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I.

Sources of ESOP Trustee’s Duties. The duties and powers of an ESOP trustee come
from several sources, including the following:
•

The Employee Retirement Income Security Act of 1974 (“ERISA”), including its
fiduciary duty and prohibited transaction rules

•

The plan document for the ESOP

•

The trust agreement for the trust holding the ESOP’s assets (which may be
combined with, and made a part of, the plan document, or may instead be separate
and distinct from the plan document)

•

Other agreements, including shareholder agreements and agreements with service
providers, such as agreements with recordkeepers, auditors, valuation companies
(independent appraisers), custodians (for example, if a financial institution serves
as custodian), and investment managers (for non-company stock assets)

•

Loan documents relating to an exempt loan

•

Laws other than ERISA, such as those affecting corporate governance, the role and
rights of shareholders, and possibly those concerning the ability of entities that are
not trust companies to serve as a trustee

•

Corporate bylaws or other corporate governance documents (to the extent they
describe the role and power of shareholders)

A.

Selected Duties of Importance. The following are some of the responsibilities of
an ESOP trustee that are of particular importance:
•
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•

•

Voting employer securities in the ESOP that are not required to be passed
through to participants under the federal Tax Code and are not otherwise
passed through to participants under the terms of the plan document
•

The DOL has said that the “fiduciary act of managing plan assets
that are shares of corporate stock includes the management of voting
rights appurtenant to those shares of stock.” 29 CFR § 2509.08-2

•

This obligation to vote employer securities will typically include
responsibility for electing the company’s board of directors

Managing, or properly overseeing the management of, investments of the
ESOP that are in assets other than employer securities
•

This may include the retention of an investment consultant, and
possibly one or more investment managers if participants are not
allowed to choose how the non-employer security assets in their
accounts are to be invested

•

Where participants are allowed to choose how the non-employer
security assets in their accounts are invested, the trustee’s
responsibilities will typically include the selection of an array of
investment options to be offered to participants

•

Appropriate communications with participants, such as those relating to the
value of participants’ accounts (including the value of company stock), the
distribution of summary plan descriptions and updates to those SPDs,
information about participants’ investment options for non-employer
securities, and fee disclosures

•

Ensuring that only reasonable and appropriate expenses are paid for from
plan assets

•

Making, or provide for others to make, distributions to participants, possibly
as directed by the plan administrator

•

Having an understanding of the key terms of the plan document, trust
agreement (if separate from the plan document), and loan documents in the
case of an exempt loan

•

Having a working understanding of ERISA’s fiduciary duty and prohibited
transaction rules, with particular sensitivity to the avoidance of conflicts of
interest

Payment of Plan Expenses from Plan Assets. When the Department of Labor
informs a plan’s fiduciaries that the Department intends to conduct a plan audit,
one issue of potential concern may be the propriety of the plan’s payment of
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expenses from plan assets. This is an issue that is commonly explored during audit
and the relevant legal rules are not always well understood by fiduciaries. In
general, for an expense to be properly payable from plan assets, the following
conditions must be met:
•

Plan Provision. Payment of the expense must be authorized under (or at
least not be inconsistent with) the terms of the plan.

•

Proper Expense for Payment from the Plan. The expense must be of a
type proper for payment from plan assets. In particular, the expense must
not be a settlor expense. This “proper expense” rule has been the
requirement with respect to which the available guidance has been most
obtuse (and somewhat sparse). Recent guidance from the Department of
Labor has, however, gone far toward clarifying the types of expenses
appropriate for payment from plan assets.

•

No Prohibited Transaction. The payment must not constitute a
prohibited transaction. This is of particular concern where the payment is
made to the plan’s sponsoring employer.

For a fuller explanation of the rules concerning when expenses may be paid from
the assets of the plan subject to ERISA, such as an ESOP, see the outline at
Appendix A.
B.

ERISA. ERISA imposes unusually stringent standards on the behavior of those
who serve as fiduciaries of employee benefit plans, such as ESOPs. A number of
courts quote a federal appeals court decision in Donovan v. Bierwirth (2d Cir.
1982), for the proposition that “the fiduciary obligations of the trustees to the
participants and beneficiaries of [an employee benefit] plan are those of trustees of
an express trust – the highest known to the law.” (Emphasis added.) 680 F.2d 263,
272 n. 8.
Trustee is Usually Fiduciary. The trustee of an ESOP (which may be a board of
trustees with several members) is very likely to be a fiduciary within the meaning
of ERISA. At least in part, this is because a trustee will typically exercise at least
some “authority or control respecting management or disposition of [the ESOP’s]
assets.” This makes one a fiduciary under the definition of the term set forth in
ERISA Section 3(21)(A).
A trustee might also be a fiduciary by reason of exercising “discretionary authority
or discretionary control respecting management of [the ESOP]” or by having any
“discretionary authority or discretionary responsibility in the administration of [the
ESOP].” ERISA § 3(21)(A).
Consistent with this, the Department of Labor, in Frequently Asked Questions
found on the DOL’s website says “[a] plan’s fiduciaries will ordinarily include the
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trustee.” More generally, the DOL, in its “Frequently Asked Questions About
Retirement Plans and ERISA” (the “DOL FAQs”), says the following:
Who is a fiduciary of a plan?
Many of the actions involved in operating a plan make the person or
entity performing them a fiduciary. Using discretion in
administering and managing a plan or controlling the plan's assets
makes the person a fiduciary to the extent of that discretion or
control. Thus, fiduciary status is based on the functions performed
for the plan, not just the person's title.
A plan must have at least one fiduciary (person or entity) named in
the written plan or through a process described in the plan, as having
control over the plan's operation. The named fiduciary can be
identified by office or by name. For some plans, it may be an
administrative committee or a company's board of directors.
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 committee), and those who select committee officials.
Attorneys, accountants, and actuaries generally are not fiduciaries
when acting solely in their professional capacities. The key to
determining whether an individual or an entity is a fiduciary is
whether they are exercising discretion or control over the plan.
Trustee’s Authority Under ERISA. ERISA says, with a few exceptions, that “all
assets of an employee benefit plan [such as an ESOP] shall be held in trust by one
or more trustees.” ERISA § 403(a). ERISA further provides that “the 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 ERISA’s
provisions for appointing investment managers].” Ibid. As to the ability to appoint
investment managers, ERISA says an employee benefit plan may provide “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.” ERISA § 402(c)(3).
“Exclusive Purpose” Requirement. In addition to ERISA’s general fiduciary
obligations, described below, ERISA provides generally that “the assets of a plan
shall never inure to the benefit of any employer and shall be held for the exclusive
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purposes of providing benefits to participants in the plan and their beneficiaries in
defraying reasonable expenses as administering the plan.” ERISA § 403(c)(1).
ERISA’s Fiduciary Duties. The DOL FAQs (referred to above) describe a
fiduciary’s responsibilities under ERISA in this way:
What are the responsibilities of a fiduciary?
Fiduciaries have important responsibilities and are subject to
standards of conduct because they act on behalf of participants in a
retirement plan and their beneficiaries. These responsibilities
include:
•

Acting solely in the interest of plan participants and their
beneficiaries and with the exclusive purpose of providing
benefits to them;

•

Carrying out their duties prudently;

•

Following the plan documents (unless inconsistent with
ERISA);

•

Diversifying plan investments; and

•

Paying only reasonable plan expenses.

The duty to act prudently is one of a fiduciary's central
responsibilities under ERISA. It requires expertise in a variety of
areas, such as investments. Lacking that expertise, a fiduciary will
want to hire someone with that professional knowledge to carry out
the investment and other functions. Prudence focuses on the process
for making fiduciary decisions. Therefore, it is wise to document
decisions and the basis for those decisions. For instance, in hiring
any plan service provider, a fiduciary may want to survey a number
of potential providers, asking for the same information and
providing the same requirements. By doing so, a fiduciary can
document the process and make a meaningful comparison and
selection.
More technically, the text of ERISA describes the duties of a fiduciary, such as an
ESOP trustee, in this way:
Section 404 FIDUCIARY DUTIES.
(a)

Prudent Man Standard of Care.
(1)
[A] fiduciary shall discharge his duties with respect
to a plan solely in the interest of the participants and
beneficiaries and –
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(A)

for the exclusive purpose of:
(i)
providing benefits to participants and their
beneficiaries; and
(ii)
defraying
reasonable
administering the plan

expenses

of

(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;
(C)
by diversifying the investments of the plan so as to
minimize the risk of large losses, unless under the
circumstances it is clearly prudent not to do so; and
(D)
in accordance with the documents and instruments
governing the plan insofar as such documents and
instruments are consistent with [ERISA].
C.

Plan Document. In addition to a trustee’s fiduciary obligations under ERISA, the
plan document for the ESOP may assign duties to the trustee, or provide the trustee
with powers. This will certainly be the case if there is no separate trust agreement,
where the trust provisions are instead incorporated into the plan document itself.
Possible Types of Plan Provisions. Plan provisions that may give a trustee
powers, or impose responsibility on the trustee, might include those requiring:
•

that employer contributions be paid to the trustee, and that the trustee be
accountable for the contributions received (and possibly for the collection
of contributions) (See DOL Field Assistance Bulletin 2008-01 (“FAB 200801”) in this regard)

•

the trustee to maintain or cause to be maintained for each participant a
record of the value of his or her interest in the assets of the trust (that is, the
participant’s account or accounts), and in this regard to credit to the
participant’s accounts the appropriate amounts, including contributions,
forfeitures, investment income, gains, and losses

•

the trustee to maintain, or cause to be maintained, different types of
accounts for different types of contributions (for example, separate rollover
accounts for participants rolling over monies to the plan)

•

The trustee to determine the net income or loss of the trust periodically,
typically no less frequently than annually or at such other times as the
trustee may determine
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•

the trustee, as of each valuation date (typically, at least annually), to value
the assets of the trust fund at their fair market value, and to determine and
allocate the net gain or loss of the trust fund from investments to the proper
account; this may include an obligation, using standard accounting
principles, to
•

determine the value of employer stock, typically by appropriate
retention, review, and monitoring the efforts of, an independent
appraiser

•

keep records as to the cost of company stock acquired by the plan
and unrealized appreciation attributable to that stock, so upon
distribution of stock to participants the participants may be informed
of the amount of any unrealized appreciation

•

the trustee, under some plans, to collect from the employer information
relating to the allocation of contributions and forfeitures, such as
compensation

•

the trustee to make appropriate distributions of benefits from the plan, and
to keep and provide appropriate distribution forms in this connection, as
well as to keep, or have kept, appropriate information concerning vesting

•

the trustee to make an appropriate search for “lost participants”

•

the trustee to handle any plan-to-plan transfers of benefits that are to occur

•

the trustee to handle responsibilities with respect to any rights of first refusal
the plan may have with respect to employer securities, and any assumption
of the rights and obligations of the employer with respect to put options
relating to distributed employer securities

•

the trustee, if the plan so provides, to segregate funds with respect to
amounts payable for the benefit of participants who terminate employment,
with the possible reinvestment of those amounts in investments other than
employer securities

•

the trustee to take appropriate direction from the plan administrator or
another named fiduciary, to the extent provided for under the plan
document, which may include direction with respect to the method of
benefit payment, identity of participants eligible for benefits, purchases of
employer stock, entering into an exempt loan, entering into agreements with
shareholders obligating those shareholders to sell shares of their stock to the
plan, the use of cash dividends on employer stock to make payments on an
exempt loan or be paid to participants and beneficiaries where the
requirements of Tax Code Section 404(k) would otherwise be met, and
using cash earnings with respect to shares of S corporation company stock
to make payments on an exempt loan or be allocated to participant’s account
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•

the trustee to return to the employer in a timely fashion contributions made
due to a mistake of fact or good faith mistake in determining the
deductibility of contributions (within one year after payment)

IRS Model Plan Language. In model ESOP plan language provided by the IRS
(set forth in the IRS’ “List of Required Modifications” or “LRMs”), the IRS
includes provisions under which an ESOP trustee has certain responsibilities with
respect to the voting of shares. Under that model language, where employer stock
is not a “registration-type class of securities” (a registration-type class of securities
is, generally, a class of securities that must be registered under the federal securities
laws, such as the stock of a publicly traded company), each participant or
beneficiary is entitled to direct the plan as to the manner in which voting rights
under the shares of employer stock allocated to his or her account are to be
exercised with respect to any corporate matter that involves the voting of the shares
with respect to the approval or disapproval of any corporate merger or
consolidation, recapitalization, reclassification, liquidation, dissolution, or sale of
substantially all assets of a trade or business. The IRS model language indicates
that a plan will meet these requirements if (a) the plan permits each participant one
vote with respect to the issue, and (b) the trustee votes the shares held by the plan
in the proportion determined by those participant votes.
The model IRS language also imposes rules concerning the trustee’s role with
respect to an exempt loan (generally, an exempt loan is a loan to the plan by a
“disqualified person,” or a loan to the plan that is guaranteed by a disqualified
person, and that meets various other requirements under which such loans are
permitted under ERISA’s prohibited transaction rules, typically in connection with
the plan’s purchase of employer stock). So, for example, the IRS model language
allows dividends paid in cash by a C corporation to be used, at the trustee’s
discretion, to make payments on an exempt loan the proceeds of which were used
to acquire the employer stock with respect to which the dividend is paid. If a
dividend paid with respect to employer stock that is allocated to a participant’s
account is used to make loan payments, employer stock with a fair market value at
least equal to the amount of the dividend used to make the payments on the loan
must be allocated to the participant’s account for the year the dividend would have
been allocated to the participant’s account if it were not used to make payments on
the loan.
In like fashion, the IRS model language provides that in the case of an S
corporation, earnings (as described in Tax Code Section 1368(a)) with respect to
employer stock (whether or not allocated to the accounts of participants) may be
used at the trustee’s discretion to make payments on the exempt loan used to acquire
that employer stock.
Other provisions of the IRS model plan language for ESOPs require that payments
made by the trustee with respect to an exempt loan in a plan year not exceed an
amount equal to the sum of (1) contributions (other than contributions of employer
stock) made under the plan to meet its obligations under the exempt loan, and (2)
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earnings attributable to collateral given for the exempt loan, and the investment of
those contributions received during or prior to the year less such payments in prior
years. These contributions and earnings must be accounted for separately in the
books of account of the ESOP until the exempt loan is repaid. Further, the IRS
model language includes a provision providing that in the event of a default upon
an exempt loan, the value of the plan’s assets transferred by the trustee in
satisfaction of the exempt loan must not exceed the amount of the default.
D.

Trust Agreement. The provisions of a separate trust agreement, or the trust
provisions embedded within an ESOP plan document will provide for duties and
powers of the trustee. These might include the power or duty to do some or all of
the following:
•

Keep and maintain accurate records of the trust fund and participants’
accounts

•

Receive, hold, invest, administer and distribute the trust fund in accordance
with the provisions of the plan

•

Hold legal title to the trust fund

•

Maintain accurate and detailed records and accounts of all transactions of
the plan, which shall be available at all reasonable times for inspection or
audit by any person designated by the employer and by any other person or
entity to the extent required by law

•

Prepare an annual report to the plan administrator with a complete
accounting showing the total assets of the trust as of the relevant valuation
date and the fair market value placed on each asset as of that date, as well
as a statement of purchases, sales, and any investment charges and all
income, expenses, and disbursements since the last such report, all to be
provided in such form and to contain such other information concerning the
plan and the administration thereof by the trustee as may be required in
writing by the employer, the plan administrator, or by regulations of the IRS
or Department of Labor

•

Prepare and furnish to each participant a statement showing debits and
credits to his or her account for the plan year

•

Upon written request by the employer or plan administrator prepare such
other reports, publications, statements, tax returns, and forms required to be
furnished to plan participants or filed with the Department of Labor or IRS

•

Invest the trust’s assets, in accordance with rules and restrictions in the trust
agreement, including the purchase and sale of employer stock and other
non-employer stock assets
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•

Hire investment counsel, advisors and agents to act on behalf of the trustee
and to delegate to those parties discretionary powers

•

Vote stock

•

Sign documents

•

Hire agents and legal counsel as reasonably necessary in collecting,
managing, administrating, investing, distributing and protecting the trust
fund or its assets, and provide for paying them reasonable compensation

•

Enter into contracts for the purchase of employer stock or agreements with
shareholders obligating those shareholders to sell their employer stock to
the trust (but not obligating the trust to buy those shares)

•

Hire legal counsel to advise the trustee

•

Pay expenses incurred by the trustee in connection with the administration
of the trust from trust assets (to the extent consistent with the plan and trust
documents and not impermissible under ERISA)

•

Take appropriate direction from the plan administrator or other named
fiduciary, to the extent provided under the plan or trust agreement and as
permitted under ERISA as to employer stock held in the trust, and to vote
those shares, possibly as directed by another party specified in the plan or
trust documents

•
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With respect to the voting of employer stock on any corporate matter
involving the approval or disapproval of a corporate merger or
consolidation, recapitalization, reclassification, liquidation,
dissolution, sale of substantially all of the assets of a trade or
business, or such similar transaction as the IRS prescribes in
regulations, allow each participant or beneficiary to direct the
trustee’s vote as to the shares of employer stock allocated to his or
her account as of the record date for determining shareholders
entitled to vote on the matter, to the extent required under Tax Code
Sections 401(a)(22) and 409(e)(2).



Follow participant and beneficiary voting directions, and vote shares
not allocated to participants’ accounts, such as those in a suspense
account in an ESOP that has purchased those shares with borrowed
monies, or not otherwise voted, in proportion to the manner in which
shares of employer stock voted by participants are voted

Retain a custodian to establish and maintain a custodial account in which
the trustee may hold cash, stock, bonds, and other assets
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II.

Internal v. External Trustee.
A.

