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The number of lawsuits against defined contribution plan sponsors has increased in recent 
years over issues including plan investment offerings and fees. With recent litigation in 
mind, the author suggests strategies for improving participant outcomes.

In simpler times, it was relatively easy for 
a defined contribution (DC) plan spon-
sor to minimize the risk of a lawsuit under 
the Employee Retirement Income Security 

Act (ERISA). Actions like failing to offer a sufficiently di-
versified menu or using plan assets improperly were the most 

commonly targeted ERISA violations.
Those times have gone, and with potentially frightening implica-

tions, since ERISA fiduciaries may be personally liable for failing in 
their duty to put participant interests before all other considerations.1
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In the last several years, DC plan 
sponsors have been accused of violating 
ERISA for, among other acts, offering a sta-
ble value fund; not offering a stable value fund; 
offering an excessive number of high-fee, active 
managers; offering redundant (“duplicative”) invest-
ment options; offering passive managers whose fees were 
inflated by revenue sharing; offering funds managed by an 
affiliate of a recordkeeper; and permitting excessive fees to be 
charged for investment advice.
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Service providers have not been 
spared. Well-known recordkeepers 
have been the target of lawsuits result-
ing from fees charged for participant 
investment advice, offering and steer-
ing participant money to proprietary 
investment products (including target-
date funds (TDFs)), and the practices 
followed in setting the rate of interest 
earned by participants invested in stable 
value funds (the crediting rate), result-
ing in accusations of undisclosed and 
therefore unreasonable compensation.

Into the Breach
The common theme in these actions 

is “breach of fiduciary duty.” Practically 
speaking, any action taken by a plan 
fiduciary2 must be solely in the inter-
est of the plan participants and for the 
exclusive purpose of providing benefits 
to them; otherwise, a duty has been 
breached. “The duty to act prudently is 
one of a fiduciary’s central responsibili-
ties under ERISA. It requires expertise 
in a variety of areas, including invest-
ments.”3

Avoiding egregious violations is 
not enough: Not only must a fiducia-
ry’s interests be subordinated to those 

of participants, but a fiduciary must 
“discharge” his or her duties with the 
care, skill, diligence and prudence of 
a knowledgeable person (a “prudent” 
person). Prudence requires following 
an accepted, tested process for mak-
ing plan decisions. It follows that those 
who don’t have expertise must acquire 
it by hiring an advisor—also a fiduciary.

How can a plan sponsor minimize 
the risk of distracting and costly liti-
gation while maximizing participants’ 
chances of meeting their goals?

Three Simple Rules
First, plan sponsors that lack exper-

tise in a particular area should hire an 
expert. Most plan sponsors know to do 
this and retain an ERISA lawyer, an au-
ditor and an investment advisor acting 
in the capacity of a fiduciary. Advisors 
should explain common pitfalls, in-
cluding potential ERISA violations, and 
guide plan sponsors safely around them.

Hiring experts, while reducing 
the chances of avoidable errors, isn’t 
enough, however.

So, second, fiduciaries should adopt 
a constructively defensive mindset. 
Constructive defensiveness means being 

mindful of high-risk plan structure and 
menu decisions (that is, those that have 
elsewhere triggered a lawsuit) while not 
being paralyzed by the thought of liti-
gation—the chances of which are prob-
ably small. A sponsor should clearly 
understand the rationale for each in-
vestment option and service offered to 
participants and should press its advi-
sor to justify all investment alternative 
and participant service choices. TDFs 
and stable value funds, for example, 
should not be chosen solely or even 
mainly because they are offered or oth-
erwise favored by a plan’s recordkeeper. 
They must be defended on their own 
merits. More on this below.

Third, plans should follow a tried-
and-true or prudent process for select-
ing investment alternatives available to 
participants and document that pro-
cess. Provided that decisions are made 
according to a carefully documented, 
prudent process—one that consid-
ers potential conflicts of interest and 
puts participant welfare before other 
considerations—the plan sponsor can 
show fidelity to ERISA if needed.

