, 

are commonplace. Frequently, these transactions will be feasible only if there is an acceptable 

comfort level that the transactions are not prohibited, whether because Section 406 is not 

implicated (e.g., there is no party in interest involved) or because an exemption is available. 

The prohibited transactions inquiry for a Plan Assets Fund may be significantly more 

complicated when an investing plan is sponsored by a financial institution.  In such a case, the 

ability to effect principal trades or proceed with certain agency retentions (e.g., for brokerage 

services) may be subject to additional complications under Section 406 generally and under a 

variety of exemptions in light of the institution’s status as an employer and moreover as a plan 

fiduciary.132  A Plan Assets Fund may consider declining investments from plans of certain 

major financial institutions, particularly if it has existing or anticipated services relationships 

with those institutions.133  

G. Services for Multiple Funds 

When a manager has responsibility for two funds (or accounts) with adverse interests, 

and one of the funds is a Plan Assets Fund, issues may arise under Section 406(b)(1) with respect 

to the manner in which the manager performs its services for the Plan Assets Fund.  In addition, 

 
128  For example, a Plan Assets Fund that is a fund of funds might use valuations supplied by portfolio funds in 

which it has invested. 
129  Arguably, a right to adjust valuations downward could be viewed as merely a permissive right to waive or 

otherwise reduce fees. 
130  In some cases, accounting considerations may favor the retention of residual discretion.  See generally FAS 157. 
131  Self-dealing issues regarding valuation generally would arise only where, as is often the case, the fees are based 

on valuations.  However, whether or not §406(b) issues are present, basic valuation issues may arise under ERISA’s 

general reporting rules, as noted below.  See infra nn.193–96.  While in theory it may be possible for one valuation 

to be used for reporting purposes and another to be used for fee-related purposes, business issues could arise when 

such a bifurcation is attempted. 
132  Some exemptions may require independent fiduciaries to make decisions, e.g., Proh. Trans. Class Exempt. 86-

128, or may not be applicable where a fiduciary is (or is an affiliate of) the counterparty, e.g., ERISA §408(b)(17). 
133  In the context of services, one might argue that compensation to which ERISA §408(b)(2) or §408(c) applies is 

exempt not only from §406(a) but also from §406(b).  See Harley v. Minnesota Mining & Mfg. Co., 284 F.3d 901 

(8th Cir. 2002); see also McCullough v. AEGON USA, 585 F.3d 1082 (8th Cir. 2009) (reaffirming Harley in certain 

respects).  Compare 29 C.F.R. §2550.408b-2(a) (flush language) (expressly providing that ERISA §408(b)(2) does 

not apply with respect to §406(b)) with ERISA §408(b)(17), (18), (19) (unlike §408(b)(2), expressly limiting certain 

more recently added exemptions to particular §406 provisions). 
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issues may arise under Section 406(b)(2) regarding whether the manager is acting in a 

transaction involving the Plan Assets Fund on behalf of a party (or representing a party) with 

interests adverse to those of the Plan Assets Fund.134  

1. Use of Plan Assets for a Fiduciary’s Own Account 

ERISA Section 406(b)(1) prohibits a fiduciary from “deal[ing] with the assets of the plan 

in his own interest or for his own account.”  Under Section 406(b)(1), issues may arise regardless 

of whether per se or other objective concerns are present.135  When the manager’s conflicts “may 

affect the exercise of [the manager’s] best judgment as a fiduciary,”136 a number of approaches 

may be available. 

In some cases, it may be necessary or appropriate to retain, or for investors to retain, an 

independent fiduciary regarding a particular investment or circumstance.137  However, care 

should be taken that the appointee, particularly if appointed by the fiduciary of the Plan Assets 

Fund as opposed to the investing plans and their other fiduciaries, is sufficiently insulated from 

the appointing manager’s conflicts.138  Depending on the applicable facts and circumstances, the 

manager may want to make the independent fiduciary’s compensation not contingent on the 

 
134  The “other” party could be another Plan Assets Fund.  See also DOL Adv. Op. 77-47A (June 13, 1977) 

(confirming that two related funds are not parties in interest to each other but also that §406(b) issues nevertheless 

could arise).  See generally Cutaiar v. Marshall, 590 F.2d 523 (3d Cir. 1979); DOL Adv. Op. 93-18A (May 28, 

1993); DOL Adv. Op. 93-16A (May 18, 1993).  It is also noted that a range of issues could arise where a fund of 

funds or similar vehicle invests in other funds some or all of which may be affiliated funds; a discussion of the 

issues that may arise in such a case is beyond the scope hereof. 
135  Cf. DOL Adv. Op. 91-37A (Oct. 16, 1991) (“As explained in 29 C.F.R. 2550.408b-2(e)(1), if a fiduciary uses the 

authority, control, or responsibility which makes him or her a fiduciary to cause the plan to enter into a transaction 

involving the provision of services when such fiduciary has an interest in the transaction which may affect the 

exercise of his or her best judgment as a fiduciary, a transaction described in section 406(b) . . . would occur, and 

that transaction would be deemed to be a separate transaction from the one involving the provision of services and 

would not be exempted by section 408(b)(2). . . .  Whether a violation of section 406(b) occurs in the course of the 

trustees’ selection and retention of [the] investment manager of the Plan is an inherently factual matter.”); DOL 

Adv. Op. 2011-06A (Feb. 4, 2011) (“The Department notes that PTE 84-14, Part I, provides an exemption only from 

violations of section 406(a) . . . and does not extend relief to transactions that violate section 406(b).”). 
136  29 C.F.R. §2550.408b-2(e)(2). 
137  Where application of the QPAM Exemption is sought in this context, additional issues could arise, as the DOL 

has evidenced hostility toward the notion of retaining a QPAM with limited authority in the context of a specified 

transaction.  See 47 Fed. Reg. 56,945, 56,947 (Dec. 21, 1982) (“Party-in-interest transactions that are negotiated by, 

e.g., an employer which sponsors a plan, and are then presented to a QPAM for approval would not qualify for the 

class exemption as proposed.”); 75 Fed. Reg. 33,642, 33,646 (June 14, 2010) (“The Department stated in the 

preamble to the original QPAM class exemption that, while a QPAM may adhere to investment guidelines 

established by persons with the power to appoint it, the retention of a veto or approval power by the plan sponsor or 

its designee would be inconsistent with the underlying concept of the QPAM exemption, that is, the transfer of plan 

assets to an independent, discretionary, manager.  In the Department’s view, an INHAM directing a QPAM to 

negotiate specific terms of a deal that has already been generally agreed upon by the INHAM or the employer 

represents a more significant limitation on the QPAM’s discretion than the imposition of investment guidelines . . . 