Advantages of Internal Trustee. There are two primary advantages of having
individuals internal to the ESOP plan sponsor (such as the employer’s officers,
other employees, or board members) serve as trustee. (ERISA, incidentally,
explicitly indicates that its prohibited transaction rules do not prohibit an officer,
employee, agent, or other representative of the employer or any other “party in
interest” from serving as a fiduciary. ERISA § 402(c)(3).) The first advantage of
having an internal trustee is the ability to avoid paying fees to an external trustee,
such as a corporate trustee. It is important to note that ERISA prohibits a plan from
compensating a fiduciary, such as a trustee, who already receives full-time pay from
an employer (or association of employers) whose employees are participants in the
plan, or from a union (or other employee organization) whose members are
participants in the plan, although these individuals may receive reimbursement of
direct expenses “properly and actually incurred” and not otherwise reimbursed.
ERISA § 408(c)(2); DOL Reg. § 2550.408(c)(2)(b)(2).
Second, in addition to saving the cost of an external trustee’s fees, an internal
trustee offers the distinct advantage of having better knowledge of the company, its
workforce, and its culture than would an external trustee. This can be of particular
value when an ESOP holds more than half of the company’s voting stock or
otherwise has effective control of the company.

B.

Advantages of External Trustee. Having an external corporate trustee offers a
number of advantages over the use of an internal trustee, including the following:
1.

Corporate Trustees Work with Qualified Plans Regularly. There are
numerous legal and administrative restrictions that must be considered
when operating an ESOP (or other qualified retirement plan). Under
ERISA, a plan trustee, as a fiduciary of a qualified plan, must utilize the
care, skill and diligence of a reasonably prudent person who is familiar with
the types of matters to be considered. This standard will be easier to satisfy
if the trustee has specialized competence in the rules for operating qualified
plans. A corporate trustee is more likely than an individual to have the
focus, time, and resources necessary to stay abreast of the wide scope of
(and ever-changing) rules and regulations affecting ESOPs (and other
qualified plans). That is the corporate trustee’s business.
Also, with a corporate trustee, the plan benefits from the pool of knowledge
and experience available within that institution, rather than the more limited
knowledge and experience available from a single individual. Finally,
because corporate trustees deal with qualified plans regularly, they are more
likely to have regular processes and procedures in place for dealing with
plan issues, making it less likely that a trustee duty or responsibility will be
inadvertently overlooked.
For this same reason, time-consuming
administrative duties of a trustee, such as figuring taxes or generating
certain required reports, may be handled more efficiently by a corporate
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trustee with the programs and procedures in place for regularly handling
trustee administration.
2.

Corporate Trustees Are Less Likely To Have, Or Be Seen As Having, A
Conflict Of Interest. As a plan fiduciary, the trustee must act for the
exclusive benefit of plan participants and beneficiaries. An outside
corporate trustee is less likely to be viewed as having any conflict of interest
when handling plan assets. An internal trustee will, of course, be related to
the plan sponsor in some manner, whether as a director, corporate officer,
or employee. It is likely he or she will also be a participant in the plan,
possibly with a large account balance. Even if this individual is able to
separate his or her role as a corporate officer or director and plan participant
from his or her duty to act in the best interest of all plan participants, other
plan participants may still perceive a conflict. With a corporate trustee, plan
participants can feel more confident that plan assets will be used only for
plan benefits, and not for other corporate interests.

3.

Trustees Get Sued. When things take a wrong turn with an ESOP (or other
qualified plan), and individuals look for someone to sue, an obvious choice
is the plan’s trustee. Having a corporate trustee may deflect liability from
the plan sponsor. When a disgruntled plan participant decides to sue, it may
be more likely that he or she will go after the deep pockets of a corporate
trustee, rather than a smaller company sponsoring the qualified plan. Also,
if there is litigation, a corporate trustee is more likely to have the resources
and experience to organize a successful legal defense.

4.

Trustee Responsibilities Cannot Be Delegated. While many non-trustee
fiduciary duties may be delegated (if the plan document allows such
delegation), “trustee responsibilities” – which are any responsibilities in the
trust agreement to manage or control the assets of the plan – cannot be
delegated. Therefore, an individual trustee, while he or she can seek
advisors, cannot him or herself dispose of his or her trustee responsibilities.
Non-trustee fiduciary responsibilities can be spread over a broader base
through delegation, but that is not the case for trustee responsibilities. A
trust agreement (or plan document) may, however, authorize a named
fiduciary to appoint an investment manager, which may effectively remove
some investment responsibilities from the trustee, and may provide for the
trustee to be subject to the proper direction of a named fiduciary.

5.

Directed Corporate Trustee: A Hybrid Approach. If the plan sponsor wishes
to enjoy the advantages of a corporate trustee’s greater experience and
knowledge, but still wants to have input regarding the management of plan
assets, this can be accomplished with a directed corporate trustee. A plan
may provide that the trustee is subject to the direction of a fiduciary that is
not a trustee, or to the direction of an appointed investment manager. With
a directed corporate trustee relationship, the plan can benefit from some of
the advantages of a corporate trustee, (e.g., competence and experience, a
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lesser perceived conflict of interest, and a broader base of potential litigation
targets) while still maintaining control over the investment of the plan’s
assets. For this reason, some plan sponsors find the directed corporate
trustee relationship to be the most attractive choice.
III.

Legal Liability of Trustees.
A.

Liability and Limitations of Liability
•

•
•
•

•

•
•
•
•

B.

When a fiduciary’s breach of duty results in a loss to the plan, the fiduciary
becomes personally liable to make good to the plan any loss resulting from
the breach. ERISA § 409(a). The fiduciary must also restore to the plan
any profit he or she made through use of the plan assets. Further, a court
may grant equitable relief, including an injunction or removal of the
fiduciary from his or her position.
The Secretary of Labor, plan participants, beneficiaries, and fiduciaries
may sue a fiduciary for a breach of his or her duties. ERISA § 502(a).
A court may award attorneys’ fees and the costs of the action to the other
party (unless the suit is brought by the DOL). ERISA § 502(g).
Penalty for Fiduciary Breach – 20 percent of amount recovered because
of breach of fiduciary duty or certain other violations of ERISA. Applies
both to the fiduciaries and to non-fiduciaries who knowingly participate in
a fiduciary breach or certain other violations of ERISA. ERISA § 502(l).
Prohibited Transaction Penalty – 5 percent (15 percent for ESOPs and
other qualified retirement plans) of amount involved. If not corrected
within 90 days after notice from the Secretary of Labor, can be increased
to 100 percent of amount involved. ERISA § 502(i).
Exculpatory clauses are prohibited, but fiduciaries may be indemnified
against loss by a party other than the plan. ERISA § 410.
Plan may purchase fiduciary liability insurance to cover its losses. But the
policy must permit recourse by the insurer against the fiduciary who
breached his duties. ERISA § 410(b)(i).
Fiduciary may purchase his own insurance, or an employer or employee
organization may purchase it for the fiduciary. ERISA § 410(b)(2) and
(3).
Legal Fees – A fiduciary who is successfully sued for a breach of fiduciary
duty or prohibited transaction generally may not recover his legal expenses
from the plan. Generally, a plan may reimburse a fiduciary for his defense
or a suit alleging breaches of fiduciary duties, where the fiduciary is
successful in defending the suit and any related criminal or civil suits.

Liability for Breach of Co-Fiduciary (ERISA Section 405)
•

{00067246v1}

A fiduciary is liable for a co-fiduciary’s breach of duty if:
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•

He or she participates knowingly in, or knowingly undertakes to
conceal, an act or omission of such other fiduciary, knowing such
act or omission is a breach.
“In the first instance, a fiduciary must have
knowledge of the misconduct of another fiduciary
and also must participate in the impropriety himself
or undertake to conceal the impropriety of the other.
This kind of liability is premised on action and not
on lack of it.” Chadwick & Haas (1978).

•

By his or her failure to comply with a general fiduciary duty (e.g.,
the prudent expert rule) in the administration of his or her specific
responsibilities which give rise to his or her status as a fiduciary, he
or she has enabled such other fiduciary to commit a breach.
“In the second case, liability occurs when a fiduciary,
through failure to adhere to the general prudent man
rule, allows a breach of duty by his fellow fiduciary.
The Conference Report cites an example of two cotrustees jointly managing the plan assets. Trustee A
improperly allows Trustee B to have custody of all
the assets and makes no inquiry as to Trustee B’s
conduct. If B is thereby enabled to sell the property
and embezzle the proceeds, A is liable for a breach
of fiduciary duty.
The potential for liability under this provision is
considerable. Trustees and other fiduciaries must
recognize that they not only must be prudent with
respect to the conduct of their own affairs, but also
must be vigilant as to the conduct of other
fiduciaries.” Chadwick & Haas (1978).

•

He or she has knowledge of a breach by another fiduciary, unless he
or she makes reasonable efforts under the circumstances to remedy
the breach.
“Liability in the third case arises when a fiduciary
has knowledge of a breach of duty by a fellow
fiduciary and fails to take reasonable efforts to
remedy that breach. The critical element is what is
“reasonable.” It is difficult to give precise guidance
because the necessary steps will hinge on the
circumstances of the particular case. However, The
Conference Report does give some indication of the
conduct expect.
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The Conference Report states that a trustee may be
required to cure a co-fiduciary’s impropriety,
assuming that the trustee has the proper authority.
Alternatively, a trustee might be required “to notify
the plan’s sponsor of the breach, or to proceed to an
appropriate federal court for instructions, or to bring
the matter to the attention of the Secretary of Labor.”
The Conference Report further states that the proper
remedy will turn on the facts and circumstances
involved in each case and “may be affected by the
relationship of the fiduciary to the plan and to the cofiduciary, the duties and responsibilities of the
fiduciary in question, and the nature of the breach.”
These comments seem to imply that affirmative
action is required. A mere negative vote against the
improper action or a resignation by the trustee who
believes misconduct is occurring probably will be
deemed too passive and therefore in insufficient
response.
The political consequences for the
“virtuous” trustee may, of course, be unpleasant, but
they appear inevitable. A trustee’s or another
fiduciary’s potential liability for breach of duty by a
co-fiduciary is the same as that of a breach of a
prudent man rule or any of his or her other duties.”
Chadwick & Haas (1978).
•

Fiduciaries will be jointly and severally liable for their fiduciary breaches.
•

•

ERISA does not provide for the recovery of monetary make-whole
damages from a non-fiduciary who knowingly participates in a fiduciary’s
breach.
•
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Courts are divided on whether a less-culpable fiduciary has a right
to contribution or indemnity from another fiduciary.

Some courts have held that there is no cause of action at all under
ERISA – not even a claim for appropriate equitable relief – against
a non-fiduciary for knowing participation in a fiduciary breach.
See, e.g., Renfro v. Unisys Corp., 671 F.3d 314, 325 (3d Cir. 2011)
and Reich v. Compton, 5 F.3d 270, 284 (3d Cir. 1995) (taken
together, holding that neither ERISA § 502(a)(3) nor § 502(a)(5)
authorize lawsuits against “nonfiduciaries charged solely with
participating in a fiduciary breach,” citing dictum in Mertens v.
Hewitt Assocs., 508 U.S. 248, 260). Note, however, that a
nonfiduciary may be liable for knowingly participating in a
prohibited transaction. Harris Trust & Sav. Bank v. Salomon
Smith Barney Inc., 530 U.S. 238, 241.
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C.

Prohibited Transactions (ERISA Section 406)
•

ERISA’s prohibited transaction rules codify rules prohibiting conflicts of
interest and prohibit transactions involving self-dealing or a breach of duty
of loyalty.

•

The rules apply even if dealings benefit both the plan and the party of
interest.

•

ERISA §406(a)(1) prohibits a fiduciary from causing a plan to engage in a
transaction if he knows (or should know) that the transaction constitutes a
direct or indirect:
•
•
•
•
•

•

“Party in Interest” includes:
•
•
•
•
•
•
•
•
•
•

•

any administrator, officer, trustee, custodian, counsel, or employee
of a plan;
a fiduciary;
any person providing services to a plan;
the employer of covered employees;
an employee organization whose members are covered;
an owner, direct or indirect, of 50 percent or more of the employer;
certain relatives of parties in interest;
certain other related corporations, partnerships, trusts, or estates
employees, officers, directors, or 10 percent shareholders (directly
or indirectly) of service providers, employers, organizations, 50%
owners, or related entities described above; and
certain 10 percent partners or joint venturers of service providers,
employers, employee organizations, 50% owners, or related
entities described above.

Exemptions to prohibited transaction rules:
•
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sale, exchange, or lese of property with a party in interest;
lending of money or extending credit to or from a party in interest;
furnishing of goods, services, or facilities to a party in interest;
transfer of assets to or use of assets by or for the benefit of a party
in interest; or
acquisition or retention of any qualifying employer security or
employer real property in violation of ERISA §407(a).

ERISA Section 408 provides exemptions to prohibited transactions,
including exemptions permitting:
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1.

2.

3.
4.
•

ERISA also required the Secretary of Labor and the Secretary of the
Treasury to establish a procedure for consideration of additional
exemptions from prohibited transactions, but prohibits granting any
exemptions which are not:
1.
2.
3.

•

administratively feasible;
in the interests of the plan and of its participants and
beneficiaries;
protective of the rights of the plan’s participants and
beneficiaries.

A fiduciary may not:
•
•
•

D.

arrangements with a party in interest for office space, or
legal, accounting, or other necessary services for the plan,
if no more than reasonable compensation is paid;
loans by a plan to parties in interest who are participants or
beneficiaries if they are available on a nondiscriminatory
basis, bear a reasonable rate of interest, are adequately
secured, and are made in accordance with plan rules;
certain (“exempt”) loans to ESOPs;
certain acquisitions or sales of “qualifying employer
securities.”

deal with the assets of a plan in his own interest or for his own
account;
act on behalf of party whose interests are adverse to the plan or plan
participants or beneficiaries; or
receive any consideration for his own personal account from any
party dealing with the plan in connection with a transaction
involving the assets of the plan.

ERISA-Related Provisions of Federal Criminal Code. There are a number of
criminal provisions in federal law affecting those who deal with employee benefit
programs. The most important, and most frequently used, are the ERISA-related
provisions of the federal criminal code, though there are also some criminal
provisions in Title I of ERISA. Most prosecutions (and convictions) occur under
the (a) embezzlement, (b) falsification of documents, and (c) kickback provisions
described below.
1.
Embezzlement. The federal criminal code prohibits any person from
embezzling or stealing assets of an employee benefit plan subject to ERISA. In
particular, 18 U.S.C. Section 664 provides as follows:
§ 664. Theft or embezzlement from employee benefit plan.
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Any person who embezzles, steals, or unlawfully and willfully
abstracts or converts to his own use or to the use of another, any of
the moneys, funds, securities, premiums, credits, property, or other
assets of any employee welfare benefit plan or employee pension
benefit plan, or of any fund connected therewith, shall be fined under
this title, or imprisoned not more than five years, or both.
As used in this section, the term “any employee welfare benefit plan
or employee pension benefit plan” means any employee benefit plan
subject to any provision of title I of the Employee Retirement
Income Security Act of 1974.
2.

Falsification of Documents. It is a federal crime to knowingly make false
statements, or conceal or fail to disclose facts, in documents required to be
published under Title I of ERISA, or to be kept as part of a plan’s records
or certified to a plan administrator. This is described in 18 U.S.C. Section
1027, as follows:
§ 1027. False statements and concealment of facts in
relation to documents required by the Employee
Retirement Income Security Act of 1974.
Whoever, in any document required by title I of the Employee
Retirement Income Security Act of 1974 (as amended from time
to time) to be published, or kept as part of the records of any
employee welfare benefit plan or employee pension benefit plan,
or certified to the administrator of any such plan, makes any false
statement or representation of fact, knowing it to be false, or
knowingly conceals, covers up, or fails to disclose any fact the
disclosure of which is required by such title or is necessary to
verify, explain, clarify or check for accuracy and completeness
any report required by such title to be published or any
information required by such title to be certified, shall be fined
under this title, or imprisoned not more than five years, or both.

3.

Kickbacks. In perhaps the most important of the criminal provisions
relating to ERISA covered benefit plans, 18 U.S.C. Section 1954 prohibits
persons from soliciting or receiving, or offering or paying, bribes or
kickbacks. The provision, 18 U.S.C. Section 1954 provides as follows:
§ 1954. Offer, acceptance, or solicitation to influence
operations of employee benefit plan.
Whoever being-(1)
an administrator, officer, trustee, custodian, counsel,
agent, or employee of any employee welfare benefit plan or
employee pension benefit plan; or
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(2)
an officer, counsel, agent, or employee of an
employer or an employer any of whose employees are
covered by such plan; or
(3)
an officer, counsel, agent, or employee of an
employee organization any of whose members are covered
by such plan; or
(4)
a person who, or an officer, counsel, agent, or
employee of an organization which, provides benefit plan
services to such plan
receives or agrees to receive or solicits any fee, kickback,
commission, gift, loan, money, or other 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 kickback, commission, gift, loan, money, or thing
of value prohibited by this section, shall be fined under this
title or imprisoned not more than three years, or both:
Provided, That this section shall not prohibit the payment to
or acceptance by any person of bona fide salary,
compensation, or other payments made for goods or
facilities actually furnished or for services actually
performed in the regular course of his duties as such person,
administrator, officer, trustee, custodian, counsel, agent, or
employee of such plan, employer, employee organization, or
organization providing benefit plan services to such plan.
As used in this section, the term (a) “any employee welfare
benefit plan” or “employee pension benefit plan” means any
employee welfare benefit plan or employee pension benefit
plan, respectively, subject to any provision of title I of the
Employee Retirement Income Security Act of 1974, and (b)
“employee organization” and “administrator” as defined
respectively in sections 3(4) and (3)(16) of the Employee
Retirement Income Security Act of 1974.
E.

Delegation and Allocation of Fiduciary Duties (ERISA Section 405(c) and
402(c))
•

Trust agreements (or plan documents) may provide:
•
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for procedures for allocating fiduciary responsibilities (other than
trustee responsibilities) among named fiduciaries (Trustee
responsibilities are those responsibilities provided in the plan’s trust
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•
•

•

•
F.

If a delegation is proper, the fiduciary is not liable unless the fiduciary
breaches his duties in connection with the allocation or designation.