Active and Passive Management: 
Fees Must Be Reasonable,  
Not Minimized

As mentioned, plan sponsors have 
been sued for offering relatively expen-
sive, actively managed funds that “share 
revenue” (to defray recordkeeping 
costs). However, fees alone should not 
prevent plan sponsors from adding ac-
tively managed funds to an investment 
menu, provided a prudent selection 
process is followed in the consideration 
of other factors—namely, the need for 
alpha (see below) and the likelihood of 
manager outperformance. This can be 
accomplished by conducting a manager 
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search that compares active manager fees to net-of-fee ex-
pected returns to arrive at a decision.

In fact, a plan should offer both a passively managed op-
tion and, for participants requiring higher returns than a 
market is likely to deliver (alpha), an actively managed op-
tion in certain investment categories. With both stock and 
bond markets trading at historically high prices relative to 
fundamentals, expected capital market returns are generally 
believed to be below average. Low expected returns increase 
the need for investments that will outperform the market, 
which can be delivered only by that rare, genuinely skilled 
active manager.

That said, even a well-chosen active manager could be 
utilized incorrectly by plan participants. Concentrated, more 
volatile active managers can seduce participants into chasing 
returns by overinvesting after periods of strong performance. 
A skilled active manager can be used unskillfully by partici-
pants.4

Finally, keep in mind that fees must be reasonable, not 
minimized; fiduciaries are bound to make the least expensive 
among equivalent choices, not the least expensive choice.

Revenue Sharing: Use With Care
Revenue sharing is the practice of offsetting plan expenses 

with a portion of a mutual fund’s expense ratio. While rev-
enue sharing blurs fees, making it potentially problematic, 
it should not be rejected out of hand: There may be cases in 
which using revenue sharing to pay recordkeeping and other 
plan fees is more desirable than imposing per head or other 
fee arrangements, though such cases are probably rare.

Plans should compare the costs and benefits of an invest-
ment lineup that includes revenue-sharing funds with one 
that doesn’t and base the fee structure decision on what best 
advances participant welfare. This usually involves weighing 
the sticker shock of eliminating revenue sharing against the 
present distribution of recordkeeping fees, which likely re-
sults in some participants paying a greater share of record-
keeping fees than others.

Revenue sharing is a way of paying for plan expenses; it 
is a fee. And as with other fees, it must be disclosed, studied, 
compared and reasonable—not minimized.

Benchmarking: False Comfort?
Benchmarking survey services attempt to quickly mea-

sure the competitiveness of plan cost, among other things, 

through some sort of ranking. These database services have 
gained in popularity in response to the increased attention 
paid to fees, investment offerings, etc. But the conclusions 
some advisors and sponsors draw from comparisons with 
seemingly robust databases can be superficial and mislead-
ing: Such comparisons are only as useful as the group used 
for comparison is similar and relevant.

A particular plan may be more expensive than similarly 
sized counterparts for good reasons or less expensive for bad 
reasons. The best way to truly judge reasonableness of fees 
may be an old-fashioned request for information (RFI) or 
request for proposal (RFP). While more work, an RFI or RFP 
will almost certainly yield superior conclusions about the 
reasonableness of plan fees. DOL has said that “fees are just 
one of several factors fiduciaries need to consider in deciding 
on service providers and plan investments.”5

A high database ranking is not equivalent to a well-struc-
tured plan.

TDFs, Stable Value and Managed Accounts
The choice of a particular TDF suite should be justified 

with the same level of due diligence that a plan would apply 
to any other active manager, particularly if the TDF is man-
aged by an affiliate of an existing recordkeeper.

All TDFs—even those employing only passive manag-
ers—are actively managed at the asset allocation level, some 
strategically, some tactically, some both. The burden is on the 
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takeaways
•  Defined contribution (DC) plan sponsors and service providers have 

faced increased litigation over management of plans, including 
selection of investment options and fees charged.

•  Hiring outside experts such as investment advisors reduces the 
chances of making errors but is only one strategy plan sponsors 
can use to minimize the risk of litigation.