[and] would be inconsistent with the basic premise of the QPAM exemption.”) (footnote omitted); see also 62 Fed. 

Reg. 27,625, 27,627 n.4 (May 20, 1997) (position expressed in the context of a certain application for an individual 

exemption); 63 Fed. Reg. 60,387, 60,388 n.5 (Nov. 9, 1998) (to the same effect). 
138  29 C.F.R. §2550.408b-2(f) (ex. 5) (indicating that an appointee may be tainted by the appointer’s conflicts, to 

their mutual detriment). 
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effectuation of any transaction or generally irrevocable.139  Another possible approach to 

addressing conflicts that may arise when one fund within a family of funds (or accounts) faces 

another is for the manager to recuse itself from the decision-making process of the Plan Assets 

Fund regarding the particular matter.140  

2. Representing an Adverse Party 

Section 406(b)(2) of ERISA prohibits a fiduciary from “act[ing] in any transaction 

involving the plan on behalf of a party (or represent[ing] a party) whose interests are adverse to 

the interests of the plan.”  In some cases, there can be a threshold question under Section 

406(b)(2) of whether the Plan Assets Fund is indeed facing another fund (or account) within the 

same family.141  For example, a fund may hold both debt and equity issued by a particular entity, 

and the fund may be facing the entity but not necessarily directly facing the entity’s equity 

holders.142  In this example, one would need to determine whether the debt holders and the equity 

holders are engaged in a “transaction” for purposes of Section 406(b)(2).  In addition, even when 

the Plan Assets Fund is facing another fund (or account) managed by the same fiduciary, the two 

parties may not be adverse, in which case Section 406(b)(2) concerns might be vitiated.143  

Another possible avenue for addressing Section 406(b)(2) concerns could arise where the 

entity managing a Plan Assets Fund is not the same entity that manages another fund (or 

account) within the same family.  In that event, the manager might argue that Section 406(b)(2) 

applies to the fiduciary (i.e., the manager itself), but not to the fiduciary’s affiliates.144  

 
139  See supra n.119. 
140  See, e.g., DOL Adv. Op. 86-11A (Feb. 27, 1986) (“[A]bsent any arrangement, agreement or understanding with 

respect to who will ultimately provide the services in question, [the director] may avoid engaging in an act described 

in section 406(b)(1) and (b)(2) by removing himself from all consideration by the . . . Board of Directors of whether 

or not to engage in any transactions involving the Agreements, and by not otherwise exercising, with respect to any 

such transaction, any of the authority, control or responsibility which makes [him] a fiduciary.”) (citations omitted). 
141  See also infra nn.155–61 and accompanying text (relating to cross-trading). 
142  In the context of ERISA §406(a), the DOL has acknowledged that a person dealing with an entity that does not 

hold plan assets is not generally deemed to be dealing with the entity’s equity holders that are plans.  See generally 

American Bar Association, Section of Taxation, Comments on the Proposed “Service Provider” Regulations Under 

Section 408(b)(2) of ERISA (Feb. 29, 2008), at §II(A). 
143  See DOL Adv. Op. 81-45A (May 5, 1981) (indicating that in some respects parties facing each other may not 

necessarily be adverse). 
144  See 73 Fed. Reg. 58,450, 58,454 (Oct. 7, 2008) (“[T]he Department notes that an investment manager’s exercise 

of discretionary authority, on behalf of an account it manages, to effect a purchase or sale of a security with another 

account over which an affiliate of the manager exercises discretionary authority would not, in itself, constitute a 

violation of 406(b)(2) . . . .”).  In making such an argument, the fiduciary may wish to consider the degree of 

structural and other separateness between the fiduciary and the fiduciary’s affiliates, cf. 73 Fed. Reg. at 58,454 (“[A] 

violation of ERISA’s prohibited transaction provisions could arise in operation if, in fact, there was an agreement or 

understanding between the affiliated parties to favor one managed account at the expense of the other account in 

connection with the transaction.”).  See also DOL Adv. Op. 91-37A (Oct. 16, 1991) (identifying “controlled group” 

affiliations as presumptively involving conflicts). 
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H. Payment or Reimbursement of Expenses 

1. Fund Expenses 

A plan fiduciary where properly authorized to do so may generally pay for or reimburse 

from plan assets direct expenses properly and actually incurred in connection with the 

performance of a range of services without running afoul of Section 406(b).145  Examples of 

expenses that could raise special issues are expenses allocable to more than one investor or group 

of investors, expenses that may be viewed as not directly benefiting the plan investors (e.g., 

certain marketing expenses), expenses that could be deemed to be “overhead” expenses, and 

expenses relating to employee compensation.146  Indemnification payments and the payment or 

reimbursement of certain insurance premiums, discussed above,147 may also raise special issues. 

2. Investor Expenses 

Payment by the Plan Assets Fund or by the manager of the expenses of investors or their 

personnel, for example, travel and entertainment expenses connected with business meetings, 

may prove problematic under ERISA.  Legal concerns arise under Section 406(b) resulting from 

reimbursements by a Plan Assets Fund or its manager to investors and their personnel, but such 

payments can also damage reputations and relationships.148  In addition, payments and 

 
145  See 29 C.F.R. §2550.408c-2(b)(3); DOL Adv. Op. 86-01A (Jan. 2, 1986) (“[R]egulation section 29 C.F.R. 

§2550.408b-2(e)(3) provides that if a fiduciary furnishes services to a plan without the receipt of compensation or 

other consideration (other than reimbursement of direct expenses properly and actually incurred in the performance 

of such services within the meaning of 29 CFR 2550.408c-2(b)(3)), the provision of such services does not, in and 

of itself, constitute an act described in section 406(b) of ERISA.”). 
146  See generally 29 C.F.R. §§2550.408b-2(e)(3), 2550.408c-2(b); DOL Adv. Op. 97-19A (Aug. 28, 1997); DOL 

Adv. Op. 93-06A (Mar. 22, 1993); DOL Adv. Op. 89-09A (June 13, 1989); DOL Adv. Op. 86-01A (Jan, 2, 1986).  