Bonding (ERISA Section 412)
•

G.

agreement to manage or control the assets of the plan, other than a
power of a named fiduciary to appoint an investment manager);
for procedures for named fiduciaries to designate persons other than
named fiduciaries to carry out fiduciary responsibilities (other than
trustee responsibilities);
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 the plan;
that a named fiduciary, or a fiduciary designated by a named
fiduciary pursuant to a plan procedure under the first example
above, may employ one or more persons to render advice with
regard to any responsibilities such fiduciary has under the plan.

Every fiduciary and every person who handles funds or other property of a
welfare or pension plan must be bonded in an amount equal to at least 10
percent of the amount of the funds handled, with a minimum bond of $1,000
and a maximum bond of $500,000 ($1,000,000 in the case of plans holding
employer securities).

Indemnification Complications. The Department of Labor (“DOL”) has been
fairly aggressive in asserting that an employer may not indemnify fiduciaries
against claims of fiduciary breach concerning the employer’s ESOP or other plan
holding a substantial interest in the employer’s stock. The DOL has, one assumes,
been emboldened in this regard by a couple of cases from 2009, as well as more
recent developments. This has included the DOL’s ability to negotiate settlements
in which defendants have agreed not to seek to enforce the provisions of
indemnification agreements favoring them. Below are a few examples of
developments that raise a question about the permissibility of indemnification for
fiduciary breaches where the plan holds stock of the employer/plan sponsor:
Indemnification by Company Where ESOP Owns Substantial Interest. The
Ninth Circuit concluded that an ESOP-owned company was prohibited from
indemnifying a fiduciary against claims of fiduciary breach. Johnson v. Couturier,
572 F.3d 1067, 47 EBC 1449 (9th Cir. 2009). The case concerned a company’s
President who, together with his fellow directors, diverted almost $35 million of
corporate assets – at least a third of the corporation’s value – to the President’s own
possession through the buyout of deferred compensation agreements. The plaintiffs
were participants in the company’s ESOP. They filed suit against the President and
two other directors alleging, among other things, that the defendants had breached
their fiduciary duties under ERISA in agreeing to compensate the President in this
way. In response to the defendants’ argument that the setting of executive
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compensation is a business decision not subject to ERISA, the court said where an
ESOP fiduciary also serves as a corporate director or officer, imposing ERISA
duties on business decisions from which that individual could directly profit may
be appropriate.
The court held that ERISA Section 410(a) prohibited the company from
indemnifying the defendants. It therefore upheld the district court’s injunction
prohibiting the company from advancing defense costs to the President (and
freezing the President’s assets). In so ruling, the court acknowledged that corporate
assets may not be plan assets, but said in this case the impact on plan participants
of indemnifying the defendants would have been direct because the company was
being liquidated. Since the company was being liquidated any proceeds taken from
the company’s remaining funds to pay the defendants’ defense costs would, dollarfor-dollar, reduce the funds available for distribution to ESOP participants. That
is, the advancement of fees to the defendants would be “tantamount to asking ESOP
participants to pay for Defendants’ defense costs.”
In a later district court decision, the Northern District of California refused to
enforce a company’s agreement to indemnify its ESOP trustee. As in Couturier,
the court concluded that to do so would violate ERISA’s prohibition on the
exculpation of fiduciaries (found in ERISA Section 410). Fernandez v. K-M Indus.
Holding Co., Inc., 646 F.Supp.2d 1150, 48 EBC 1301 (N.D. Cal. 2009). In
Fernandez, all the parties to ESOP fiduciary litigation other than the trustee had
previously settled, and the plaintiffs agreed to forego any recovery from the trustee
to the extent the company (or certain other defendants) was obligated to indemnify
the trustee. The court refused to distinguish the Ninth Circuit’s holding in
Couturier, where, recall, the Ninth Circuit held that a company’s agreement to
indemnify its ESOP trustee was unenforceable. The court refused to distinguish
Couturier even though in that case the company was in the process of liquidation,
which presented a stronger argument for not allowing indemnification since there
would have been a direct dollar-for-dollar reduction in the amounts received by
ESOP participants for any dollars used in indemnifying the trustee. In contrast, in
Fernandez the effect of indemnification on plan participants would have been more
remote. In particular, in Fernandez the ESOP owned only 42 percent of the
company, so other shareholders would have borne a portion of the cost of any
indemnification.
Sierra Aluminum Company Settlement: Perez v. GreatBanc Trust Co.
GreatBanc Trust Company entered into a settlement agreement with the
Department of Labor in connection with fiduciary claims made by the DOL relating
to the purchase by Sierra Aluminum Company’s ESOP of Sierra Aluminum
Company stock. The settlement was approved by the federal district court for the
Central District of California on June 2, 2014 (Case No. 5:12-CV-01648).
The settlement was notable because not only did it involve a payment by GreatBanc
and its insurers of over $4.7 million to the Sierra ESOP, and a payment to the DOL
of a Section 502(l) payment in the amount of over $477,000, the settlement also
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established a lengthy set of procedures that GreatBanc agreed to follow whenever
serving as a trustee or other fiduciary of an ESOP (subject to Title I of ERISA) in
connection with transactions in which the ESOP is purchasing or selling, is
contemplating purchasing or selling, or receives an offer to purchase or sell,
employer securities that are not publicly traded.
The DOL alleged that GreatBanc failed to adequately inquire into an appraisal that
presented unrealistic and aggressively optimistic projections of Sierra’s future
earnings and profitability. The DOL asserted that GreatBanc failed to investigate
the creditability of the assumptions, factual bases, and adjustments to financial
statements that went into the appraisal. And the DOL alleged that GreatBanc asked
for a revised valuation opinion in order to reconcile the ESOP’s higher purchase
price with the lower fair market value of the company stock.
As to the payment of over $4.7 million to the Sierra ESOP, the settlement
agreement calls for GreatBanc’s insurers to pay $3.25 million of that amount, and
for GreatBanc to pay the balance together with the Section 502(l) payment over a
three-year period. Although Sierra and GreatBanc had an indemnification
agreement under which Sierra may have been required to pay GreatBanc’s
attorney’s fees, costs, and expenses incurred in connection with the DOL’s lawsuit
and underlying investigation, as part of the settlement GreatBanc agreed not to seek
or accept indemnification from the company or to use any assets of the company or
the company’s ESOP for any payments to be made under the settlement agreement
or for any expenses, including attorney’s fees, associated with the negotiation,
consideration, documentation, or implementation of a settlement incurred after a
particular date (which was May 20, 2014).
Indemnification Agreements and Arbitration: Schafer v. Multiband Corp. In
an interesting opinion (though not recommended by the court for publication), the
Sixth Circuit Court of Appeals refused to vacate an arbitrator’s decision that an
indemnification agreement in favor of ESOP fiduciaries was invalid. Schafer v.
Multiband Corp., 551 Fed. Appx. 814 (6th Cir. 2014) (unpub.). The case involved
a putative indemnification obligation of a company, Multiband Corp., that had
purchased a holding company that maintained an ESOP. The holding company had
been formed when four entities, some of which had themselves maintained ESOPs,
exchanged their ownership interests for shares of stock in the holding company,
and the holding company became the parent company of all four entities. The
holding company then formed its own ESOP.
The dispute concerned two directors of the holding company who were also trustees
of some of the ESOPs. The Department of Labor asserted that the trustees had
breached their fiduciary duties by allowing various ESOPs to purchase company
stock at inflated prices.
The DOL offered to settle the lawsuit for $42 million. Pursuant to the terms of
indemnification agreements, the two trustees requested that Multiband which was
the company that had purchased the holding company, indemnify them. Multiband
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refused. The DOL later filed suit against the trustees, and without admitting
liability, the trustees agreed to pay $1.45 million each. The trustees again requested
indemnification from Multiband, and Multiband refused to pay.
The two trustees filed an arbitration complaint against Multiband for its refusal to
indemnify them (arbitration was required under the terms of the indemnification
agreements). Multiband asserted that the agreements were void as against public
policy under Section 410(a) of ERISA, which is the provision prohibiting
exculpatory provisions. The arbitrator ruled in favor of Multiband and against the
two former trustees, saying the indemnification agreements were invalid.
Apparently the arbitrator, though acknowledging the permissibility of the purchase
of fiduciary liability insurance, concluded that, at least in the context of ESOPs,
indemnification agreements are not permitted.
The Sixth Circuit said the arbitrator’s holding was inconsistent with Sixth Circuit
precedent, and that the “arbitrator’s decision would doubtless be reversed if it were
a court decision under the precedent of this court, because the arbitrator’s reading
of the relevant section of ERISA is contrary to our precedent.” The court noted that
the arbitrator had, however, cited some court decisions outside the Sixth Circuit
where indemnity agreements had been invalidated “because they would have some
sort of financial impact on the plan itself,” citing Johnson v. Couturier, 572 F.3d
1067, 1080 (9th Cir. 2009); Donovan v. Cunningham, 541 F. Supp. 276, 289 (S.D.
Tex. 1982) rev’d in part on other grounds, 716 F.2d 1455 (5th Cir. 1983); and
Fernandez v. K-M Indus. Holding Co., 646 F.Supp.2d 1150 (N.D. Cal. 2009) (all
voiding agreements to indemnify ESOP fiduciaries as functionally equivalent to the
plan providing the indemnification). But the court observed that the arbitrator made
no finding that the indemnity in the instant case could adversely affect the interest
of the victims of the trust violation. In fact, the company from which
indemnification was sought was a purchaser of the holding company and
effectively, as the court characterized it, “a third party stranger to the ESOP.” The
arbitrator’s analysis was apparently not that the indemnity could adversely affect
the interest of plan participants, but instead simply that reimbursement not clearly
identified as “insurance” is not permitted under ERISA.
Even though the Sixth Circuit was clear that it thought the arbitrator’s decision was
wrong, the court refused to vacate the arbitrator’s decision. It described the very
narrow standards under which an arbitrator’s decision can be vacated under the
Federal Arbitration Act (“FAA”). As the court put it:
When courts are called on to review an arbitrator’s decision, the
review is very narrow; it is one of the narrowest standards of judicial
review in all of American jurisprudence.
The court observed that it is not firmly settled whether a court can vacate an
arbitrator’s award when the arbitrator’s decision is so clearly contrary to established
law that it was in “manifest disregard” of the law. But even assuming that manifest
disregard of the law is a basis for vacating an arbitrator’s decision, the Sixth Circuit
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said “manifest disregard of the law” requires more than the arbitrator making an
error of law. Where an arbitrator relies on a “colorable meaning” of the words of
the statute, as the Sixth Circuit said the arbitrator did in interpreting ERISA in the
case at hand, court precedent to the contrary is not necessarily determinative. Court
holdings bind courts and agencies whose decisions are appealable to those courts,
but an arbitrator, though he or she cannot reject the law, can disagree with a court’s
precedent without being considered to disregard the law.
DOL Settlement: Overpayment for Stock and Indemnification by ESOPOwned Company (People Care Holdings, Inc.) The Department of Labor
announced on January 22, 2014, a $10 million settlement agreement with People
Care Holdings, Inc. and former owners who sold the company to their employees
through creation of an ESOP. The DOL claimed that the company and two former
owners breached their fiduciary duties by permitting the ESOP to purchase the
company’s stock from the former owners for more than its fair market value.
Specifically, the DOL claimed that the company and former owners breached their
fiduciary duties by failing to correct unrealistically optimistic projections of the
company’s future earnings and profitability, even after the company lost a key
municipal contract. (The company is a home-care agency that provides caregiving
services, such as meal preparation, laundry, shopping, housekeeping,
companionship and medical assistance, with facilities in New York and New
Jersey. Its ESOP had approximately 4,655 participants.)
The DOL also claimed that the stock purchase agreement included an
indemnification agreement that was invalid because it would require the company,
which was entirely owned by the ESOP, to pay costs incurred by the selling
shareholders in connection with any investigation or litigation.
Under the terms of the settlement agreement, the two former owners agreed to pay
just over $9 million to the ESOP and a civil penalty of just over $900,000.
IV.

Two Nettlesome Issues.
A.

Internal Trustee’s Interaction with Company’s Board of Directors. The
relative responsibilities of, and relationship between, (a) an ESOP’s trustee (or
board of trustees), and (b) the company’s board of directors, can be confusing, and
sometimes contentious and perilous. As a general matter, the ESOP is a
shareholder, and perhaps the sole shareholder, of the company. In that role, the
ESOP will, among other things, typically have the authority and responsibility to
elect, and perhaps remove, members of the company’s board of directors.
Board of Directors. The company’s board of directors traditionally will choose
the company’s chief executive officer (and remove the CEO, when it thinks
appropriate), develop high level and long term corporate strategy consistent with
enhancing the company’s value, and nominate candidates to run for election to the
board. The particular duties of a board of directors will normally be determined
under the company’s bylaws and other governing corporate documents.
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In addition to the role just described, the company’s board of directors (or
committees of the board) may have the power to amend or terminate the ESOP,
make modifications to the company’s bylaws (including those affecting the
composition, duties, and terms of board members), and, quite importantly, select,
remove, and monitor the ESOP’s trustee. Under what many believe to be best
practices for boards of directors, a board does not try to manage the day-to-day
operations of the company, instead leaving that to the company’s management,
under the direction of the CEO appointed (and subject to removal) by the board.
A smaller privately held company’s board will sometimes engage in more of the
day-to-day activities of the company than “best standards” may suggest is
appropriate. In addition, the best standards for boards of directors typically call for
a large portion, often a majority, of the board members to be “outside” directors –
that is, individuals who are not officers or other employees of the company. This,
however, is less likely to be the case for boards of small privately held companies,
in part due to the difficulty in finding capable outside directors to serve on those
boards.
Legal Standard for Behavior. In understanding the distinction between the
powers and duties of an ESOP’s trustee on the one hand, and the company’s board
of directors on the other, it is also important to understand that while a trustee is
subject to the very strict standards of conduct set forth in ERISA’s fiduciary (and
prohibited transaction) rules, the propriety of a board of directors’ actions is
typically measured by a much more forgiving “business judgment rule,” which
normally requires only that the board’s actions be consistent with the judgment of
an ordinarily prudent person.
Conflicts of Interest. Conflicts of interest may arise where an internal ESOP
trustee also serves on the company’s board of directors. In some circumstances,
these conflicts of interest may make it difficult for the internal trustee to abide by
ERISA’s fiduciary and prohibited transaction rules. Perhaps the most apparent
conflict, and a not uncommon one, relates to the sometimes “circular” (a) power of
the trustee to vote the ESOP’s shares in determining board members, and (b) the
board’s traditional power to appoint and remove the trustee (or members of the
board of trustees). This can lead to a conflict of interest, particularly where there
is a substantial overlap between the board of directors and board of trustees. In that
event there may appear to be a self-perpetuating body of individuals running the
company that is hard to disrupt when a change in leadership might be best for the
company and ESOP participants. It is probably not impossible to comply with
ERISA’s fiduciary and prohibited transaction rules where such a change in
leadership is in the interests of participants, but doing so in this circumstance can
require special resolve and courage by the ESOP’s trustee (or board of trustees).
A couple of court cases illustrate the potential for trouble that may arise where
members of a company’s board of directors and an ESOP’s board of trustees are
substantially the same. The first of those cases is Johnson v. Couturier, 572 F.3d
1067 (9th Cir. 2009), where the dispute concerned compensation paid the president
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of an ESOP-owned company. In Couturier, the company’s board of directors
designated the company’s president as the sole trustee for the ESOP. And the board
of directors had only two members, one of which was the president and the other
of which was an attorney who had previously represented the ESOP in connection
with a leveraged purchase of company stock. The dispute concerned the diversion
by the board of directors of almost $35 million of corporate assets – at least a third
of the corporation’s value – to the president’s own possession through the buyout
of deferred compensation agreements.
The plaintiffs were participants in the company’s ESOP. They filed suit against the
president and the other director alleging, among other things, that the defendants
had breached their fiduciary duties under ERISA in agreeing to compensate the
president in the fashion described above. The defendants argued that the setting of
executive compensation is a business decision not subject to ERISA. In rejecting
that argument, the court said where an ESOP fiduciary also serves as a corporate
director or officer, imposing ERISA duties on business decisions from which that
individual could directly profit may be appropriate.
A second court case that illustrates the perils of having board members serve on an
ESOP’s board of trustees (or, put differently, having members of the ESOP’s board
of trustees serve on the company’s board of directors) is Delta Star, Inc. v. Patton,
76 F.Supp.2d 617 (W.D. Pa. 1999). In that case, the company’s ESOP and the
current members of the ESOP’s board of trustees claimed that the former president
of the company, who had also been a member of the company’s board of directors
and a member of the ESOP’s board of trustees, breached the fiduciary duties he
owed to the ESOP as a member of the board of trustees. The plaintiffs alleged that
the former president breached his duties by voting the shares of common stock held
by the ESOP in favor of his retention as a member of the company’s board of
directors, and by failing to take action as a member of the ESOP’s board of trustees
to remove himself from the company’s board of directors or otherwise prevent the
payment to him of excessive and unreasonable compensation and retirement
benefits. The court held that the former company president (and former director
and member of the ESOP’s board of trustees) breached his ERISA fiduciary duties,
and engaged in a prohibited transaction, by “failing to recognize the conflict of
interest that existed between his duty of loyalty to the participants of the [company]
ESOP, and his personal financial interest in receiving unreasonable and
unauthorized salary increases and bonuses and unreasonable retirement benefits
under . . . executive compensation plans.”
In holding that the former president engaged in a fiduciary breach and prohibited
transaction, the court made the following general statements:
Although ERISA does not expressly bar an ESOP trustee from
simultaneously serving as director or officer of the sponsoring
employer, ERISA does not sanction any derogation from the strict
fiduciary requirements imposed upon that ESOP trustee.
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* * * * *
An ESOP trustee who also serves as an officer or director of the
sponsoring corporation has a duty to act with caution in areas of
potential conflicts of interest.
* * * * *
An ESOP trustee has a duty to avoid placing himself in a position
where his acts as an officer or director of the sponsoring corporation
will prevent his ability to function with the complete loyalty to the
ESOP participants demanded of him as an ESOP trustee.
* * * * *
Although officers of a corporation who are trustees of its pension
plan do not violate their duties as trustees by taking action which,
after careful and impartial investigation, they reasonably conclude
best to promote the interests of participants and beneficiaries simply
because it incidentally benefits the corporation or, indeed,
themselves, their decisions must be made with an eye single to the
interests of the participants and beneficiaries.
* * * * *
An ESOP trustee who also serves as an officer or director of the
sponsoring employer can be charged with knowledge of any
improper actions that he took as an officer or director, and his failure
to act prudently on the basis of that knowledge violates the fiduciary
duties that he owes as an ESOP trustee.
* * * * *
An ESOP trustee has a duty to bring a derivative action if he is aware
that the officers and directors of the sponsoring employer have
breached the fiduciary duties that they owe to their shareholders;
that this would require the ESOP trustee to bring suit against himself
does not relieve him of this duty under ERISA.
* * * * *
[The former president] breached the fiduciary duties that he owed as
an ESOP trustee by placing himself in a position where his acts as
an officer and director of [the company] prevented his ability to
function with complete loyalty to the ESOP participants.
* * * * *
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[The former president] breached the fiduciary duties that he owed as
an ESOP trustee by failing to recuse himself or resign from the
ESOP Board of Trustees in favor of a neutral party who could
manage the assets of the [the company] ESOP in an independent and
prudent manner.
* * * * *
[The former president] breached the fiduciary duties that he owed as
an ESOP trustee by concealing material information from the other
members of the ESOP Board of Trustees, thus, preventing their
ability to act knowingly on behalf of [the company’s] ESOP.
Pass-Through Voting? One potential solution for mitigating the inherent conflicts
of interest that arise where there is overlap between the board of trustees of an
ESOP that owns a majority of the company’s stock and the company’s board of
directors that appoints the members of the ESOP’s board of trustees might be to
modify the ESOP plan provisions to provide for the pass-through to participants of
the decision how to vote the ESOP’s shares with respect to the appointment of
members of the board of directors. Although at first glance this may appear to at
least substantially eliminate the conflict, it does raise additional practical concerns.
One is the obligation the trustees may then have to make sure participants are
provided with good information about the candidates for the board, as well as other
information relevant to the decision who should be elected as a director. A second
practical question is when, if ever, the board of trustees may need to disregard the
vote of participants, in contravention of the plan’s terms, under the ERISA
“fiduciary override provision” of ERISA Section 404(a)(1)(D), because, for
example, following the participants’ direction may not be consistent with the
trustees’ prudence obligations under ERISA.
B.