•  DC plan fiduciaries should be mindful of high-risk plan structure 
and menu decisions.

•  Plans that offer actively managed funds in the menu of DC invest-
ment options should use a prudent selection process for those 
funds.

•  Plans that include revenue-sharing funds should compare the costs 
and benefits with funds that don’t share revenue and base fee 
structure decisions on what’s in the best interest of participants.
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plan sponsor to demonstrate that, all else equal, the process 
followed in choosing a TDF manager was prudent. Plans 
should avoid using a recordkeeper’s TDF solely because of 
implicit encouragement from the recordkeeper, or because it 
“shares revenue.” It must be otherwise suitable, all else equal.

The same standard applies for stable value and money 
market funds, both of which are actively managed and com-
plex—particularly stable value, which has multiple parts and 
risks that are easily overlooked. A prudent process should be 
followed in their selection and ongoing monitoring.

Finally, participant investment advice or managed ac-
counts also should be vetted thoroughly in regard to process, 
implementation and, of course, fees, keeping in mind that an 
existing recordkeeper’s preferred advisory service is not the 
plan sponsor’s only choice.

To avoid prohibited transactions and forbidden self-
dealing rules,6 a recordkeeper may offer participant account 
advice dispensed by a disinterested, third-party investment 
advisor, charging the plan sponsor or the participant (or 
both) a fee for advice. As with all plan features, advisor fees 
must be reasonable relative to services provided. For exam-
ple, a managed account program that charges a fee for as-
signing a participant to one of a handful of predetermined 
model portfolios, periodically rebalanced, should carry a 
lower fee than a program that provides customized asset 
allocation recommendations by, for example, considering 
total household assets. Said differently, programs that as-
sign participants to one of a number of otherwise generic 

model portfolios, occasionally rebalanced, delivered by a 
nonfinancial planning professional, and that impose the 
burden of followup on participants, arguably offer asset al-
location and rebalancing services similar to passive TDFs 
(which provide an asset allocation, possibly tactical, as well 
as rebalancing and reallocation services) and should be 
priced accordingly. 

An RFP may be required to determine if a managed ac-
count program fee is truly reasonable. Admittedly, few are 
likely to undertake the time and expense involved in a sepa-
rate search.

Acceptable Risks
At some point, plans will pick a “bad” active manager; 

fund selection is more art than science, and historically good 
managers can lose their touch.

At some point, a recordkeeper will mismanage its stable 
value or TDF product, leaving participants and sponsors on 
the hook for unexpected poor outcomes.

These are unavoidable risks. Plan sponsors have to live 
with them. Arguably, they are acceptable.

The damage to participants can be limited, and the likeli-
hood of expensive and time-consuming litigation lessened 
with the help of a thoughtful advisor and by making deci-
sions according to a consistently prudent process that sup-
ports and painstakingly documents all plan choices.

Plan sponsors that are prepared to defend their deci-
sions, by both understanding and revisiting the rationale for 
them—and acting always solely in the interest of plan par-
ticipants—make better choices, resulting in improved out-
comes for plan participants.   

Endnotes

 1. Employee Retirement Income Security Act §409, 29 USC, §1109. 
 2. “A plan’s fiduciaries will ordinarily include the trustee, investment 
advisers, all individuals exercising discretion in the administration of the 
plan, all members of a plan’s administrative committee (if it has such a com-
mittee), and those who select committee officials.” Meeting Your Fiduciary 
Responsibilities. U.S. Department of Labor (DOL). February 2012. Available 
at www.dol.gov/sites/default/files/ebsa/about-ebsa/our-activities/resource 
-center/publications/meetingyourfiduciaryresponsibilities.pdf.
 3. Meeting Your Fiduciary Responsibilities. DOL. February 2012.
 4. Federal securities law has long recognized the difference between so-
phisticated institutional and high net worth investors and those controlling 
more modest sums. 
 5. Meeting Your Fiduciary Responsibilities. DOL. February 2012
 6. These rules could be violated if a recordkeeper’s funds were offered as 
investment alternatives and included in investment advisor service recom-
mendations.
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