The DOL has taken the position that an expense is not properly reimbursable unless incurred in connection with a 

service that is exempt under ERISA §408(b)(2).  See, e.g., DOL Adv. Op. 86-01A (Jan. 2, 1986).  But see Harley v. 

Minnesota Mining & Mfg. Co., 284 F.3d 901, 909 (8th Cir. 2002) (“[T]he legislative history of §[408] does not 

support the contention that the §[408](c)(2) exemption merely clarifies §[408](b)(2).”) (internal citations omitted).  
147  See supra nn.52–58 and accompanying text. 
148  These issues received renewed focus after the DOL proposed changes to forms relating to disclosure of certain 

payments involving union personnel.  See, e.g., Vineeta Anand, Union Fund Officials Lose Some Perks, PENS. & 

INVS. (July 11, 2005), available at http://www.pionline.com/article/20050711/ PRINTSUB/507110730.  In 2007, a 

DOL official reportedly warned that payments involving certain types of personal expenses could result not only in 

§406(b)(3) violations but also in criminal violations.  See Cathie Saadeh, DOL Enforcement Chief Threatens 

Advisers, IM INSIGHT NEWS (Mar. 26, 2007), available at http://www.iminsightnews.com/pub/ 1_129/news/1230-

1.html; see also 18 U.S.C. §1954 (“Whoever being a trustee of any employee benefit plan receives or agrees to 

receive or solicits any fee, kickback, commission, gift, loan, money, or thing of value because of or with intent to be 

influenced with respect to, any of his actions, decisions, or other duties relating to any question or matter concerning 

such plan or any person who directly or indirectly gives or offers, or promises to give or offer, any fee, kickback, 

commission, gift, loan, money, or thing of value prohibited by this section, shall be fined under this title [not more 

than $10,000] or imprisoned not more than three years or both.”).  See generally Michael A. Lawson & Andrew L. 

Oringer, A Report on Certain Reporting Issues Under ERISA: Disclosure of Fees for Services and Special Issues for 

Gifts and Entertainment, PENSION PLAN INVESTMENTS 2009: CURRENT PERSPECTIVES (Practicing Law Institute 

2009), §II. 
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reimbursements of this type can raise reporting issues under Section 408(b)(2)149 and under the 

rules relating to reporting on IRS/DOL/PBGC Form 5500.150  

I. Employer Securities (and Employer Real Property) 

Practical issues can arise for a Plan Assets Fund regarding the restrictions under Sections 

406(a)(1)(E) and 407, under which plans cannot invest in employer securities (or employer real 

property) unless (i) the investment is in qualifying employer securities, as defined in Section 

407(d)(5) (or qualifying employer real property, as defined in Section 407(d)(4)), and (ii) in the 

case of plans which are not eligible individual account plans, the investment satisfies the 10% 

limitation in Section 407(a)(2).  The Section 407 limitation can be difficult for a manager of a 

Plan Assets Fund to administer on several levels.  For example, it may not be immediately 

obvious that any particular security is an employer security.  In addition, as to the 10% limitation 

(where applicable), the manager of the Plan Assets Fund presumably would not ordinarily know 

what the other holdings of qualifying employer securities (and qualifying employer real 

property) are.  Possible approaches to these issues could be express confirmation that these 

issues are not the responsibility of the manager of the Plan Assets Fund or the provision to the 

manager of a list of investments that should not be made by the Plan Assets Fund. 

J. Certain Miscellaneous Exemptions 

1. Foreign Exchange 

Some funds engage in foreign exchange (F/X) transactions.151  The DOL has issued class 

exemptions for F/X transactions that meet certain requirements.152  In addition, the statute now 

provides an exemption for F/X transactions between a bank or broker-dealer (or any affiliate of 

either) and a plan to which it is a trustee, custodian, fiduciary, or other party in interest.  The 

exemption applies if (i) the transaction is in connection with the purchase, holding, or sale of 

securities; (ii) at the time the transaction is entered into, the terms of the transaction are not less 

favorable to the plan than the terms generally available in comparable arm’s-length F/X 

transactions between unrelated parties or the terms afforded by the bank or the broker-dealer in 

comparable arm’s-length transactions involving unrelated parties; (iii) the exchange rate used by 

the bank or broker-dealer (or affiliate) for a particular F/X transaction does not deviate by more 

than 3% from the interbank bid and ask rates at the time of the transaction as displayed by an 

independent service that reports rates of exchange in the foreign currency market for such 

currency; and (iv) the bank or broker-dealer (or affiliate) does not have investment discretion and 

does not provide investment advice with respect to the transaction.153  An example of an issue 

that may arise regarding these exemptions is whether and when an instruction is a standing 

 
149  See supra nn.111–16 and accompanying text. 
150  See also infra nn.202–04 and accompanying text (discussing certain reporting issues). 
151  Some funds offer interests denominated using different currencies, either through classes, subclasses, or 

tranches, or through various feeders.  The discussion generally contained herein (i) assumes that the Plan Assets 

Fund is intentionally being operated as such, and (ii) focuses on the primary investment vehicle rather than on 

master-feeder structuring.  See generally supra n.18. 
152  Prohibited Transaction Class Exemption 94-20; Prohibited Transaction Class Exemption 98-54. 
153  ERISA §408(b)(18). 
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instruction that does not confer fiduciary discretion or an instruction that does confer discretion 

rising to the level of fiduciary authority.154  

2. Cross-Trading 

The managers of multiple funds or accounts155 may desire to facilitate investment 

changes by shifting investments between funds or accounts.  Doing so, however, even as part of 

a well-intentioned effort to reduce brokerage or other costs, could run afoul of ERISA Section 