Valuation of Company Stock. The Department of Labor maintains a handful of
“National Enforcement Priorities.” One is its “Employee Stock Ownership Plan
Project,” which is “designed to identify and correct violations of ERISA in
connection with ESOPs.” The DOL’s website says this about the ERISA violations
it finds in the ESOP context:
One of the most common violations found is the incorrect valuation
of employer securities. This can occur when purchasing, selling,
distributing, or otherwise valuing stock. Other issues involve the
failure to provide participants with the specific benefits required or
allowed under ESOPs, such as voting rights, ability to diversify their
account balances at certain times, and the right to sell their shares of
stock when received. [The DOL] will also review the refinancing
of ESOP loans following [the] issuance of FAB 2002-1.
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A key Department of Labor official has said, with respect to the DOL’s lawsuits
relating to ESOPs, that “valuation is the first, second, third, and fourth problem.”
The Wall Street Journal reported the following on June 22, 2014:
The Labor Department is the plaintiff in 15 lawsuits related to
employee-stock-ownership plans, with “virtually all” the cases
alleging shoddy estimates of what a company’s shares are worth,
said Timothy Hauser, a deputy assistant secretary at the agency’s
Employee Benefits Security Administration.
“Valuation is the first, second, third and fourth problem,” Mr.
Hauser said. In March, Labor Secretary Thomas Perez told
lawmakers that some appraisals “have been deliberately inflated,”
comparing them to real-estate-bubble-era home appraisals that
“masterfully came in at what you needed.”
* * * * *
Since the start of fiscal 2010, the Labor Department has recovered
over $241 million through suites or investigations that were resolved
without going to court, nearly all of which involve valuations.
Overall, the agency has filed 28 suits tied to employee-stockownership plans since October 2009, double the total in the previous
six years, according to an internal tally reviewed by The Wall Street
Journal.
When the key Department of Labor official referred to above (Tim Hauser) was
asked about the reason for the increase in ESOP-related litigation and enforcement,
he is quoted in Willamette’s Insights publication as saying:
We believe there is a chronic problem with ESOP appraisals. To
address this problem, we have increased the level of scrutiny of
ESOP appraisals. When we go in and open an ESOP case, I ask my
field people to take a close look at the appraisal. And we often
review the appraisal at the national office as well.
The number of suits that we have filed to recover ESOP losses
simply reflects the number of egregious cases that we have seen.
The cases we have brought are only those that we thought were bad
enough to merit litigation and that we could not resolve by other
means (including settlement).
The bottom line is that we want ESOP transactions to occur at the
right price and be in the best interest of the plan.
Ultimately, my hope is that the quality of appraisals and fiduciaries’
consideration of those appraisals improves. But, I’m afraid that, for

{00067246v1}

29

the short term, I expect to see more litigation and more cases in this
area because I do not think we are there yet.
For more detail on the DOL’s position with respect to the important issues
concerning the valuation of company stock, see the full text of the Williamette
Insights issue attached as Appendix B.
Ability to Rely on Independent Appraiser’s Valuation. Department of Labor
proposed regulations concerning what the term “adequate consideration” means
(which is a key term used in the prohibited transaction exemption for the acquisition
or sale by a plan of qualifying employer securities) permit a fiduciary to set the
value of company stock in reliance on the report of an appraiser who is independent
of all parties to the transaction (other than the plan). But the proposed regulation
generally requires that a fiduciary determining fair market value – which will
typically be the ESOP trustee – arrive at a determination of fair market value by
way of a “prudent investigation” of the circumstances at the time of the evaluation
and the application of sound business principles of evaluation. DOL Prop. Reg. §
2510.3-18. The courts have indicated that a fiduciary is ultimately responsible for
the determination of the valuation of the company’s stock, even though it may rely
on outside experts such as an independent appraiser in making that determination.
One court has said that a fiduciary “is required to make an honest, objective effort
to read the valuation, understand it, and question the methods and assumptions that
do not make sense.” Howard v. Shay, 100 F.3d 1484 (9th Cir. 1996). Another court
said the following:
An independent appraisal is not a magic wand that fiduciaries may
simply wave over a transaction to ensure that their responsibilities
are fulfilled. It is a tool and, like all tools, is useful only if used
properly. To use an independent appraisal properly, ERISA
fiduciaries need not become experts in valuation of closely-held
stock – they are entitled to rely on the expertise of others. . . .
However, as the source of the information upon which the expert’s
opinions are based, the fiduciaries are responsible for ensuring that
that information is complete and up-to-date.
Donovan v. Cunningham, 716 F.2d 1455, 1474 (5th Cir. 1983).
As a consequence of the above, an ESOP trustee, if he or she has responsibility for
determining the value of employer stock (as is commonly the case) should make
sure he or she reads the valuation report, makes a concerted effort to understand it,
verifies that the information about the company relied on by the appraiser in the
report is accurate, understands the assumptions used by the appraiser and concludes
that they seem reasonable, considers sensitivities in the analysis (such as the effect
of small variations in the projections on the value of the company’s stock), and
determines that the valuation methods used seem generally appropriate.
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Sierra Aluminum Settlement with GreatBanc. The Department of Labor entered
into a settlement agreement with GreatBanc Trust in June 2014, under which
GreatBanc agreed to follow a lengthy set of procedures whenever serving as a
trustee or other fiduciary of an ESOP (subject to Title I of ERISA) in connection
with transactions in which the ESOP is purchasing or selling, is contemplating
purchasing or selling, or receives an offer to purchase or sell, employer securities
that are not publicly-traded. Although this is a single settlement of a single piece
of litigation, and is binding on only one financial institution (though binding on that
financial institution with respect to its future actions with respect to plans other than
the one at issue in the lawsuit), Phyllis Borzi, the Assistant Secretary of Labor for
the Employee Benefits Security Administration, said about the settlement
agreement, “others in the industry would do well to take notice of the protections
put in place by this agreement.” DOL EBSA News Release, dated June 3, 2014.
Similarly, in the Q&As set forth in Appendix C to this outline, Tim Hauser at the
DOL refers to the Sierra Aluminum settlement agreement (with GreatBanc) as if
the DOL might consider the standards set forth in it to have fairly wide
applicability. The procedures to which GreatBanc agreed are set forth in Appendix
C to this outline. Because it is an important development, I will describe below the
particulars of the litigation that gave rise to the GreatBanc settlement with the DOL
(the first four paragraphs below repeat material already set forth in Section III.G.
above):
Sierra Aluminum Company Settlement: Perez v. GreatBanc Trust Co.
GreatBanc Trust Company entered into a settlement agreement with the
Department of Labor in connection with fiduciary claims made by the DOL relating
to the purchase by Sierra Aluminum Company’s ESOP of Sierra Aluminum
Company stock. The settlement was approved by the federal district court for the
Central District of California on June 2, 2014 (Case No. 5:12-CV-01648).
The settlement was notable because not only did it involve a payment by GreatBanc
and its insurers of over $4.7 million to the Sierra ESOP, and a payment to the DOL
of a Section 502(a) payment in the amount of over $477,000, the settlement also
established a lengthy set of procedures that GreatBanc agreed to follow whenever
serving as a trustee or other fiduciary of an ESOP (subject to Title I of ERISA) in
connection with transactions in which the ESOP is purchasing or selling, is
contemplating purchasing or selling, or receives an offer to purchase or sell,
employer securities that are not publicly traded.
The DOL alleged that GreatBanc failed to adequately inquire into an appraisal that
presented unrealistic and aggressively optimistic projections of Sierra’s future
earnings and profitability. The DOL asserted that GreatBanc failed to investigate
the creditability of the assumptions, factual bases, and adjustments to financial
statements that went into the appraisal. And the DOL alleged that GreatBanc asked
for a revised valuation opinion in order to reconcile the ESOP’s higher purchase
price with the lower fair market value of the company stock.
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As to the payment of over $4.7 million to the Sierra ESOP, the settlement
agreement calls for GreatBanc’s insurers to pay $3.25 million of that amount, and
for GreatBanc to pay the balance together with the Section 502(l) payment over a
three-year period. Although Sierra and GreatBanc had an indemnification
agreement under which Sierra may have been required to pay GreatBanc’s
attorney’s fees, costs, and expenses incurred in connection with the DOL’s lawsuit
and underlying investigation, as part of the settlement GreatBanc agreed not to seek
or accept indemnification from the company or to use any assets of the company or
the company’s ESOP for any payments to be made under the settlement agreement
or for any expenses, including attorney’s fees, associated with the negotiation,
consideration, documentation, or implementation of a settlement incurred after a
particular date (which was May 20, 2014).
The procedures, which the settlement agreement refers to as “process requirements”
and to which GreatBanc agreed, are, as noted earlier, set forth in Appendix C to
this outline. Among the many interesting and notable requirements are the
following:
1.

Valuation Advisor Having No Conflict. GreatBanc has agreed not to use a
valuation advisor for a transaction that has previously performed work –
including but not limited to a preliminary valuation – for or on behalf of the
ESOP sponsor, any counterparty to the ESOP involved in the transaction,
or any entity that is structuring the transaction (such as an investment bank)
for any party other than the ESOP or its trustee.

2.

Reasonableness of Projections. Either the valuation advisor, in its valuation
report, or GreatBanc must provide a written opinion as to the reasonableness
of projections considered in connection with the proposed transaction,
explaining why and to what extent the projections are or are not reasonable.
This analysis must, at a minimum, consider how the projections compare
to, and whether they are reasonable in light of, the sponsor’s five-year
historical averages and/or medians and five-year historical averages and/or
medians of a group of comparable public companies (if any exist) for
various financial metrics, unless five-year data are unavailable in which
case the analyses are to use averages extending as far back as possible.

3.

Plan Demographics and Duration of Loan: Possible Effect on Repurchase
Obligation and Propriety of Purchase. The valuation report, or GreatBanc,
must consider how the plan document provisions concerning stock
distributions, the duration of the ESOP’s loan, and the age and tenure of the
ESOP participants, may affect the plan sponsor’s prospective repurchase
obligation, the prudence of the stock purchase, or the fair market value of
the stock.

4.

Debt Service and Fairness Determination. The valuation report or
GreatBanc must not only analyze whether the plan sponsor will be able to
service the debt in connection with any leveraged transaction, but also

{00067246v1}

32

whether the transaction is “fair” to the ESOP from a financial point of view
and “fair” to the ESOP relative to all of the parties to the proposed
transaction. Further, the valuation report or GreatBanc must analyze the
financial impact of the proposed transaction on the sponsor.
5.

Strong Preference for Audited Financials. GreatBanc is required to ask that
the plan sponsor provide it and the its valuation advisor with audited
unqualified financial statements prepared by a CPA for the preceding five
fiscals years, unless financial statements extending back five years are
unavailable, in which case GreatBanc will request audited unqualified
financial statements extending back as far as possible. Special rules place
a burden on GreatBanc or its valuation advisor in relying on unaudited or
qualified financial statements, in particular in determining whether it is
prudent to rely on such statements. If it is not prudent to rely on unaudited
or qualified financial statements, GreatBanc must not proceed with the
transaction.

6.

Trustee Report on Valuation Report. GreatBanc must document in writing
its analysis of the final valuation report, addressing each of 16 different
topics, providing its conclusions and written explanations concerning the
bases for its conclusions with respect to each of those topics. These 16
topics generally concern the reasonableness and propriety of both the
financial information and other data considered in the valuation report, and
the techniques, such as marketability discounts and minority interests and
control premiums, applied in reaching the conclusion as to fair market
value.

7.

Recording the Views of Individuals at the Trustee. Rather strikingly,
GreatBanc agreed to document in writing the identities of its personnel
primarily responsible for the proposed transaction, including those who
participated in decisions on whether to proceed or the price of the
transaction, and set forth any material points as to which the personnel
disagreed and why, and whether any personnel concluded or expressed the
belief prior to approval of the transaction that the valuation report’s
conclusions were inconsistent with the data and analysis therein or that the
valuation report was internally inconsistent in material aspects. Generally,
if the individuals responsible for performing this analysis believe the
valuation report’s conclusions are not consistent with the data and analysis
or that the valuation report is internally inconsistent in material respects,
GreatBanc must not proceed with the transaction. GreatBanc agreed to keep
for at least six years notes and records documenting (a) who was on its
Fiduciary Committee, (b) whether or not an individual voted on the
transaction, (c) other personnel who made material decisions, and (d) the
vote (yes or no) of each member of the Fiduciary Committee who voted on
the proposed transaction, with a signed certification by each of the voting
members and any other trustee personnel who made any material decision
in connection with the transaction that they have read the valuation report,
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identified its underlying assumptions, and considered the reasonableness of
the valuation report’s assumptions and conclusions. GreatBanc agreed to
keep for at least six years all notes and records created by it in connection
with its consideration of the proposed transaction, and all electronic or other
written communications with service providers (including any valuation
advisor), the ESOP sponsor, any non-ESOP counterparties, and any
advisors retained by the ESOP sponsor or non-ESOP counterparties.
8.

Clawback.
GreatBanc agreed that in evaluating proposed stock
transactions, it will consider whether it is appropriate to request a clawback
arrangement or other purchase price adjustment (or adjustments) to protect
the ESOP against the possibility of adverse consequences in the event of
significant corporate events or changes in circumstances.

The processes to which GreatBanc has agreed may represent a template for what
the DOL will look for in terms of due diligence in connection with sales and
purchases of nonpublicly-traded stock. Although there is no statutory or regulatory
authority plainly supporting the obligation of an ESOP trustee or other fiduciary to
take the steps to which GreatBanc has agreed, the DOL is pointing the industry
toward the agreement and holding it up as an exemplar. Phyllis Borzi, the Assistant
Secretary of Labor for the Employee Benefits Security Administration (“EBSA”),
said about the agreement “[o]thers in the industry would do well to take notice of
the protections put in place by this agreement.”
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When the Department of Labor informs a plan’s fiduciaries that the Department intends
to conduct a plan audit, the issue which often should cause the fiduciaries the greatest concern is
the propriety of the plan’s payment of expenses from plan assets. That is because the issue is
one commonly explored during audit, the rules for determining when plan expenses may be paid
from plan assets have been poorly defined, there can be a good deal of money at stake, and, in
the case of some DOL regional offices, the Department’s position has been aggressive.
Several Hurdles to Clear. In general, for an expense to be properly payable from plan
assets, the following conditions must be met:
•

Plan Provision. Payment of the expense must be authorized under (or at least not
be inconsistent with) the terms of the plan.

•

Proper Expense for Payment from the Plan. The expense must be of a type
proper for payment from plan assets. In particular, the expense must not be a
settlor expense. This “proper expense” rule has been the requirement with respect
to which the available guidance has been most obtuse (and somewhat sparse).
Recent guidance from the Department of Labor has, however, gone far toward
clarifying the types of expenses appropriate for payment from plan assets.

•

No Prohibited Transaction. The payment must not constitute a prohibited
transaction. This is of particular concern where the payment is made to the plan’s
sponsoring employer.

The Legal Bases. The rules developed by the Department of Labor and the courts for
determining when an expense may be paid from plan assets have their foundation in three of
ERISA’s statutory provisions: Sections 403(c)(1), 404(a)(1)(A), and 404(a)(1)(D).
Section 403(c)(1) provides, in relevant part, that:
the assets of a[n employee benefit] plan shall never inure to the benefit of any
employer and shall be held for the exclusive purpose of providing benefits to
participants ... and ... beneficiaries and defraying reasonable expenses of
administering the plan.(emphasis added)
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Similarly, Section 404(a)(1)(A) requires, in pertinent part, that:
a fiduciary [of a plan] ... discharge his [or her] duties ... for the exclusive purpose
of providing benefits to participants and ... beneficiaries and defraying reasonable
expenses of administering the plan. (emphasis added)
A fiduciary must, under Section 404(a)(1)(D), also:
discharge his [or her] duties ... in accordance with the documents and instruments
governing the plan insofar as such documents and instruments are consistent with
[Title I and Title IV of ERISA].
In addition to these three foundational provisions, ERISA’s prohibited transaction rules
provide, in Sections 406(a)(1)(C) and (D), that:
A fiduciary with respect to a plan shall not cause the plan to engage in a
transaction if he [or she] knows or should know that such transaction constitutes a
direct or indirect ...
(C)

furnishing of goods, services or facilities between the plan and a party in
interest; [or]

(D)

transfer to, or use by or for the benefit of, a party in interest, of any assets
of the plan . . .

Plan Provisions. As noted above, ERISA Section 404(a)(1)(D) requires that plan
fiduciaries discharge their duties in accordance with the plan documents and instruments. The
Department of Labor applies this rule to the payment expenses from plan assets, saying:
[E]valuating the propriety of the payment by a plan of particular expenses first
requires an examination of the language of the plan documents. If the plan
documents permit the plan to pay the expense, then the fiduciary must determine
whether such payment would be consistent with Title I of ERISA (and Title IV, if
applicable), including the general fiduciary responsibility provisions of sections
403 and 404 of ERISA.
DOL Adv. Op. 97-03A, 1997 ERISA LEXIS 3 (Jan. 23, 1997). Accord, Information Letter to
David Alter and Mark Hess from Bette Briggs, 1996 ERISA LEXIS 52 (Sept. 10, 1996) (the
“Alter Letter”).
In recent guidance, the DOL has indicated that where a plan document is silent as to the
payment of reasonable administrative expenses, the plan may pay those expenses. Guidance on
Settlor v. Plan Expenses n.5 (released Jan. 19, 2001), PWBA Press Release, USDL: 01-16 (the
“2001 Guidance on Plan Expenses”). Accord, DOL Adv. Op. 97-03A. Even where a plan
provides that the employer will pay administrative expenses, the employer may amend the plan
to require, prospectively, that expenses be paid from the plan. This assumes the employer has
properly reserved the right to amend the plan document. Ibid. The DOL’s position, however, is
that ERISA’s prohibition on self-dealing set forth in Section 406(b)(1) prohibits an employer
2
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from exercising fiduciary authority to use plan assets to pay for a plan amendment that would
retroactively relieve the employer of its obligation to pay plan expenses. Ibid. Neither the 2001
Guidance on Plan Expenses nor Advisory Opinion 97-03A expressly indicate whether an
employer could amend a plan retroactively to provide for paying expenses previously borne by
the employer, if the employer pays for the cost of that amendment.
The importance of proper plan language is dramatically illustrated by the decision in In re
Gulf Pension Litigation, 764 F. Supp. 1149, 13 EBC 1873 (S.D. Tex. 1991). In Gulf, the court
considered a claim that Gulf and Chevron improperly caused a Gulf pension plan to pay
expenses of outside investment managers, when those expenses should instead have been paid by
the two companies. The court concluded that the payments, which totaled more than $15
million, were improper. It ordered Chevron to repay those amounts to a successor plan
maintained by Chevron.
In reaching its conclusion, the court examined several plan provisions. Under the terms
of the plan, a Pension Fund Investment Committee had the sole responsibility for the
appointment of investment managers and other outside consultants to assist in supervising and
managing plan assets. In a section captioned “Committees’ expenses,” the plan stated:
All expenses incident to the services of persons retained by the
members of the Committees, individually or collectively, shall be
paid by the Company.
The court concluded that under this provision Gulf, and not the plan, was required to pay
the investment management fees. The court noted that Gulf, and not the plan, had paid the
outside investment management fees and expenses prior to 1982. The plan began making
payments in 1982, apparently following the Pension Fund Investment Committee’s receipt of
advice from legal counsel that the plan provision quoted above did not require that investment
management fees be paid by the Company. The court concluded that this advice was incorrect.
The challenged payments continued through mid-1986.
After initially concluding that the payments were improper, the court went on to consider
whether Gulf would nevertheless prevail were the court to apply an abuse of discretion standard
in reviewing the fiduciaries’ decision to pay the disputed expenses. The court, citing Jordan v.
Cameron Iron Works, Inc., 900 F.2d 53 (5th Cir.), cert. denied, 498 U.S. 939, 111 S.Ct. 344
(1990), said that the threshold determination in an abuse of discretion review is whether the
fiduciary has “given a plan the legally correct interpretation.” If not, a three-factor analysis
applies to determine whether the fiduciary’s error rises to an abuse of discretion. Applying the
three-factor analysis, the court concluded that the payments were (1) inconsistent with prior
practices and therefore not part of any uniform construction of the plan, (2) inconsistent with a
fair reading of the plan provision cited above, and (3) resulted in unanticipated costs to the plan.
The application of these factors led the court to conclude that the plan’s payments were improper
even if the court were to apply an abuse of discretion standard.
The court held to its conclusion that the plan’s payments were improper despite
provisions of the trust which authorized payment from trust assets of expenses of the master
trustee, to the extent those expenses were not paid by the compan[y]. The court found that this
3
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provision did not control because the investment management expenses were not incurred by the
master trustee. Instead, the investment management agreements under which the fees were
incurred were between the investment managers and Gulf and those agreements provided that
Gulf would pay the fees. In addition, the court cited (again) the plan provision quoted above,
concluding that the quoted provision expressly required that investment management expenses
be paid by Gulf and not by the plan.
The court found not only that the payments were contrary to the plain language of the
plan, but also that they violated ERISA’s prohibited transaction rule under which a fiduciary
must not cause a plan to use plan assets for the benefit of a party in interest (such as an employer
with employees covered under the plan).
The Gulf decision illustrates not only the need to follow the terms of the plan and trust
concerning the payment of expenses, but also the importance of agreements being entered into
by the proper parties. Too often service provider agreements and contracts are entered into by
the employer and the service provider, when they should instead be between the plan, trust, or
fiduciary committee and the service provider. These contracts include recordkeeping, other third
party administration, or investment management agreements, as well as insurance (or
reinsurance) contracts. It is particularly important to properly identify the parties to the contract
where the agreements obligate the contracting party (often the employer) to pay the service
provider’s fees. Where the employer is the contracting party and is obligated under the
agreement to pay the service provider’s fee, a plan’s payment of those amounts might constitute
a breach of fiduciary duty, a violation of ERISA Section 403, or a prohibited transaction, even
where the plan and trust language authorize payment of plan expenses from plan assets.
Proper Expenses. For a plan to pay an expense, not only must the plan documents
authorize payment, the expense must be of a type appropriate for payment from the plan.
Department of Labor guidance on which expenses may be appropriate for payment from a plan
had been rather sparse until the Department issued its 2001 Guidance on Plan Expenses (referred
to above) in conjunction with Advisory Opinion 2001-01A.
Some of the principles established in DOL guidance issued prior to the 2001 Guidance
on Plan Expenses were as follows:
1.

Settlor Expenses. A plan cannot make payments that are for the employer’s benefit nor
for services for which an employer “could reasonably be expected to bear the cost in the
normal course of such employer’s business or operations.” Information Letter to Kirk F.
Maldonado, 1987 ERISA Lexis 24 (Mar. 2, 1987)(the “Maldonado Letter”). The
Maldonado Letter went on to say:
In this regard, certain services provided in conjunction with the
establishment, termination and design of plans, so called “settlor”
functions, relate to the business activities of an employer and,
therefore, generally would not be the proper subject of payment by
an employee benefit plan. It is the responsibility of appropriate
plan fiduciaries to determine whether a particular expense is a
reasonable administrative expense . . . .
4
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The Department of Labor had previously indicated that the decision to terminate a
pension plan is a settlor function, but that activities undertaken to implement that
decision – such as choosing an annuity provider – are generally fiduciary in
nature. Information Letter to John N. Erlenborn, 13 BNA Pens. & Ben. Rptr. 472
(Mar. 17, 1986) (the “Erlenborn Letter”). The Erlenborn Letter also indicated
that the establishment and design of successor plans, including the decision
whether to establish a successor plan, were settlor decisions. This conclusion was
reached at a time when plan terminations resulting in reversions were, with some
frequency, followed by the immediate establishment of successor plans (so-called
“Termination/Re-establishments”).
Multiemployer Plans are Different. In Advisory Opinion 97-03A, the DOL
suggested that multiemployer plans are treated differently when applying the
settlor function rule. In particular, the Department said:
These so-called “settlor” functions include decisions relating to the
establishment, design and termination of plans and, except in the
context of multiemployer plans, generally are not fiduciary
activities subject to Title I of ERISA. (Citing the Erlenborn Letter;
emphasis added)
Multiemployer plans, in practice, seemed to have been given more freedom to pay
expenses from plan assets. The statutory and regulatory underpinnings for this
position were less than clear. That position may have reflected the DOL’s
acknowledgment of the practical difficulty multiemployer plans would face
should they be required to obtain payment from the many employers contributing
to those plans. Notably, however, in Field Assistance Bulletin 2002-2, the DOL
concluded that where the board of trustees of a multiemployer plan acted in a
settlor capacity, the expenses attendant to those activities could not be paid from
plan assets. In that Bulletin, the Department considered a trust fund that was used
to fund both a frozen defined benefit pension plan and a defined contribution
retirement plan. The trust agreement specified the allocation of contributions
among the plans. Due to a deficiency in the funding of the defined benefit plan
the trustees amended the trust to provide for making additional contributions to
that plan (which would have the consequence of making smaller contributions to
the defined contribution plan). The amendment resolution stated that the trustees
were acting “in their Settlor capacity.”
The Department of Labor determined that the board of trustees did, in fact, act in
a settlor capacity in amending the trust, and therefore the amendment decision
was not subject to scrutiny under ERISA’s fiduciary duty requirements.
Importantly, the Department went on to state that a multiemployer plan could not
pay for expenses attendant to activities that its board of trustees carries out in a
settlor capacity.
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The DOL’s conclusion read, in part, as follows:
In our view, where relevant documents (e.g, collective bargaining
agreements, trust documents, and plan documents) contemplate
that the board of trustees of a multiemployer plan will act as
fiduciaries in carrying out activities which would otherwise be
settlor in nature, such activities would be governed by the fiduciary
provisions of ERISA. In our view, such designation by the plan
would result in the board of trustees exercising discretion as
fiduciaries in the management or administration of a plan or its
assets when undertaking the activities. However, where, as here,
the relevant plan documents are silent, then the activities of the
board of trustees which are settlor in nature generally will be
viewed as carried out by the board of trustees in a settlor capacity,
and such activities would not be fiduciary activities subject to
Title I of ERISA.
*****
[C]onsistent with the plan expense guidance discussed above, it
would not be appropriate for a multiemployer plan to pay for
expenses attendant to activities that a multiemployer plan trustee
carries out in a settlor capacity.
2.

Liability of Party Other Than Plan. In response to a question about a plan’s ability to
pay penalties for the late filing of annual reports (on Forms 5500), the Department of
Labor indicated:
A penalty that is imposed on a plan administrator as a personal
liability, rather than on the plan itself, is a liability of the
administrator and not a liability of the plan. Accordingly, payment
of such a penalty would not constitute a reasonable expense of
administering the plan for purposes of ERISA §§ 403 and 404.
Information Letter to Mark H. Sokolsky, 1996 ERISA LEXIS 19 (Feb. 23, 1996)
(the “Sokolsky Letter”)
Because the penalty for late filing of an annual report is assessed against the
person failing to file and not the plan itself, a plan’s payment of that late filing
penalty would not be appropriate. The result would presumably be the same with
respect to other penalties imposed on parties other than the plan.

3.

Plan Merger Study. In the Alter Letter, noted earlier, the Department of Labor offered
some general commentary in response to an inquiry about the ability of a multiemployer
benefit plans to pay the cost of studies to determine the legality and effects of a possible
merger of the benefit plans of two separate unions. The governing bodies of the unions
had approved a general outline of a merger agreement for the unions. Although it was
6
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represented that the unions might merge whether or not their respective plans could be
merged, one of the unions wanted to inform its members whether the plans could
reasonably be merged in connection with its efforts to obtain approval for the union
merger. That union, therefore, asked its benefit plans’ trustees to undertake actuarial,
accounting, legal and administrative studies to determine whether the two unions’ sets of
benefit plans could be merged in a sound and legally proper manner.
The Department of Labor warned that the plans could not pay for those studies if they
were for the benefit of parties other than the plan’s participants and beneficiaries, or
involved services for which a plan sponsor or other entity could reasonably be expected
to bear the cost in the normal course of those entities’ business or operations (citing the
Maldonado Letter). The Department did not actually rule on whether the cost of studies
could be paid from the union’s plans, but did suggest that the trustees, in making that
determination, consider whether the studies would be in the interest of the participants
and beneficiaries of the plans, as opposed to the interests of the union. The Department
also suggested that if the trustees determined that it were appropriate for the plans to pay
at least some of the cost of the studies, the trustees might wish to consider whether those
costs could be shared with the other union’s plans.
4.

Plan Terminations and Determination Letters. In Advisory Opinion 97-03A, the
Department of Labor reiterated its view set forth in the Erlenborn Letter that although the
decision to terminate a plan is a settlor function, activities undertaken to implement the
termination decision are generally fiduciary in nature. As a result, reasonable expenses
incurred in implementing a plan termination will generally be payable by the plan. These
would include expenses incurred in
•
•
•
•
•
•

auditing the plan
preparing and filing annual reports
preparing benefit statements
calculating accrued benefits
notifying participants and beneficiaries of their benefits, and
in certain circumstances, amending the plan to effectuate an orderly
termination that benefits participants and beneficiaries.

As to amending the plan to maintain its tax-qualified status, and obtaining a
determination letter from the IRS, the Department – infamously – suggested that only a
portion of those expenses would be payable by the plan. That portion would depend on
the degree of benefit to the plan sponsor of maintaining the tax-qualified status of the
plan. In particular, the Department stated:
With regard to expenses attendant to amending a plan to maintain
its tax-qualified status and to obtaining a determination from the
Internal Revenue Service concerning the status of the plan in
connection with termination, we note that, while ensuring the taxqualified status of a plan confers significant benefits on the plan
sponsor, or in the case of a liquidation, the estate of the plan
7
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sponsor,1 maintenance of tax-qualified status may also be in the
interest of plan participants. In the case of a plan that was intended
to be maintained as a tax-qualified plan and that permits the
payment of reasonable expenses from the assets of the plan, it is
the view of the Department that a portion of the expenses attendant
to these activities may constitute reasonable expenses of the plan.
Where, as here, there are benefits to be derived by both the plan
sponsor (or the estate of the plan sponsor) and the plan, and where
one party appears to be acting in both a settlor capacity on behalf
of the plan sponsor (or the estate of the plan sponsor), and in a
fiduciary capacity on behalf of the plan’s participants and
beneficiaries, it would generally be necessary, in order to avoid
violations of ERISA sections 406(b)(1) and 406(b)(2), to have an
independent fiduciary determine how to allocate the expenses
attributable to those benefits.
The advisory opinion had been sought by the California Insurance Commissioner,
as liquidator of insurance companies sponsoring the plans at issue. Because the
Commissioner did not stand to benefit from termination of the plans, the
Department of Labor indicated that it would not require the state to engage an
independent fiduciary to allocate expenses in connection with the terminations
where the insurance commissioner determined that an amount payable by a plan
was in proportion to the benefit conferred on the plan relative to the benefit
conferred on the estate of the plan sponsor. Further, where employee benefit plan
assets were the only assets available to pay for terminating a plan, the Department
suggested that the plan could pay the full cost of maintaining the plan’s taxqualified status. This was because there would be no assets of the sponsoring
employer’s estate to pay claims to the IRS resulting from disqualification of the
plan and for that reason any benefit conferred by maintaining tax-qualified status
of the terminating plan would inure only to plan participants.
As noted below, the IRS has backpedaled from its position that the cost of seeking
an IRS determination letter for a qualified plan and, more generally, the cost of
maintaining a plan’s tax-qualified status, must be paid in part by the plan sponsor.
As illustrated in Hypothetical No. 3 of the 2001 Guidance on Plan Expenses,
reproduced below, a plan will generally be permitted to pay the costs of
maintaining a plan’s qualified status, other than (a) plan design costs associated
with doing so, and (b) penalties or sanctions imposed on a party other than the
plan (such as under the IRS’ EPCRS program).
5.

Need for Independent Fiduciary. As noted above, Advisory Opinion 97-03A suggests
that where a party is acting both in a settlor capacity on behalf of the plan sponsor and in

*

The advisory opinion refers to the “estate of the plan sponsor” because the opinion was
issued in response to a request by the California Insurance Commissioner concerning taxqualified retirement plans the Commissioner was administering in his capacity as liquidator
of the insurance companies which sponsored the plans.
8
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a fiduciary capacity on behalf of participants and beneficiaries, an independent fiduciary
must determine how to allocate expenses between the plan and its sponsor.
6.