404(a)(1)(A)’s “exclusive purpose” requirement and the Section 406(b)(2) proscription against a 

fiduciary’s acting in a transaction on behalf of (or representing) a party with interests adverse to 

the plan.156  While there is now a statutory exemption for cross-trades,157 certain conditions of 

the exemption158 may cause the exemption to be unavailable or not worth pursuing, with the 

result that certain changes in investment portfolios may not be effected internally (i.e., may not 

be effected without resort to outside counterparties).159  The DOL has expressed continuing 

concern regarding discretionary cross-trades160 and has granted them only limited relief.161  

V. TRUST REQUIREMENTS 

Unless an exception applies, ERISA requires that plan assets be held in trust.162  That 

requirement may raise concerns for Plan Assets Funds, in particular for a fund of funds that 

 
154  See also supra n.29 (citing authority regarding the identification of plan assets in the futures context). 
155  See also supra nn.47-49 and accompanying text (relating to the allocation of investment opportunities). 
156  ERISA §§404(a)(1)(A), 406(b)(2). 
157  ERISA §408(b)(19). 
158  E.g., ERISA §408(b)(19)(l) (requiring a penalty-of-perjury statement). 
159  While ERISA §406(b)(2) does not have an analog in §4975(c)(1) of the Code, see H.R. REP. NO. 93-1280, 93rd 

Cong., 2d Sess., at 309 (noting parenthetically that the both-sides prohibition is not included in the Code “because of 

the difficulty in determining an appropriate measure for an excise tax”), violations of §406(b)(2) are potentially 

serious matters.  See, e.g., Reich v. Strong Capital Mgmt. Inc., No. 96-C-0669 (E.D. Wis. June 6, 1996) (settlement 

of cross-trading allegations); Citizens First Nat’l Bank v. Cincinnati Ins. Co., No. 96 C 3731 (N.D. Ill. Aug. 14, 

1998) (opinion regarding claims of a liability insurer against a certain bank, making reference to a relevant cross-

trading investigation and settlement); see also U.S. Department of Labor, Pension and Welfare Benefits 

Administration, Employee Retirement Income Security Act 1996 Report to Congress, at 14, available at 

http://www.dol.gov/ebsa/PDF/artc96.pdf (“Under a consent judgment obtained by the Department, Strong Capital 

Management, Inc. (SCM), agreed to pay $5.9 million to approximately 101 plans.  A Department lawsuit, filed 

simultaneously with the judgment, alleged that SCM directly exchanged and transferred the assets of plan clients 

with the accounts of other plans, mutual funds and accounts of other clients. SCM conducted at least 1,598 cross-

trades of securities among the accounts of plans managed by the firm and other clients.  SCM also allegedly failed to 

obtain separate representation on behalf of the plans in making the cross trades.  Sponsors of the plans will receive 

recoveries of $40,000 or more under the judgment.”); Strong Capital in Pension Settlement, N.Y. TIMES, June 8, 

1996 (“In a settlement with the Department of Labor, Strong Capital Management Inc. . . . agreed this week to pay 

$6.9 million to reimburse pension fund clients for trading activities that violated [ERISA].”).  
160  DOL Notice, Cross-Trades of Securities by Investment Managers, 63 Fed. Reg. 13,696, 13,396 nn.3–4 and 

accompanying text (Mar. 20, 1998); see also Proposed Class Exemption for Cross-Trades of Securities by Index and 

Model-Driven Funds, 64 Fed. Reg. 70,057, 70,058 nn.5–6 and accompanying text (Dec. 15, 1999), granted sub nom. 

Passive Cross-Trading Class Exemption for Cross-Trades of Securities by Index and Model-Driven Funds, Proh. 

Trans. Class Exempt. 2002-12, 67 Fed. Reg. 6,613 (Feb. 13, 2002). 
161  Compare Proh. Trans. Class Exempt. 86-128 (relating to nondiscretionary cross-trading) with Proh. Trans. Class 

Exempt. 2002-12 (relating to cross-trading in the case of certain model-driven funds). 
162  ERISA §403(a)(1).  
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invests in other Plan Assets Funds.  By regulation, however, holding in trust at a top-tier level 

results in the satisfaction of trust requirements at lower tiers.163  While trust issues cannot always 

be easily handled, this rule may be extremely useful164 and may as a practical matter dispose of 

the trust issue for assets held by a Plan Assets Fund.165  

VI. CUSTODY 

Under ERISA Section 404(b), the indicia of ownership of plan assets must be subject to 

the jurisdiction of the U.S. district courts unless a regulatory exception applies.166  Generally, 

under the Section 404(b) regulation, the indicia of ownership of certain assets may be held 

outside the jurisdiction of the U.S. district courts only if (i) the investments are held in custody 

under an exception for assets under the management and control of a qualified fiduciary (the 

Management-Based Custody Exception),167 or (ii) an acceptable global-custody network or other 

acceptable custody arrangement is utilized.168  The regulatory exception applies only to certain 

non-U.S. securities and currency;169 thus the indicia of ownership of all other investments (e.g., 

U.S. securities, U.S. currency, property that is neither securities nor currency) must be subject to 

the jurisdiction of the U.S. district courts. 

The Management-Based Custody Exception in the Section 404(b) regulation resembles 

the QPAM Exemption in some respects.  Hence, where the status of the Plan Assets Fund’s 

manager is being relied upon under the Management-Based Custody Exception, certain issues 

noted above regarding qualification as a QPAM, such as issues for a first-year manager,170 may 

similarly arise in the context of Section 404(b). However, the Section 404(b) regulation does not 

conform in all respects to the QPAM Exemption.171  For example, in contrast to the QPAM 

 
163  See 29 C.F.R. §2550.403a-1(b)(3) (“If the assets of an entity in which a plan invests include plan assets by 

reason of a plan’s investment in the entity, the [trust requirements] are satisfied with respect to such investment if 

the indicia of ownership of the plan’s interest in the entity are held in trust on behalf of the plan by one or more 

trustees.”); see also 29 C.F.R. §2550.403a-1(b)(2) (similar rule for certain title-holding corporations).  This result is 

not expressly applicable under the custody rules.  See infra n.166 and accompanying text. 
164  Another regulatory provision permits the use of nominees or holding in street name.  29 C.F.R. §2550.403a-