Compliance Audits. In a 1998 Information Letter, the IRS addressed the ability of
multiemployer pension plans to pay for a package comprising compliance audits linked to
a specific insurance product. Information Letter to Gary E. Henderson, 1998 ERISA
Lexis 11 (July 28, 1998) (the “Henderson Letter”). The compliance audits were to
examine whether a plan was being operated in accordance with its governing documents
and applicable federal law. The audits would include an examination of the
administrative aspects of a plan’s routine operations, including the plan’s collection of
contributions, payment of benefits, and investment of assets, as well as its compliance
with the qualification provisions of the Tax Code.
In addition to a compliance audit, a plan would be provided with insurance against any
“‘loss’ to the plan occasioned by operational defects within the scope of, but not
identified by, the compliance audits.” This would include any payment of sanctions to
the IRS to settle disqualification claims. The term “loss” would not, however, include
harm to a plan occasioned by fiduciary violations or prohibited transactions. The
compliance audits would relate solely to the management of tax-qualified, multiemployer
pension plans, and not to decisions relating to the establishment, design or termination of
those plans.
The Department indicated that if trustees of a multiemployer plan determined that
periodic compliance audits of the type described were a “helpful and prudent means of
carrying out their fiduciary duties,” including their fiduciary duty to operate a plan in
accordance with its terms, then the use of plan assets to pay for those services would not
in and of itself violate Sections 403 or 404 of ERISA. The Department counseled,
however, that in choosing among potential service providers, as well as in monitoring and
deciding whether to retain a service provider, fiduciaries would need to objectively assess
the qualifications of the service providers, the quality of the work product, and the
reasonableness of the fees charged in light of the services provided.
The Department went on seemingly to raise a possible need to allocate the cost of a
compliance audit between the plan and its contributing employer or employers, which
could be of particular concern in the case of a single employer plan. The Department
said in this regard:
Because the contemplated audits may confer a benefit on the
employer of the employees in the plan, the trustees have a duty to
ensure that the plan’s payment for the audit is reasonable in light of
the benefit conferred on the plan. Moreover, to the extent that the
payments are made for the benefit of parties other than the plan’s
participants or beneficiaries, or involve services for which a plan
sponsor or other entity could reasonably be expected to bear the
cost of (sic) in the normal course of such entity’s business, the use
of plan assets to make such payments would not be a reasonable
expense of administering the plan.
9
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As to the insurance associated with the audit, the Department indicated that the decision
by trustees of a multiemployer plan concerning whether to purchase that insurance would
need to be made in light of all the relevant facts and circumstances. In this regard, the
Department noted that ERISA Section 410(b)(1) expressly allows a plan to purchase
insurance for its fiduciaries or itself to cover liability or losses occurring by reason of the
act or omission of a fiduciary, provided that such insurance permits recourse by the
insurer against the fiduciary in the case of a breach of fiduciary obligation by the
fiduciary.
7.

EPCRS. In the Henderson Letter, the Department of Labor hinted, but did not plainly
state, that the “payment of sanctions or penalties in connection with the settlement of
disqualification matters with the IRS” could not be made from the plan. The IRS issued a
Field Directive on March 14, 1995, describing limited circumstances in which plan assets
can, from the IRS’ perspective, be used to pay sanctions under the IRS’ Closing
Agreement Program. The Service indicated that generally plan assets cannot be used to
pay CAP sanctions or relieve a fiduciary of other costs for which the fiduciary is
responsible. However, in the following circumstances the IRS may allow a plan to pay
costs imposed under CAP:
•

The employer or other party responsible for the disqualifying defect lacks the
funds to pay CAP costs, such as where:
o
o
o

the employer has insufficient assets to pay due to significant
financial distress
the employer’s tax liability upon disqualification would be
nominal, or relatively insignificant compared to that of the plan
the adverse consequences of plan disqualification would fall most
heavily on non-highly compensated participants

•

The party responsible for the disqualifying defect, such as an owner-employee, is
also a participant in the plan, in which case that party could offer to pay the
sanction and cost of correction from a distribution of his or her accrued benefit
under the plan

•

The IRS has trouble obtaining CAP payments from employers or responsible
fiduciaries where the plan is a multiemployer plan, or where a third party
fiduciary is responsible for the disqualifying defect

2001 Guidance on Plan Expenses. The Department of Labor released in January 2001
very helpful guidance on the types of expenses appropriate for payment from a plan. That
guidance not only provides additional and helpful examples, it also liberalizes some of the
principles set forth in the DOL’s earlier guidance described above. The new guidance was
issued in conjunction with Advisory Opinion 2001-01A. See Guidance on Settlor v. Plan
Expenses (released Jan. 19, 2001), PWBA Press Release, USDL: 01-16 (the “2001 Guidance on
Plan Expenses”).
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Advisory Opinion 2001-01A revisited Advisory Opinion 97-03A and retreated from the
view that costs associated with the tax qualification of retirement plans must be allocated
between the plan and the employer based on the benefit the tax-qualified status of the plan
confers on the employer. The Department seemed to suggest that it did not really require such an
allocation in its earlier opinion, but that conclusion seems strained. The new Advisory Opinion
addresses the costs associated with maintaining the tax qualification of a retirement plan in the
following fashion:
In Advisory Opinion 97-03A, the Department expressed the view that the taxqualified status of a plan confers benefits upon both the plan sponsor and the plan
and, therefore, in the case of a plan that is intended to be tax-qualified and that
otherwise permits expenses to be paid from plan assets, a portion of the expenses
attendant to tax-qualification activities may be reasonable plan expenses. This
view has been construed to require an apportionment of all tax qualificationrelated expenses between the plan and plan sponsor. The Department does not
agree with this reading of the opinion. The opinion recognizes that, in the context
of tax-qualification activities, fiduciaries must consider, consistent with the
principles articulated in earlier letters, whether the activities are settlor in nature
for purposes of determining whether the expenses attendant thereto may be
reasonable expenses of the plan. However, in making this determination, the
Department does not believe that a fiduciary must take into account the benefit a
plan’s tax-qualified status confers on the employer. Any such benefit, in the
opinion of the Department, should be viewed as an integral component of the
incidental benefits that flow to plan sponsors generally by virtue of offering a
plan.
In the context of tax-qualification activities, it is the view of the Department that
the formation of a plan as a tax-qualified plan is a settlor activity for which a plan
may not pay. Where a plan is intended to be a tax-qualified plan, however,
implementation of this settlor decision may require plan fiduciaries to undertake
activities relating to maintaining the plan’s tax-qualified status for which a plan
may pay reasonable expenses (i.e., reasonable in light of the services rendered).
Implementation activities might include drafting plan amendments required by
changes in the tax law, nondiscrimination testing, and requesting IRS
determination letters. If, on the other hand, maintaining the plan’s tax-qualified
status involves analysis of options for amending the plan from which the plan
sponsor makes a choice, the expenses incurred in analyzing the options would be
settlor expenses.
The foregoing views are intended to clarify, rather than supersede, the views of
the Department set forth in Advisory Opinion 97-03A.
The 2001 Guidance on Plan Expenses, which was issued in conjunction with Advisory
Opinion 2001-01A, comes in the form of six examples. Those examples are reproduced here:
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Hypothetical No. 1 [Sale/Spinoff]
During 1997, ACD Inc. agreed to sell a business segment to EFG Inc., a friendly competitor. The
closing date for the sale was January 1, 1998. As a result of this sale, 1,600 participants and $180
million (the amount of accrued benefits attributable to the transferring employees) were to be
transferred from the ACD defined benefit plan to the EFG defined benefit plan on the sale
closing date. In December 1997, the companies were forced, through no fault of the parties, to
postpone the sale closing date until May 1, 1998. The following expenses were paid by the ACD
plan as a result of the business segment sale:
-

-

$80,000 for a plan design study
$30,000 to amend the ACD Plan to provide for the spin-off
$75,000 to compute the amount necessary to implement the transfer of plan assets from
the ACD Plan to the EFG Plan and an additional $75,000 to re-compute the amount of
the asset transfer due to the changed closing date
$25,000 for negotiations with various unions related to the transfer of assets and
participants

Which of the above expenses, if otherwise reasonable, may be paid by the ACD Plan?
Hypothetical No. 1 - Answer
The Department has taken the position that there is a class of activities which relates to
the formation, rather than the management, of plans. These activities, generally referred
to as “settlor” functions, include decisions relating to the formation, design and
termination of plans and, except in the context of multiemployer plans, generally are not
activities subject to Title I of ERISA. Expenses incurred in connection with settlor
functions would not be reasonable expenses of a plan. The Department also has taken the
position that, while expenses attendant to settlor activities do not constitute reasonable
plan expenses, expenses incurred in connection with the implementation of settlor
decisions may constitute reasonable expenses of the plan. See Letters to Carl J. Stoney,
Jr. (2001, Advisory Opinion 01-01A); Samuel Israel (1997, Advisory Opinion 97-03A);
Kirk Maldonado (1987); and John Erlenborn (1986).
Applying the foregoing principles, the $80,000 for a plan design study clearly constitutes
an expense for a settlor activity and, therefore, cannot be paid by the ACD Plan. The
$30,000 to amend the ACD Plan to provide for the spinoff should, in the view of the
Department, be treated as a settlor/plan design expense inasmuch as the plan fiduciary
would have no implementation responsibilities under the plan until such time as the plan
is actually amended.
The $75,000 expense incurred to determine the amount of plan assets to be transferred to
the EFG Plan would be a permissible plan expense if the expense is attendant to
implementing ACD’s decision to spin off certain participants, rather than for assisting
ACD in formulating the spin-off. The second $75,000 expense incurred to re-compute the
amount of the asset transfer due to the changed closing date also may be a reasonable
plan expense, where, for example, the delay in the closing date was through no fault of
12
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the sponsor and the plan was duly amended to accomplish the merger at the new closing
date.
The $25,000 expense related to negotiations with various unions would be a settlor
expense. The described union negotiations typically take place in advance of plan
changes. Activities (such as union negotiations, benefit studies, actuarial analyses) that
take place in advance of, or in preparation for, a plan change will almost always
constitute settlor activities, the expenses for which would not constitute reasonable plan
expenses.
Hypothetical No. 2

[Early Retirement Window]

MNOP Corp., a Georgia gold mining company with pharmaceutical operations in the Miami
area, decided to reduce its staff after several years of poor mining results, falling gold prices, and
failed marketing projects in the Miami area. After exploring several other staff reduction options,
MNOP decided to initiate an early retirement window (window) in their defined benefit plan
(Plan) to induce older workers to retire. The Plan paid the following expenses related to the
window:
-

-

-

$150,000 for a plan design study to determine the components of the window
$80,000 for cost projections and to determine the impact of the window on MNOP’s
financial statements in accordance with FASB Statement No. 87 (“Employer’s
Accounting for Pension”)
Following adoption of the early retirement window, $90,000 to compute potential
benefits for those participants that would be eligible for the window
$30,000 to communicate selected components of the window and the plan benefits under
the window to encourage eligible participants to take advantage of the early retirement
benefit offer
$50,000 for benefit calculations for those opting to retire under the window
$20,000 to communicate plan benefits to the participants that opted to retire under the
window
$10,000 for FASB Statement No. 88 (“Employer’s Accounting for Settlements and
Curtailments of Defined Benefit Pension Plans and for Termination of Benefits’)
calculations, as the window resulted in a Plan curtailment

Which of the above expenses, if otherwise reasonable, may be paid by the Plan?
Hypothetical No. 2 - Answer
The expenses incurred in hypothetical No. 2 fall into three basic categories - plan design,
benefit computation and communication expenses.
Plan design expenses clearly constitute settlor expenses and, therefore, are not payable by
the plan. Typically, plan design expenses are incurred in advance of the adoption of the
plan or a plan amendment. In the case at hand, the $150,000 for plan design study and the
$80,000 for cost projections to determine financial impact of the plan change on the
sponsor are settlor expenses and may not be paid by the Plan.
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Similarly, the $10,000 for FASB Statement No. 88 expense relate to the Plan sponsor’s
financial statements and are not payable by the Plan.
Calculating the actual benefits to which a participant is entitled under the plan is an
administrative function of the plan and, accordingly, reasonable expenses attendant to
such calculations may be paid by the plan. Thus, the $50,000 expense for calculating the
benefits of those opting for the retirement window may be a reasonable expense of the
Plan. In addition, the $90,000 paid to compute the potential benefits for all eligible
employees may be a reasonable expense of the Plan, if the fiduciary determines that such
an expenditure is a prudent use of plan assets. Even though providing such information
to all eligible employees might be viewed as furthering the objectives of the company,
this benefit to the employer would not prevent the Plan from incurring the expense.
As suggested above, communicating plan information to participants and beneficiaries is
a important plan activity and, therefore, expenses attendant to such communications ill
usually constitute permissible plan expenses, if the expenses are otherwise reasonable. In
this regard, administrators and plan fiduciaries generally should be afforded substantial
latitude in the method, form and style of their plan communications.
Applying the foregoing, the $30,000 to communicate selected components of the window
to all eligible participants and the $20,000 to communicate plan benefits to participants
that opted for early retirement under the window may constitute reasonable expenses of
the Plan, even though, like the above benefit calculations, the communication to all
eligible participants might be viewed as furthering the objective of the company to induce
employees to opt for early retirement.
Hypothetical No. 3 [Tax Qualification]
HIJ, Inc. is a major retailer in Boston, Chicago and San Francisco. During the last two years, it
was determined that HIJ’s defined benefit plan (Plan) was amended to offer a participant loan
program and an early retirement window for management employees. The Plan is intended to be
maintained as a tax-qualified plan. HIJ normally maximizes its tax-deductible contribution to the
Plan. Upon review of the Plan’s financial records, it was determined that the following expenses
were paid by the Plan:
-

$100,000 to amend the Plan to establish an early retirement window for management
employees and to obtain an IRS determination letter
$50,000 to amend the Plan to comply with tax law changes
$25,000 to amend the Plan to establish a participant loan program
$20,000 for routine nondiscrimination testing to ensure compliance with the tax
qualification requirements

Which of the above expenses, if otherwise reasonable, may be paid by the Plan?

14
{00000662.1}

Hypothetical No. 3 - Answer
In Advisory Opinion 97-03A, the Department expressed the view that the tax-qualified
status of a plan confers benefits upon both the plan sponsor and the plan and, therefore, in
the case of a plan that is intended to be tax-qualified and that otherwise permits expenses
to be paid from plan assets, a portion of the expenses attendant to tax qualification
activities may be reasonable plan expenses. The Department further clarified its views on
tax-qualification expenses in Advisory Opinion No. 01-01. In that opinion, the
Department expressed the view that a plan fiduciary is not required to take into account
the benefits a plan’s tax-qualified status confers on an employer in determining whether
the expenses attendant to maintaining a plan’s tax-qualified status constitute reasonable
expenses of the plan. The Department further noted that any such benefit should be
viewed as an integral component of the incidental benefits that flow to plan sponsors
generally by virtue of offering a plan.
In the context of tax qualification activities, it is the view of the Department that the
design of a plan as a tax-qualified plan clearly involves settlor activities for which a plan
may not pay. On the other hand, implementation of the settlor decision to maintain a
tax-qualified plan would require plan fiduciaries to undertake activities relating to
maintaining the plan’s tax-qualified status for which a plan may pay reasonable expenses
(i.e., reasonable in light of the services rendered). Implementation activities might
include drafting plan amendments required to maintain tax-qualified status,
nondiscrimination testing, and requesting IRS determination letters.
Applying the above principles, the $50,000 to amend the Plan to comply with tax law
changes and the $20,000 for routine nondiscrimination testing may constitute reasonable
expenses of the Plan. The $25,000 to amend the Plan to establish a participant loan
program would be a plan design/settlor expense inasmuch as the plan fiduciaries have no
implementation obligations under the Plan until such time as the Plan is amended.
Subsequent to the Plan amendment, however, expenses attendant to operating the
established loan program would be implementation expenses with respect to which the
Plan may pay reasonable expenses.
The single charge of $100,000 includes expenses for plan design/settlor activities (i.e.,
amending the plan to establish an early retirement window) and implementation activities
(i.e., obtaining an IRS determination letter). Inasmuch as fiduciaries may pay only
reasonable expenses of administering the plan, the fiduciaries of the Plan would be
required to obtain from the service provider a determination of the specific expense(s)
attributable to the fiduciaries’ implementation responsibilities (i.e., obtaining an IRS
determination letter) prior to payment by the Plan.
Hypothetical No. 4 [Amendments to Comply with ERISA and Tax Code; Actuarial Fees;
Advice on Options with Respect to Changes in Law]
The QRS Corp. is a world-wide shoe manufacturer with plants in the Cincinnati and Detroit
areas. A review of the financial records of the QRS Corp. defined benefit plan (the Plan)
reflected the following expenses:
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-

-

$60,000 for consulting fees to analyze the company’s options for compliance with
Uniformed Services Employment and Reemployment Rights Act of 1994 (USERRA) and
Small Business Jobs Protection Act of 1996 (SBJPA)
$5,000 to amend the Plan to comply with USERRA and SBJPA and $5,000 to obtain an
IRS determination letter
$50,000 in actuary fees to perform nondiscrimination testing due to a Plan amendment
increasing benefits as a result of union negotiations
$5,000 to amend the Plan to comply with the requirements of Title I of ERISA.

Which of the above expenses, if any, may be paid by the Plan?
Hypothetical No. 4 - Answer
The expenses presented in this hypothetical raise some of the same issues as those raised
in hypothetical No. 3 - the extent to which expenses relating to maintenance of
tax-qualification may constitute reasonable plan expenses. Applying the principles set
forth in the answers to hypothetical No.3, the $5,000 expense to amend the Plan, the
$5,000 expense for a determination letter and the $50,000 for nondiscrimination testing
may be necessary to maintain the Plan’s tax-qualified status and, therefore, may
constitute reasonable Plan expenses. The fact that the $50,000 discrimination testing was
necessary because of a union-negotiated plan amendment does not affect the expense
being treated as a permissible plan expense.
On the other hand, if the $50,000 was incurred as part of the Plan sponsor’s negotiating
with the union - in advance of adoption of the Plan amendment giving rise to the testing the expense, as discussed in the Answer to hypothetical No. 1, would be viewed as a
settlor, rather than plan, expense. The $60,000 for consulting fees to analyze the
Company’s options for compliance with USERRA and SBJPA would constitute plan
design/settlor expenses that may not be paid by the Plan.
Similar to a fiduciary’s implementation responsibility with regard to maintaining the
tax-qualified status of a plan, fiduciaries have an obligation to ensure that administration
of their plan comports with the requirements of ERISA, as well as other applicable
Federal laws. Accordingly, the $5,000 expense to amend the Plan to comply with the
requirements of Title I of ERISA would be a permissible plan expense, assuming that the
amount is reasonable in light of the services rendered.
Hypothetical No. 5 [Disclosure/Communications]
The public relations firm, TUV (the Firm), has offices in Philadelphia, Dallas, Los Angeles and
New York. The Firm operates a defined benefit plan (Plan). From 1993 to 1996, the Plan, in
addition to distributing a Summary Annual Report (SAR), distributed an individual benefit
statement to each participant. The total preparation and distribution costs for the benefit
statements were approximately $50,000 annually.
In 1996, the Firm decided it would be a good idea to make sure its employees were aware of all
of the benefits provided by the Firm. Accordingly, for 1996 and subsequent years, the individual
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benefit information was incorporated in a twelve page booklet that included summary
information about all the Firm’s benefit plans (health, dental, vision), as well as one full page
devoted to other Firm benefits (e.g., the physical fitness center, limousine services) and activities
(e.g., annual picnic, Holiday party, etc). The booklets are prepared by the Plan’s actuarial
consultant. The booklet costs approximately $125,000 to prepare and distribute annually.
What, if any, of these expenses may be paid by the Plan?
Hypothetical No. 5 - Answer
The issues presented by this hypothetical involve the extent to which a plan can pay
expenses related to the disclosure of plan information. Clearly, plans may pay those
expenses attendant to compliance with ERISA’s disclosure requirements (e.g., furnishing
and distributing summary plan descriptions, summary annual reports and individual
benefit statements provided in response to individual requests). As indicated in the
Answer to hypothetical No. 2, communicating plan information to participants and
beneficiaries is an important plan activity. The Department notes that there is nothing in
Title I of ERISA that precludes a plan fiduciary from providing more information than
that specifically required by statute. Whether or not a particular communication related
expense should be incurred by a plan is a fiduciary decision governed by the fiduciary
responsibility provisions of Title I of ERISA.
Accordingly, the $50,000 to produce and distribute individual benefit statements would
be a permissible plan expense to the extent that the actual costs of preparation and
distribution are reasonable. Similarly, a portion of the $125,000 for preparation and
distribution of the benefit booklets may also be a permissible plan expense.
Clearly, the plan sponsor should pay that portion (1/12) of the costs of the booklet that
relates to non-plan matters (i.e., physical fitness center, limousine services, picnic, etc.).
In addition, a plan may pay only those reasonable expenses relating to that plan, and
therefore, each of the plans should pay their proportionate share of the expenses of the
booklet. While plan administrators and fiduciaries should be given considerable
deference with regard to their disclosure decisions, plan administrators should be able to
explain their disclosure decisions and justify the costs attendant thereto.
Hypothetical No. 6 [Outsourcing Administration]
The QT, P. C. (QT) is a law firm with satellite offices in most major U. S. cities. QT operates a
defined benefit plan (Plan). Until 1997, the Plan was administered by a ten lawyer benefits
committee. In 1997, the Plan fiduciaries decided to out-source the administration. Following an
in-depth search, the Plan’s fiduciaries selected Firm, Inc. and agreed to pay $1 million in start-up
fees. The start-up fees were paid from the Plan and were used to set up data bases and transfer
data to Firm that was necessary to administer the Plan. The new system operated by Firm
provides Plan participants with a significantly enhanced level of service than was previously
provided by the staff of ten lawyers. Once the Plan’s administration was transferred to Firm, the
Plan paid all of Firm’s administration fees.
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To what extent may the expenses associated with outsourcing the Plan’s administration be paid
by the Plan?
Hypothetical No. 6 - Answer
Section 404(a)(1)(A) specifically contemplates the payment of reasonable expenses by an
employee benefit plan. Where a plan sponsor has assumed responsibility for the payment
of plan expenses and later prospectively shifts that responsibility to the plan, the plan
may pay those expenses to the extent reasonable and not otherwise precluded by the
terms of the plan.
To the extent that the services provided by Firm are necessary for the administration of
the Plan, the $1 million start-up fee and ongoing administrative fees may constitute
reasonable expenses of the Plan if they are reasonable with respect to the services
provided, and not otherwise precluded by the Plan.
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Summary of Permissible Expenses. Below is a chart categorizing expenses as proper or improper for payment from plan
assets, based on one possible reading of the DOL’s new guidance.
Plan Expenses: Payment from Plan Assets
Expenses Permissible for Payment from Expenses Questionable for Payment Expenses Not Permitted to be Paid from
Plan Assets
from Plan Assets (or where Permissibility Plan Assets
Depends on Particular Facts)
Trustees’ Fees

Plan Design Costs
Consulting
Legal
Actuarial
Drafting most plan amendments

Investment Managers’ Compensation
Investment Consultants’ Fees (for example, for
asset allocation or to identify funds to be offered in
participant-directed defined contribution plan)
Query: With respect to asset allocation advice,
would it matter whether a goal, or the goal, is
to minimize the employer’s contributions?

Fiduciaries’ Legal Fees: May depend on whether
fiduciary prevails, particularly in the case of a
claim of fiduciary breach or other serious
wrongdoing.

Union Negotiations

Investment Education for Participants

Valuation of Employer Stock: May depend on
whether valuation is exclusively for plan purposes
or whether the employer otherwise has a need for
its stock to be independently appraised (or enjoys
a benefit by reason of that appraisal).

Payroll System Design: Probably little, if any, of
this cost can be allocated to a plan

PBGC Premiums
Accounting Fees: Annual Audit

Accounting Fees: Advice on plan design to
minimize impact on employer’s financial
statements

Actuarial Costs: Annual Valuation

Actuarial Costs: FAS 87, FAS 88 and FAS 106
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Query: Does it matter that one calculation is to
determine the employer’s maximum deductible
contribution?

calculations

Administrative Costs:
Recordkeeping fees (retirement)
TPA fees (health and welfare plans)
Participant Statements
Query – Any limit on number of statements?
COBRA administration
Distribution costs, such as check costs
QDRO processing
QMCSO processing
Cost of finding lost participants
Nondiscrimination testing
Drafting plan amendments, if legally required,
excluding any cost associated with choices
available to the plan sponsor
Implementing Plan Amendments, whether or not
the cost of the amendment itself may be paid from
plan assets. This should include recordkeeping,
actuarial, and legal costs.
Determination Letter Applications, including user
fees and costs of preparing applications
Communications
Preparing SPDs (but only costs appropriately
allocable to the particular plan paying the
expense)
Distributing SPDs

Cost of Securities Registration for Plan: Unclear,
but presumably should not matter whether the
need for registration is a consequence of plan
design
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Compensation Disclosure in Securities Filings
required to be made by plan sponsor

Provider Searches (including fees to advisors
helping identify providers):
Insurers
Query – Does it matter whether reducing the
employer’s cost is a factor in the search? Or
the dominant factor?
Trustees
Investment Managers
Annuity Providers
(probably even on plan termination, whether or
not a reversion potential exists, since DOL
advice and court decisions suggest that choice
of annuity provider must be made for the
benefit of participants and beneficiaries)
Other Service Providers
Query – What if part of a provider’s services
will involve plan design? Does it matter if the
plan would still incur the search cost if the
provider were not to provide any design-based
advice?
Costs associated with Outsourcing Benefit
Administration (presumably both initial costs and
ongoing costs)

Compliance Audits: May depend on reason audit
undertaken.
If the purpose is to improve
administration of the plan for the benefit of
participants and beneficiaries, costs should be
permissible for payment from the plan. This is
probably so even if the audit leads to a filing with
the IRS under the EPCRS set of programs. In
contrast, if a compliance audit is primarily for the
purpose of protecting the employer, perhaps the
costs of the audit would not be payable from the
plan. If this distinction must be drawn, the line
between permissible and impermissible audits
may be difficult to divine.

21
{00000662.1)

Costs of Correcting Retirement Plan Qualification
Mistakes (a) under SCP, or (b) without resort to
the EPCRS system. These presumably are normal
administrative expenses which can be paid from
plan assets. This may suggest that a plan should
also be permitted to pay correction expenses even
where VCP is used (except that the plan may not
pay penalties or fees which, by law, are the
responsibility of a particular party other than the
plan). The key may be whether some party other
than the plan has legal liability for the error, in
which case the plan might be prohibited from
paying for correction to the extent of that other
party’s liability.

Expenses associated with corrections under VCP
or filing delinquent 5500s (other than penalties or
fees), such as legal, consulting, accounting, and
other expenses – Unclear
Query: Should these expenses be payable in
the same fashion as other plan administration
expenses, or should they instead be borne by
the party “at fault?” See the comments in the
box to the left.

Expenses in Pursuing Correction by a Fiduciary of
a Fiduciary Breach or Correcting a Prohibited
Transaction (while recovering as much of these
costs as possible from the responsible fiduciary or
party to the prohibited transaction)

Fiduciary’s Correction of Fiduciary Breach or
Prohibited Transaction
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Penalties/Fees:
EPCRS
Delinquent 5500s

Avoiding a Prohibited Transaction. As noted earlier, ERISA’s prohibited transaction
rules are of particular concern where a payment is to be made to the plan’s sponsoring employer
(or to some other party in interest). To avoid engaging in a prohibited transaction, a plan would
likely need to avail itself of the statutory prohibited transaction exemption set forth in ERISA
Section 408(b)(2), which reads:
The prohibitions provided in § 406 [the prohibited transaction rules] shall not
apply to any of the following transactions:
* * * * *
(2)

Contracting or making reasonable arrangements with a party in interest for
office space, or legal, accounting, or other services necessary for the
establishment or operation of the plan, if no more than reasonable
compensation is paid therefor.

The Department of Labor has issued regulations interpreting this exemption. Those
regulations are found at 29 CFR § 2550.408(b)-2(b). One controversial feature of the regulations
is their position that, despite the comprehensive relief from the prohibited transaction rules
promised by a literal reading of the statutory provision, the exemption in fact offers protection
only from the Section 406(a) mechanical transaction rules, and not the general conflict of interest
prohibitions set forth in Section 406(b). This is an important limitation because plan fiduciaries
causing amounts to be paid to a sponsoring employer will normally labor under a Section 406(b)type conflict of interest if, as is typical, they are employees of the sponsoring employer. This is
of particular concern with respect to the Section 406(b)(2) prohibition on acting on behalf of a
party whose interests are adverse to the interests of the plan or the interests of participants or
beneficiaries. Fortunately, the regulations provide an exemption from Section 406(b) where a
fiduciary providing services only receives reimbursement from the plan for the fiduciary’s
“direct expenses.” Even if a sponsoring employer is not a fiduciary, one assumes a fiduciary’s
decision to reimburse the employer for its direct expenses would enjoy this Section 406(b)
exemption, since the fiduciary’s conflict of interest would, in that event, be less pronounced than
if the fiduciary itself were receiving the payments.
To enjoy the Section 408(b)(2) prohibited transaction exemption for amounts paid from a
plan to a sponsoring employer (or to some other “party in interest”), the following standards
would generally need to be met:
•

Expenses paid from the plan would need to be reasonable in amount. Where a
trust pays the sponsoring employer or some other “party in interest” for services,
or rent for office space, the services to be furnished or the office space rented
must be under a contract or arrangement which is reasonable. This includes a
requirement that the plan be able to terminate the arrangement without penalty on
reasonably short notice.

•

The payments would need to be for “necessary services,” which Department of
Labor regulations define as services which are “appropriate and helpful to the
plan . . . in carrying out the purposes for which the plan was established or
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maintained.” In general, ERISA’s prohibited transaction rules do not authorize
the purchase of goods from a related party such as a sponsoring employer. They
only allow for the payment for services provided by a related party. Department
of Labor regulations do, however, provide that where a party provides services to
a plan for which the plan may make payment, that party may also furnish goods
“which are necessary for the establishment or operation of the plan in the course
of, and incidental to, the furnishing of” the services being provided to the plan.
29 CFR § 2550.408b-2(b).
•

Payments to the sponsoring employer (or other “parties in interest”) should be
restricted to “direct expenses,” if the fiduciary making the decision to pay the
party in interest labors under a conflict of interest. This means, in part, that (a)
the expenses cannot be ones the parties being paid (such as the sponsoring
employer) would have sustained even if those parties had not provided services to
the plan, and (b) the expenses cannot be an allocable portion of overhead. 29
CFR § 2550.408c-2(b)(3). For further guidance on what constitutes a “direct
expense,” see DOL Advisory Opinions 83-20A, 86-1A, 88-3A,89-9A, and 93-6A.

The following is a possible interpretation of these principles, as applied to several
common categories of expenses:
1.

Salaries and Benefits. A sponsoring employer can normally be reimbursed from
a plan for regular compensation paid to employees of the sponsoring employer
who provide administrative services to the plan if (a) the amounts are reasonable,
and (b) the sponsoring employer would not have incurred those expenses but for
the work the employees do for the plan. The second condition (in (b)) will likely
be satisfied if the employer would not employ the workers but for their plan
administration duties. Where only a portion of an employee’s time is spent on
plan matters, an employer can only be reimbursed for compensation relating to
the employees’ plan duties and only where those duties relate to a proper plan
expense (such as routine administration and not plan design issues). The DOL
may demand careful time allocation records for employees who do not devote all
their time to plan administration matters.

2.

Rent. A plan can pay a sponsoring employer a reasonable amount for the rent of
space occupied by employees of the plan or sponsoring employer if (a) those
employees provide services exclusively of the types reimbursable by the plan, and
(b) the sponsoring employer would not bear the cost of that rented space were
those employees not employed (or were they not providing reimbursable services
to the plan). If a sponsoring employer has a history of renting space within its
offices similar to the space occupied by employees serving the plan, this would
help with the argument that the sponsoring employer would not bear the cost of
that space absent the work the employees do for the plan.

3.

Equipment Maintenance and Equipment Depreciation. The key question here
is, again, whether the sponsoring employer would bear these expenses were it not
supporting the plan. For example, if a sponsoring employer would have the same
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expenses for a photocopier without employees who serve the plan using it, no part
of the photocopier cost could be paid by the plan. As noted earlier, the applicable
prohibited transaction exemption does not apply to the purchase of goods. To the
extent a plan pays a sponsoring employer amounts for equipment, it should,
therefore, probably be for the lease of that equipment, not for its purchase. If a
plan purchases equipment or goods, those purchases should generally need to be
made from an unrelated party, not from the plan sponsor.
4.

Office Insurance. Once again, the key question is whether there is an
incremental office insurance cost related to the plan. A plan can pay for a portion
of the cost of office insurance only if a convincing case can be made that the
sponsoring employer would not incur that cost absent the services the sponsoring
employer provides to the plan (which may well be difficult to establish).

5.

Training and Conferences. Reasonable payments for appropriate training and
attendance at conferences by employees of the sponsoring employer serving the
plan can probably be paid from a plan. On audit, the Department of Labor may,
however, take a careful look at the appropriateness of those expenses. Needless
to say, conferences offering little in the way of substantive education, or where
the attendees could have obtained the same information at lower expense through
some other avenue, should not be paid from the plan.

6.

Travel. Reasonable amounts for travel that is solely in the interest of participants
and beneficiaries, which could include reasonable travel expenses appropriate in
connection with normal administration of the plan, can probably be paid from the
plan.

7.

Telephone. A sponsoring employer may be reimbursed for telephone expenses
from a plan only to the extent the sponsoring employer would not otherwise have
borne those expenses. For example, expenses for extra lines needed for plan
business and which are used exclusively for that purpose would seem appropriate
for payment from a plan.

8.

Printing and Publications. Reasonable expenses for printing and publications
that are in the interest of participants and beneficiaries should be properly payable
to the sponsoring employer providing those printing services. Remember,
however, that the relevant prohibited transaction exemption is only for services
and not for goods. A reasonable argument can probably be made that the types of
publications for which a plan would pay are in fact services (information services)
rather than goods. As with other expenses, a plan probably can pay to the
employer only its additional cost of providing the printing services. So a plan
presumably could not pay an employer a fair market price for printing services if
the employer’s marginal cost for those services is less.

9.

Supplies and Storage. The rules on paying a sponsoring employer for storage
would be the same as the rules above on rent. In particular, if storage is offsite
and would not be incurred but for the necessary storage of materials for the plan,
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those storage expenses should be ones which can be paid from the plan. As
always, it is far preferable to make payment directly to an outside party, rather
than to the sponsoring employer. So, if payment can be made from the plan
directly to the storage company, rather than to the sponsoring employer, this
would be the better approach.
As for supplies, the relevant prohibited transaction exemption is only for services
and not for goods. Even so, one might assume that the likelihood the Department
of Labor would object to a plan reimbursing a sponsoring employer for the actual
cost of normal office supplies would be fairly small, so long as those expenses are
not great. A safer course would, however, be for the plan to make its purchases
directly from outside vendors.
10.

Postage. Amounts for postage actually and appropriately used by the plan should
be an expenses payable from the plan.