1(b)(1) (providing in certain circumstances that the trust requirements “will not fail to be satisfied merely because 

securities of a plan are held in the name of a nominee or in street name”). 
165  An issue could still arise, for example, where a Plan Assets Fund acquires a financial instrument primarily for an 

indirect economic interest in an underlying asset, and the underlying asset could technically be subject to ERISA’s 

trust requirement. 
166  29 C.F.R. §2550.404b-1.  There is no provision that would make ERISA §404(b) expressly inapplicable to “plan 

assets” held through a Plan Assets Fund. 
167  29 C.F.R. §2550.404b-1(a)(2)(i).  In certain situations involving custodial arrangements, the question of which 

persons are fiduciaries that have “management and control” for purposes of the Management-Based Custody 

Exception may not be entirely straightforward. 
168  Id. 
169  29 C.F.R. §2550.404b-1(a)(1). 
170  See supra nn.85-87 and accompanying text.  Under the ERISA §404(b) regulation, 29 C.F.R. §1.404b-

1(a)(2)(i)(C)(1), the issues for a new manager extend both to assets under management and to shareholders’ or 

partners’ equity. 
171  Although the two sets of rules have historically differed in some ways, the Management-Based Custody 

Exception has not been amended over time to conform changes to the QPAM Exemption. 
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Exemption, the applicable fiduciary generally must be organized and have its principal place of 

business within the United States.172  

Where the Management-Based Custody Exception is not being used, it may be necessary 

to attempt to identify what the indicia of ownership of the plan’s assets are173 and to provide 

acceptable custody arrangements.  Possible custody alternatives include (i) branches of U.S. 

banks or certain U.S.-registered brokers or dealers,174 (ii) a qualifying network used by a U.S.-

registered broker or dealer,175 or (iii) a qualifying global custody network used by a U.S. bank.176  

VII. BONDING 

A. General Scope of ERISA’s Bonding Rules 

Any person handling the assets of a Plan Assets Fund must be bonded as required by 

ERISA Section 412.  The maximum bond is generally $500,000 per plan.  In the collective 

investment context, some aspects of Section 412 may prove anachronistic or even arcane, and 

legislative developments have given rise to additional questions. 

In 2008, the DOL issued Field Assistance Bulletin 2008-04 (the Bonding FAB),177 which 

“provided various forms of guidance concerning the application of ERISA’s bonding 

requirements” since the enactment of ERISA.178  The Bonding FAB confirms that the ERISA 

bond is not the same as fiduciary liability insurance179 and must only “protect the plan against 

loss by reason of acts of fraud or dishonesty on the part of persons required to be bonded, 

whether the person acts directly or through connivance with others.”180  By statute, a U.S.-

registered broker or dealer subject to a fidelity-bond requirement of a self-regulatory 

organization no longer needs to be bonded.181 

The Bonding FAB, by way of introduction, states that “ERISA Section 412 and related 

regulations . . . generally require that every fiduciary of an employee benefit plan and every 

person who handles funds or other property of such a plan shall be bonded.”182  The Bonding 

 
172  29 C.F.R. §2550.404b-1(a)(2)(i). 
173  A host of questions can arise.  What if the interests are uncertificated?  What if book entries are electronic?  And 

what about financial instruments without traditional indicia of ownership?  Is the point to identify physical 

possession?  Or is it to identify the jurisdiction in which custody-related actions may be brought?  Unfortunately, 

ERISA’s custody rules in many respects have not kept pace with market practices regarding the manner in which 

assets are held. 
174  29 C.F.R. §2550.404b-1(a)(2)(ii)(A). 
175  29 C.F.R. §2550.404b-1(a)(2)(ii)(B). 
176  See 29 C.F.R. §2550.404b-1(a)(2)(ii)(C); see also DOL Adv. Op. 2008-04A (Apr. 8, 2008) (addressing a certain 

multinational custody platform).  Some financial institutions have addressed the concatenation of custody and other 

practical issues that may arise under ERISA through platforms used specifically when acting in a cross-border 

setting in connection with swaps and other derivatives or acting as a “prime” broker or otherwise engaging in 

brokerage activities. 
177  DOL Field Assistance Bulletin 2008-04 (Nov. 25, 2008). 
178  Id., background section. 
179  Id. at Q&A 2. 
180  Id. at Q&A 1 (citation omitted). 
181  ERISA §412(a)(2). 
182  DOL Field Assistance Bulletin 2008-04, background section (citations omitted). 
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FAB then states, however, that “ERISA’s bonding requirements are intended to protect employee 

benefit plans from risk of loss due to fraud or dishonesty on the part of persons who ‘handle’ 

plan funds or other property. ERISA refers to persons who handle funds or other property of an 

employee benefit plan as ‘plan officials.’”  Thus, despite the conjunctive listing of “fiduciar[ies]” 

and “plan official[s]” in Section 412(a), the Bonding FAB, in response to the question of whether 

“all fiduciaries must be bonded,” states clearly:  “No.  Fiduciaries must be bonded only if they 

‘handle’ funds or other property of an employee benefit plan and do not fall within one of the 

exemptions in section 412 or the regulations.”183  

This approach, which expressly recognizes the underlying purpose of Section 412, may 

be seen as a practical and reasonable application of the statute, notwithstanding the statute’s 

linguistic nuances.  Even with this relaxed approach, though, attention still must be paid to 

whether one is “handling” plan assets within the meaning of Section 412, a concept that could 

prove broader than some might expect.184  

The need to review these issues may arise whether or not one believes a claim under the 

bond.  While a claim under the bond may arise only if a plan official absconds with plan assets or 

engages in similar fraud or dishonesty, a fiduciary may have reputational risk if it fails to procure 

a required bond and that failure somehow comes to light.  In addition, if a fiduciary permits 

another plan official to proceed without a required bond in place, the fiduciary may run afoul of 

the statutory provision that specifically states that:  

it shall be unlawful for any plan official . . ., or any other person having authority to 

direct the performance of [certain plan-related] functions, to permit such functions, or any 

of them, to be performed by any plan official with respect to whom the bonding 

requirements of [Section 412(a)] have not been met.185  

B. Parties Subject to the Bonding Rules 

Where a number of different related entities and other persons may handle plan assets in 

connection with the operation of a Plan Assets Fund, it may be worthwhile to confirm that the 

bond covers all relevant parties.  For example, there may be feeders, and other affiliates could be 

handling plan assets. 

Possibly offering some relief regarding the identification of parties that must be covered, 

the bonding regulations state: “regardless of the amount involved, a given duty or relationship to 

funds or other property shall not be considered ‘handling,’ and bonding is not required, where it 

occurs under conditions and circumstances in which the risk that a loss will occur through fraud 

or dishonesty is negligible.”186  The Bonding FAB adds: 

In the case of persons with supervisory or decision-making responsibility, the mere fact 

of general supervision would not, necessarily, in and of itself, mean that such persons are 

 
183  Id. at Q&A 18. 
184  See generally 29 C.F.R. §2550.412-6; DOL Field Assistance Bulletin 2008-04 at Q&As 18–21. 
185  ERISA §412(b).  Bonding may also be required by contract. 
186  29 C.F.R. §2550.412-6(b)(2); see DOL Field Assistance Bulletin 2008-04 at Q&A 18. 
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“handling” funds so as to require bonding. . . .  Again, the general standard for 

determining whether a person is “handling” plan funds or other property is whether the 

person’s relationship with respect to those funds is such that he or she can cause a loss to 

the plan through fraud or dishonesty.187  

C. Maximum Bond Amount 

The bonding rules refer to a $500,000 maximum bond per “plan” and, notwithstanding 

the modern trend toward collective investment, neither the statute nor the regulations (which are 

temporary regulations)188 provides guidance as to how to apply the rules in a fund context.  What 

if there are numerous plans?  What if the identity of each plan investor is not known?  What if 

even the number of plan investors is unknown? Possible solutions include buying one bond per 

plan investor, where feasible, or buying a blanket bond.  Alternatively, a fund sponsor might 

require each investing plan to include all fund-related plan officials on the plan’s bond.  Some 

investors may balk at the notion of including outside entities and other persons in their bonds; 

others might not.189  

More recently, ERISA Section 412 was amended to provide that if a plan holds employer 

securities, a bond of up to $1,000,000 could be required.  This provision was added by the 

Pension Protection Act of 2006 in the wake of concern surrounding Enron and similar 

scandals.190  The effectiveness of the amended provision is unclear, considering that bonding 

rules address the “risks of loss that might arise through dishonest or fraudulent acts in handling 

plan funds or other property,”191 while wrongdoing regarding employer securities generally 

involves improper behavior at the underlying corporate employer.  Nevertheless, the provision is 

now in the statute. 

One issue with the $1,000,000 provision is that employer securities theoretically could 

have nothing to do with the particular plan assets invested in a given Plan Assets Fund, yet on its 

face the statute indicates that the bonding requirement could be as high as $1,000,000 plan-wide, 

 
187  DOL Field Assistance Bulletin 2008-04 at Q&A 18; see 29 C.F.R. §2580.412-6(b)(6). 
188  29 C.F.R. §2550.412-1; 29 C.F.R. pt. 2580. 
189  Alternatively, although there may not be apposite authority, one could take the position that for purposes of 

applying the $500,000 maximum, the applicable “plan” is the single fund (i.e., the collective investment vehicle).  

This application of the bonding rule in the context of modern investment structures would arguably be a sensible 

one, as at least one group has specifically suggested.  See generally American Bar Association, Section of Taxation, 

Comments on the New ERISA Bonding Rules Added by the Pension Protection Act of 2006, (Jan. 3, 2008), 

available at 

http://www.americanbar.org/content/dam/aba/migrated/tax/pubpolicy/2008/080123commentsconcerningerisabondin

grules.authcheckdam.pdf.  Nonetheless, DOL Field Assistance Bulletin 2008-04, which comprehensively addresses 

a range of bonding matters, offers no relief on this point.  As noted above, see supra nn.179–80 and accompanying 

text, the DOL has in other respects interpreted the bonding rules in a way that may be more flexible than the literal 

statutory language suggests.  
190  See, e.g., 148 CONG. REC. H1,217, 107th Cong., 2d Sess. (statement of Rep. Kind) (“The E[nron] scandal 

exposed weaknesses in our pension laws that could jeopardize these retirement savings.  Hardworking Americans 

should not lose all of their retirement savings due to the wrong doing [sic] of corporate executives and loopholes in 

our pension laws.  The legislation, while not perfect, will bring much needed improvements to our private pension 

system and help millions of American workers save for a happy and healthy retirement.”). 
191  DOL Field Assistance Bulletin 2008-04 at Q&A 1. 
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including with respect to the Plan Assets Fund. Unfortunately, the Bonding FAB does not clarify 

the provision’s reach as to these matters.192  

VIII. REPORTING 

A. Reporting of Investments and Direct Filings with the DOL 

Plans are subject to comprehensive reporting obligations under ERISA193 and the Internal 

Revenue Code,194 as applicable.  Because information regarding the plan’s investments must be 

provided,195 these obligations will apply with respect to the assets of a Plan Assets Fund.  One 

possible way for a plan to satisfy its obligations with respect to investments made through the 

Plan Assets Fund is for the plan to report the investments of the Plan Assets Fund allocable to the 

plan on the plan’s own IRS/DOL/PBGC Form 5500, essentially as though the plan had made the 

investments directly.  In such a case, the Plan Assets Fund presumably would need to provide 

such information to its plan investors for the IRS/DOL/PBGC Form 5500 to be completed 

properly.196 

Another way to address the investing plan’s IRS/DOL/PBGC Form 5500 obligations is 

for the Plan Assets Vehicle to become a direct filing entity (a "DFE") under the DOL’s 

regulations.197  A DFE would file its own IRS/DOL/PBGC Form 5500 directly with the DOL 

with the required information, and the plan would attach to its IRS/DOL/PBGC Form 5500 

information regarding the DFE.198  A Plan Assets Fund seeking to proceed as a DFE can do so 

only if it “holds the assets of two or more plans that are not”199 considered related under the DFE 

rules.200  Thus, under a technical reading, the mere commingling of a single plan’s assets (or the 

assets of a single group of affiliated plans) with those of other nonplans will not be sufficient to 

establish DFE status.201   

 
192  The DOL did address the $1,000,000 rule for employee securities in certain other respects.  See id. at Q&A 36. 
193  See generally ERISA §§103–104. 
194  See generally 26 U.S.C. §§6047, 6057–6058. 
195  See generally 29 C.F.R. §103; IRS/DOL/PBGC Form 5500 (2010), sched. G. 
196  See also ERISA § 103(a)(2) ("If some or all of the information necessary to enable the administrator to comply 

with the requirements of this title is maintained by . . . an insurance carrier or other organization which . . . holds 

assets of the plan in a separate account . . . , such carrier [or] organization . . . shall transmit and certify the accuracy 

of such information within 120 days after the end of the plan year (or such other date as may be prescribed under 

regulations of the Secretary."); 29 C.F.R. § 2520.103-5 (implementing Section 103(a)(2) of ERISA).  It is noted that 

a number of requirements of Form 5500 other than those referred to in text may also be relevant at the level of the 

Plan Assets Fund.  See, e.g., IRS/DOL/PBGC Form 5500 (2010), sched. G, pt. III (relating to the reporting of 

nonexempt prohibited transactions). 
197  29 C.F.R. §2520.103-12.  The particular type of DFE relevant here is the so-called “103-12 investment entity” 

(103-12 IE). 
198  See IRS/DOL/PBGC Form 5500 (2010), scheds. D, H. 
199  29 C.F.R. §2520.103-12(c). 
200  See 29 C.F.R. §2520.103-12(e). 
201  See also supra n.89 (discussing the use of a similar formulation of a multi-investor requirement in a certain relief 

rule under the QPAM Exemption). 
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B. Other Reporting Issues 

1. Compensation-Related Issues 

The administrator of a plan investing in a Plan Assets Fund may ask for compensation 

information in connection with its completion of its IRS/DOL/PBGC Form 5500 and specifically 

Schedule C thereto.202  Even though the IRS/DOL/PBGC Form 5500 rules do not technically 

apply to those affiliated with the Plan Assets Fund but rather apply to the plan administrator,203 

the manager of the Plan Assets Fund will have an interest in cooperating with the reasonable 

requests of plan investors as the plan administrators prepare a IRS/DOL/PBGC Form 5500 

satisfying the filing requirements.204  

2. Hard-to-Value Assets 

The application of ERISA’s reporting requirements may be affected in other ways by a 

fund’s operation as a Plan Assets Fund.  One example is the way in which the reporting 

requirements may apply in the context of hard-to-value assets or in the case of investment by a 

fund of funds in interests in a portfolio fund with unclear value and the possible effect even on 

substantive investment strategy. In this regard, there are also specific obligations under Section 

103(b)(3)(A) to file annual reports with assets at their “current value,” and some funds may have 

provided valuations based on historical unaudited or reported bases without independent 

verification.  Certain approaches to valuations may raise issues under applicable accounting 

 
202  The reporting of compensation may also raise issues under ERISA §408(b)(2).  See supra nn.107–16 and 

accompanying text.  Unlike the §408(b)(2) rules, see supra n.108, the Form 5500 fee-disclosure rules look through 

an “investment fund” whether or not the fund’s assets are deemed to constitute “plan assets.”  See U.S. Department 

of Labor, Employment Benefits Security Administration, FAQs About the 2009 Form 5500 Schedule C, Q&As 3, 7, 

available at http://www.dol.gov/ebsa/faqs/faq_scheduleC.html. 
203  The §408(b)(2) rules require that: “Upon request of the responsible plan fiduciary or covered plan administrator, 

the covered service provider must furnish any other information relating to the compensation received in connection 

with the contract or arrangement that is required for the covered plan to comply with the reporting and disclosure 

requirements of Title I of the Act and the regulations, forms and schedules issued thereunder.” 29 C.F.R. 

§2550.408b-2(c)(6)(A).  While the requirement compels specific information to be furnished in response to requests 

on behalf of plans, it need not be interpreted in a way that could effectively amount to the wholesale importing of 

the Form 5500 rules into §408(b)(2).  As a general matter, the rules governing §408(b)(2) disclosure, where 

applicable, will impact the service provider more directly than the Form 5500 rules.  See generally supra nn.115–16 

and accompanying text. 
204  See ERISA §§103–104; see also U.S. Department of Labor, Employment Benefits Security Administration, 

FAQs About the 2009 Form 5500 Schedule C, available at http://www.dol.gov/ebsa/faqs/faq_scheduleC.html; U.S. 

Department of Labor, Employment Benefits Security Administration, Supplemental FAQs About the 2009 Schedule 

C, available at http://www.dol.gov/ebsa/faqs/faq-sch-C-supplement.html; see also Now the DOL is FAQuing It: 

Having Fun with “Funds” on the Form 5500, posting of Andrew Oringer to BNA Pension & Benefits Blog, 

http://pblog.bna.com/penben/2008/07/now-the-dol-is.html (July 15, 2008, 18:56 EST).  In addition, nonresponsive 

providers could be identified on what some have referred to as a proverbial “wall of shame” by virtue of information 

sought by the Form 5500 regarding such providers.  See IRS/DOL/PBGC Form 5500 (2010), sched. C., pt. II 

(“Provide the requested information for each plan fiduciary or service provider who you believe failed or refused to 

provide any information necessary to complete Part I of this schedule.”).  Query, as well, whether a manager might 

have to disclose the existence of a discovered prohibited transaction as a result of the manager's status as a fiduciary, 

either because of Form 5500 requirements applicable to the plan administrator relating to the identification of 

prohibited transactions, or in light of more general fiduciary principles. 
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rules.205  There have been indications of DOL enforcement activity in this area.206  Making an 

investment that is not susceptible to ready valuation conceivably could be viewed as a per se 

violation of Section 404(a)(1) of ERISA,207 although it is by no means clear that ERISA should 

be viewed as sweeping so broadly.208  

3. Gift and Entertainment Expenses 

The reporting of gifts and gratuities presents another issue that could arise for Plan Assets 

Funds.  For example, Plan Assets Funds may hold investor meetings that involve travel, meals, 

and entertainment,209 and related reporting issues could be raised in addition to various 

substantive issues discussed above.210  

IX. BROKERAGE  

A. In General 

Under Prohibited Transaction Class Exemption 86-128 ("PTCE 86-128"), a fiduciary 

generally may effect or execute securities transactions on behalf of the plans for a fee, or use an 

affiliate to do so, without running afoul of ERISA Section 406(b), if the conditions of PTCE 86-

128 are met.  Section III(b)-(d) of PTCE 86-128 contains a number of generally applicable 

authorization, terminability and notice/information requirements.  In the case of a Plan Assets 

 
205  See, e.g., Financial Accounting Standards Board Statement 157.  Even where valuation issues arise, the relevant 

accountants should be consulted before concluding that a valuation problem ultimately rises to the level of an 

accounting problem.  To the extent that a particular Plan Assets Fund or fund in which a Plan Assets Fund invests 

adopts more detailed or vigorous valuation procedures to address accounting concerns without regard to ERISA 

considerations, the issues that might have arisen under ERISA in this regard could become moot. 
206  See, e.g., Testimony of Virginia C. Smith, Director of Enforcement, Employee Benefits Security Administration, 

Before the Working Group on Hard to Value Assets/Target Date Funds Advisory Council on Employee Welfare and 

Pension Benefit Plans, September 11, 2008, available at 

https://infolinx.aon.com/InfoLinx/RTS/Rtsdbln.nsf/0455ef6bb6300d3185256a40005a1065/a83e21cbfbd981578625

74c60044049b/$FILE/Smith%20testimony.pdf; see also Advisory Council on Employee Welfare and Pension 

Benefit Plans, Report on Hard to Value Assets and Target Date Funds (2008), available at 

http://www.dol.gov/ebsa/publications/2008ACreport1.html. 
207  See, e.g., Doug Halonen, DOL: Plan Fiduciaries Must Value Alts Accurately, PENS. & INVS. (Sept. 29, 2008), 

also available at http://www.pionline.com/article/20080929/PRINTSUB/309299994.  The use of so-called “side 

pockets” and similar investment structures for hard-to-value assets and other alternative investments may also raise a 

range of issues under §457A of the Code, in the case of Plan Assets Funds subject thereto.  See generally New York 

State Bar Association, Tax Section, Employee Benefits Committee, Report on Rules Governing Nonqualified 

Deferred Compensation Under Section 457A, Report 1193 (Oct. 5, 2009), at §V(B), available at 

http://www.nysba.org/Content/ContentFolders20/TaxLawSection/TaxReports/1193Rpt.pdf. 
208  See A Report on Yet Another Reporting Issue for Private Equity and Other Investment Funds, posting of 

Andrew Oringer to BNA Pension & Benefits Blog, http://pblog.bna.com/penben/2008/08/a-report-on-yet.html 

(Aug. 15, 2008, 7:16 EST).  Valuation issues may also arise under ERISA §406(b) in connection with various fees 

structures, see supra nn.120–27 and accompanying text. 
209  See generally American Bar Association, Section of Taxation, Comments on the Proposed “Service Provider” 

Regulations Under Section 408(b)(2) of ERISA (Feb. 29, 2008), at §II(B); Michael A. Lawson & Andrew L. 

Oringer, A Report on Certain Reporting Issues Under ERISA: Disclosure of Fees for Services and Special Issues for 

Gifts and Entertainment, PENSION PLAN INVESTMENTS 2009: CURRENT PERSPECTIVES (Practicing Law Institute 

2009). 
210  See supra nn.140–96 and accompanying text. 
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Fund, special rules under Section IV(d) of PTCE 86-128 apply in lieu of the generally applicable 

rules, including a requirement under Section IV(d)(1)(C) that the investing plan be permitted to 

terminate its investment without penalty in the event of an objection to "the implementation of, 

material change in, or continuation of, the" fiduciary's use of its own services or the services of 

an affiliate to effect or execute such transactions.  (It is noted that PTCE 86-128 applies only to 

the effecting or execution of securities transactions and thus, if transactions not involving 

securities are involved, another basis on which to proceed will need to be identified, if self-

dealing concerns arise.) 

B. "Prime Brokers" 

In general terms, a prime broker, as colloquially known, is a financial institution that 

offers a package of services to funds and other investors, which may include, for example, 

custody and clearing services, programs for securities lending and other financing services.  

Because the relationship touches on a range of activities, a Plan Assets Fund, in establishing and 

maintaining a relationship with one or more prime brokers, may find that a wide variety of 

ERISA issues may arise.  For example, transactions with (as well as the compensation of) the 

prime broker could raise concerns relating to prohibited transactions.  A number of issues 

discussed elsewhere herein, including issues that may become more difficult or less difficult in 

the collective-investment context depending on which particular issue is involved, may find 

themselves relevant as the manager of the Plan Assets Fund (and the prime broker) attend to 

matters relating to documentation, administration and compliance.  Thus, it would not be 

surprising if an agreement (or a package of agreements) for prime brokerage would contain 

provisions relating to whether plan assets are involved, prohibited transactions (and the 

availability of related exemptions), fiduciary status (or a lack thereof), the status of collateral as 

being (or not being) plan assets, custody, bonding, etc.  Approaches to documentation, in terms 

of breadth, and in some cases which parties bear which risks, can be varied in the market, leading 

to different approaches depending on who the prime broker is and who the manager is. 

X. CONCLUSION 

Viewed through the prism of ERISA’s laudable goals, its sometimes counterintuitive 

application may be better understood.  This approach may be particularly helpful in the context 

of ERISA’s application to a Plan Assets Fund, where the rules may not have been designed to 

accommodate modern modes of collective investing.  Regardless of whether the effect under 

ERISA of utilizing collective investment is for better or for worse, once a manager decides to 

proceed with a multi-investor fund subject to ERISA, the manager needs to run the ERISA 

gauntlet or face the potential consequences of having failed to do so. 
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