Attorneys’ Fees: Special Considerations: Although attorneys’ fees will, in some
circumstances, be permissible expenses for payment from a plan, there is an additional
consideration which may argue against paying those fees from plan assets. It is likely there will
be no attorney-client privilege with respect to any advice paid for with plan assets in the event of
litigation brought by participants or beneficiaries or, perhaps, the Department of Labor. This is
because (a) an attorney representing a plan probably enjoys no privilege vis-a-vis participants
and beneficiaries (and, perhaps, with respect to the Department of the Labor when it asserts a
claim on behalf of participants and beneficiaries), and (b) where a plan pays attorneys’ fees, the
attorney is presumably representing the plan. If an attorney instead represents the sponsoring
employer (or otherwise does not represent the plan), payment from the plan for that advice would
presumably constitute a prohibited transaction either under ERISA Section 406(a) (if the attorney
were a party in interest) or, more likely, under Section 406(b)(2)’s prohibition on acting on
behalf of a party whose interests are adverse to the interests of participants or beneficiaries.
Alternatively, the payment might be considered a fiduciary breach in violation of the “exclusive
purpose” requirement.
Payment by Employer May Jeopardize Deduction. There are some types of qualified
retirement plan expenses which, if paid by the employer and not by the plan, will not be
deductible by the employer except under the rules of Section 404 of the Tax Code. These are
expenses that are considered intrinsic to the value of the plan’s assets, such as brokerage fees.
See Rev. Rul. 86-142, 1986-2 C.B. 60.
Retroactive Authorization for Reimbursing Employer. It may be more difficult for a
plan to reimburse an employer for an expense the employer has incurred on behalf of the plan if
the plan’s fiduciaries did not authorize the expense in advance. Where an employer incurs an
expense and later seeks reimbursement, the plan’s fiduciaries presumably must consider whether
it is consistent with their general fiduciary obligations to reimburse the sponsoring employer for
an expense the plan has no legal obligation to pay (since there was no prior authorization for that
expense). Fiduciaries would likely need to consider this issue even if the reimbursement were not
otherwise a violation of ERISA’s prohibited transaction rules, either by reason of the
Section 408(b)(2) prohibited transaction exemption discussed in detail above or the prohibited
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transaction exemption for no-interest loans from an employer for the purpose of paying a plan’s
ordinary operating expenses. Proh. Trans. Class Exemption 80-26.
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APPENDIX B
(Reproduced with permission of Williamette Management Associates)

Emerging Trends Insights

Best Practices

Q&A with Tim Hauser of the U.S.
Department of Labor
Frank (Chip) Brown, CPA
As part of a national enforcement project centered on ESOPs, the U.S. Department of Labor
(DOL), through its Employee Benefits Security Administration (EBSA) agency, has increased
its level of scrutiny of ESOP employer stock valuations relied on by fiduciaries in ESOP stock
purchase or sale transactions. This increased scrutiny has led to an increase in the number
of ESOP-related suits filed by the DOL. Tim Hauser is the Deputy Assistant Secretary for
Program Operations of EBSA at the DOL, and as such is the chief operating officer of the
agency. His responsibilities include overseeing the EBSA regulatory and enforcement of
ESOPs and other welfare benefit plans. The purpose of this interview with Tim is to provide
a regulatory perspective on ESOP employer stock valuation and related enforcement. The
topics discussed in this interview range from his opinion on the areas for improvement in
ESOP valuations to his thoughts on current enforcement efforts. The author hopes this
interview not only provides insights on important ESOP-related issues, but also illustrates
that a continued dialogue between all parties (e.g., ESOP practitioners and the DOL) may
result in a common perspective that reduces litigation in the future.
1. Can you give an overview of your role and
your division within the framework of the U.S.
Department of Labor (DOL)?
I am the deputy assistant secretary for program
operations of the Employee Benefits Security
Administration (EBSA). EBSA is the DOL agency
that enforces the Employee Retirement Income
Security Act (ERISA) and protects the interests
of benefit plan participants, private retirement
plans, health plans, and other welfare benefit
plans.
In my role, I serve as the chief operating officer
of EBSA. My responsibilities include overseeing
the agency’s regulatory, enforcement, and reporting activities. I am part of our national office in
Washington D.C.
We also have 10 regional offices, which are
staffed with field investigators as well as benefit
advisers who are available to provide direct assistance to the public.
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2.

How has your current role changed from your
previous position at the DOL?

Until December 2013, I was the associate solicitor
of the Plan Benefits Security Division (PBSD) of the
Office of the Solicitor at the DOL. PBSD staffs the
attorneys in Washington, D.C., who represent EBSA.
In moving from PBSD to EBSA, I have gone from
being the lawyer to being the client.
3.

In general, do you think that employee stock
ownership plans (ESOPs) are good for employees, if implemented and administered properly?

ESOPs are written right into the law and they can
serve an important set of social goals. ESOPs can
promote worker ownership and worker engagement.
ESOPs also can provide valuable retirement benefits
to people. Our enforcement program is intended to
protect these retirement benefits.
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4.

In general, why has there been such an increase
in ESOP-related litigation and enforcement
efforts by the DOL?

We believe there is a chronic problem with ESOP
appraisals. To address this problem, we have
increased the level of scrutiny of ESOP appraisals.
When we go in and open an ESOP case, I ask my
field people to take a close look at the appraisal.
And we often review the appraisal at the national
office as well.
The number of suits that we have filed to
recover ESOP losses simply reflects the number
of egregious cases that we have seen. The cases
we have brought are only those that we thought
were bad enough to merit litigation and that
we could not resolve by other means (including
settlement).
The bottom line is that we want ESOP transactions to occur at the right price and be in the best
interest of the plan.
Ultimately, my hope is that the quality of appraisals and fiduciaries’ consideration of those appraisals
improves. But, I’m afraid that, for the short term, I
expect to see more litigation and more cases in this
area because I do not think we are there yet.
5.

Did the unexpected great recession and downturn in the economy/markets contribute to the
increase in litigation?

We have not filed suit against anyone for failing to
predict the 2008 downturn. Our focus is on whether
parties acted prudently, loyally, and in good faith at
the time of the transaction.
It is not based on hindsight. In the transactions
that are the subject of our lawsuits, the imprudent
conduct occurred irrespective of whether the markets subsequently went up or down.
6.

How do you determine which cases to pursue
or investigate?

We look at each matter on a case-by-case basis.
Sometimes what happens is you start to see patterns. You see the same names popping up again
and again in transactions that look problematic to
us. At some point you say, I keep seeing this person,
maybe I need to look at the deals that person is
doing. But really, it’s more case-by-case.
We also have a national enforcement project
centered on ESOPs. We have criteria to evaluate
those cases and what we were looking for. Then we
make decisions based on the inventory of cases and
our resources.
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7.

You mentioned the national enforcement project centered on ESOPs. Can you talk more
about that project?

There are a series of problems in the marketplace
that we regulate. There are certain areas that we
choose to focus on as enforcement priorities. We
make a dedicated effort to find violations and to
correct them. ESOPs are one of our longstanding
national enforcement priorities.
For ESOPs, two common violations seem to arise
with greater frequency than others. The most common violation involves parties relying on an unreliable appraisal in deciding whether to move forward
with a transaction at a particular price.
In these cases, our allegation is that the fiduciaries failed to exercise adequate diligence in
obtaining and reviewing the appraisals as part of the
transaction process.
The other common violation arises where the
plan effectively owns the company (or owns a substantial part of the company), but the plan is not
exercising any of its ownership rights to protect its
interest in the company. For example, while management is looting the company of its value, the
fiduciaries are asleep at the wheel and doing little or
nothing to protect the stock’s value.
Outside of enforcement, I’m really interested in
making an effort for more concerted outreach to the
ESOP community and in seeing if there are other
ways we can address the major issues EBSA has
seen in order to prevent abuses and violations from
happening in the first place. I have made an effort
to talk more with ESOP industry associations and
groups and to attend ESOP events.
8.

Can you talk about the common issues that you
are focusing on with respect to ESOP appraisals?

If you look at our recent litigation, a common problem is reliance on unrealistic projections of future
performance in determining value. ESOP appraisals
are often based on management projections.
An issue can arise when the projections are too
rosy. This can result in an inflated appraised value
and an overpayment by the ESOP in the transaction. I see the use of aggressive and unrealistic projections as a chronic problem with ESOPs.
In many cases we investigate, these “management projections” are essentially prepared by the
counterparty to the ESOP in the transaction. It is
not uncommon for the projections to be prepared
by the very people who are selling the stock to the
ESOP or who are subordinates of the sellers.
So you have parties to a transaction (that is
supposed to be an arm’s-length deal) who are just
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plugging in whatever their
counterparty told them will
be the future performance
of the company.

Another problem that we see with ESOP appraisals is out-of-date financials. That’s pretty common
and that’s a killer too. It’s an issue that is relatively
straightforward.

In these cases, ESOP
fiduciaries are accepting
projections without asking themselves about how
realistic the projections
are. They are not asking
questions such as: How
do the projections compare to the performance
and projections of the
company’s peers? How do
the projections compare
to the historical performance of the company?

You are not arguing about the precise amount
of the company-specific risk in your discount rate,
or some technical issue involving valuation arcana.
It’s simply that you were relying on data that was
months and months old—and things have changed
at the company since then.

How plausible is it that the company could really
go forward with these projections? How volatile or
sensitive are the projections to various assumptions? What happens if the projections are off by
a couple of percentage points? Or what happens if
there is a recession?

There can also be an issue where the plan pays
for the full value of stock but does not get all of the
upside because of dilution. For example, when a
plan is buying 100% of the equity in the company,
but it doesn’t get 100% of the upside due to various
dilutive items such as warrants, options, or earnouts
that are not considered in determining adequate
consideration. The result is that the plan will be
overpaying for the stock.

“If you were investing your own
money, you wouldn’t
just go through the
motions. . . . You
would be kicking
the tires and making
sure that the deal
made sense. . . .”

Will the company be able to service the debt in
these types of downside scenarios? What will happen to the company’s value as competition drives
down profits, or as performance reverts to the
mean?
People need to think hard and perform some
level of scrutiny related to the projections. And in
the cases we bring, we just don’t see that.
We just see management projections getting
plugged right in to the ESOP appraisal without a
critical review. Everybody moves on and does their
math based on these management projections without “kicking the tires.”
We typically see a standard disclaimer in the
appraisal report that it’s based on management’s
projections. The appraisers assert that they don’t
vouch for what management told them and that
their conclusions are solely a reflection of those
numbers, but then the fiduciaries don’t scrutinize
the numbers either.
Essentially the appraisal presupposes the accuracy of the financial records and the projections
provided to the appraiser. But, I really think fiduciaries need to insist on more than that.
If the projections are prepared by the appraiser
instead of management, the fiduciary needs to ask
the appraiser to do a critical analysis of the reasonableness of the projections. The fiduciary needs to
then talk to the appraiser about the projections and
ask questions along the lines of those I mentioned
earlier. Critical thinking is really important here.
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Another appraisal issue in some of the cases we
have filed is the use of control premiums on plans
not really buying control. The stock value is getting a boost based on a control premium. But then
you look at the various documents (stock purchase
agreements, the various covenants on the finance
agreements) and see that the plan is not really getting control.

I could give you a laundry list of issues with
ESOP appraisals. I keep a running list of the different things I have seen. People are always coming up
with new things I haven’t thought of.
9.

Separate from the appraisal, are there any
other areas related to ESOP transactions that
you want to comment on?

Moving apart from the appraisal issues, another
big problem I sometimes see is a lack of seriousness about these transactions. If you are the
person with the authority to make a multimilliondollar decision, you really should be acting more
like a private investor who is putting his own
money on the line.
You should act as if this is your retirement security at stake. Act as if you are investing 100 percent
of your retirement. What process would you employ
if that were the case? I guarantee you that the process you would employ would not be a checklist,
pro-forma type of thing.
If you were investing your own money, you
wouldn’t just go through the motions. You wouldn’t
just hire the appraiser to make sure you got the
opinion you wanted.
You would be kicking the tires and making sure
that the deal made sense both from a process stand-
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point and a substantive standpoint. I’m not saying
this isn’t the way it usually works, but in the cases
we bring, it’s never how it works.
Another issue we have seen in our cases that’s
troubling is that we don’t actually see negotiations.
If we do see negotiations, they are very marginal and
generally regard some very minor provisions of the
purchase agreement that do not result in increasing
or protecting the benefits the ESOP is supposed to
provide participants.
We do not see a lot of haggling over price. We do
not see a lot of pushing back. Indeed, in some cases,
we see trustees actively working with the seller to
come up with ways to maximize tax benefits for the
seller to the detriment of the plan.
10. What could ESOP practitioners, such as attorneys, appraisers, and institutional trustees, do to
help improve these issues that you are seeing?
We recently entered into a settlement agreement in
the Sierra Aluminum case. If people follow the document as best practices, we all would be hugely better
off. I think the transactions would be much better if
people really took the provisions in this agreement
to heart and followed them.
Obviously the agreement was structured with
a particular case and a particular set of parties in
mind. So, to some degree, it is tailored to the problems we identified in a particular case. But there is
a lot in the agreement that is broadly applicable to
everybody.
11. Given that the settlement agreement is based
on one transaction in a particular case, is there
anything that you would add to the document
in terms of best practices?
I probably would say more about earnout agreements and add information on warrants/options as
well as indemnification. There are probably some
other items and information that I’d cover if I really
went through my list.
12. Is there a higher level of scrutiny for complex
ESOP transactions as opposed to more basic
structured ESOP transactions?
I’d say our antennae are going to go up more if we
see a lot of complexity. At some point we have to
wonder if all the complexity is there because it’s
good for the plan or if it is there for some other
reason. Usually, you can do a transaction where the
plan purchases shares of common stock and pays
fair market value without too much complexity.
The overall point I would make is that in determining the structure of the transaction, the fidu-
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ciary is obligated to make sure that the interests of
the ESOP participants are taken into account. That
is, the trustee has to consider how that transaction
and its structure could help or hurt participants.
13. In general, what due diligence should be performed in regards to the reasonableness of
management projections used in the valuation?
I would point to the portions of the Sierra Aluminum
settlement agreement that cover the topic of projections. You will see that projections were an issue in
that case.
So, we took some care in spelling out how plan
fiduciaries should look at projections. Basically, we
think you should consider the source of the projections.
Are these projections coming from someone who
is essentially on the opposite side of the deal from
the plan? If the answer is yes, the plan representatives should be skeptical about those projections. We
also think you should compare the projections with
historical results and the company’s peer group.
You should ask yourself what the projections
mean for the company in the future. If the company
is projecting ever increasing performance and the
sky’s the limit, ask yourself exactly what market
share you are anticipating that the company is going
to have ten years from now—is that kind of performance realistic?
You should be asking yourself about what happens if the company misses projections. What are
some reasonable scenarios where the company
might miss the projections? What would that mean
for the company?
Given the amount of debt in some of these
transactions, it often is the case that if the company
misses projections by even a little bit, then all of
sudden it can’t meet the loan payments.
14. It is my understanding that Section 3(18)
of ERISA contemplates that the DOL would
promulgate regulations to guide valuations of
closely held stock of ESOP sponsor companies.
Given that there are no such regulations (at
least not finalized), what guidance would you
encourage or suggest that plan fiduciaries consider in valuing securities for which there is not
a generally recognized market?
The Sierra Aluminum settlement agreement lays
out a lot of factors or guidance. And you can look to
various professional standards for appraisers. There
is also quite a bit of case law such as Donovan v.
Cunningham, Chao v. Hall Holding, and Howard
v. Shay.
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The law is fairly well developed. But what we are talking
about in these cases is very
common-sense. We do not, as
a rule, bring lawsuits for close
judgment calls. We are looking at abusive transactions.
Typically, these aren’t situations
where professional appraisers
should have needed a lot of
guidance from us.

You really want your own independent adviser.
What is of concern in a lot of the transactions where
we brought lawsuits is a sense that the “fix was in.”
That is, the process and its outcome were rigged by
the counterparty.

15. You touched on this earlier,
but what are your thoughts on control premiums for ESOP transactions?

Fast-forward to the closing, and the transaction
price is the price that’s right for the seller, not the
plan.

The decision on whether to pay for control is always
the trustee’s decision. The trustee may be getting
advice from an appraiser. But the trustee is the one
who is going to be on the hook. The trustee is the
one who needs to look out for the plan’s interests.

That is not what you want if you are trying to
make a decision on what is in the plan’s best interest. You want your own independent appraiser who
does not owe anything to the seller. You do not want
to be worried about whether the appraiser has any
sense of duty to the other guy on the opposite side
of the deal from you.

“We do not, as a
rule, bring lawsuits
for close judgment calls. We are
looking at abusive
transactions.”

And with control premiums, from my standpoint, the trustee needs to question and consider
whether the plan is actually getting control. Is it
going to be the exact same people running the
company? Are they going to be running it exactly
the same way?
Has the trustee fully considered the issue where,
under the terms of the agreement, the plan does not
even have a right to control who manages the company or how it’s managed? In such a case, the plan
should not be paying for control.
Even if the plan is acquiring the ability to run
the company, I think the trustee needs to think hard
about whether to a pay a control premium. Because
normally when you think of somebody in the private
market paying a control premium, they are doing it
because they think they have some way to restructure, change the business plans, alter management
to reduce costs, or increase revenue.
That is not typically the case when a plan
acquires control. I just don’t normally see that.
16. Can you discuss in general what you consider
to be an independent appraiser? Does work
performed by an appraiser for other related
parties prior to the transaction impair independence?
The Sierra Aluminum settlement agreement goes
into this in some detail.
We do not think you should hire an appraiser
that is picked out by your counterparty. We don’t
think you should use an appraiser that’s been doing
work for the counterparty, including any affiliates,
friends, or relatives of the counterparty.
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The counterparty essentially took the appraiser
out for a test drive prior to the transaction. The
counterparty got a feel for whether or not the
appraiser was likely to come in at a good price for
the counterparty, not the plan. Then the trustees—
whose job is to look out for the plan—just go with
that same appraiser for the ESOP.

17. In general and at a high level, what should be
done to assess the work of an appraiser?
The Sierra Aluminum settlement agreement discusses this. You need to make sure that you select
and hire the appraiser prudently. You need to make
sure the appraiser has complete current and accurate information.
You need to verify for yourself that it is reasonable to rely on the appraisal. This means you actually have to read the appraisal, understand what the
assumptions are, and consider sensitivities in the
analysis.
18. What are your thoughts on a fiduciary considering the fair market value of seller notes,
which may be lower than the face amount,
in determining if an ESOP paid more than
adequate consideration for sponsor company
shares?
The trustees need to recognize that they have an
obligation to get the price right and to report the
price correctly both in the plan’s filings with the
government and in the information provided to
participants.
And, they have a distinct obligation to get the
financing right. They have to do all these things, not
just some. The financing might be good, but that
does not get the trustee off the hook if he sets the
price too high.
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19. What does it take for the DOL to file suit
against an appraiser? Typically, the appraiser
is not named as a defendant in DOL suits.
The chief way we regulate the plan universe is
through fiduciaries. Fiduciaries have a duty of
undivided loyalty to the plan. They have a duty
to be prudent. They are obligated to refrain from
prohibited transactions. And if they run afoul of
those duties, we can bring a lawsuit. We can compel
them to correct their breaches. We can hold them
accountable for all of the losses caused by their
misconduct.
If you are not a fiduciary, we have very limited
remedies. We may be able to bring suit against nonfiduciary service providers for knowing participation in an ERISA violation. We may be able to get
them to disgorge fees.
We can maybe get some species of injunctive
relief. But, after that, a nonfiduciary is not obligated
under ERISA to be prudent, loyal, to refrain from
conflicts of interest, or to act in the plan’s interest.
They just don’t have those obligations.
And, we really don’t have the same means for
holding them accountable. Usually appraisers are
not ERISA fiduciaries under our current regulations.
And so, usually, we do not bring lawsuits against
them.
The exception is when the conduct is so egregious and it falls so short of the norms that we
think we need to bring suit despite ERISA’s remedial limitations. In those instances, even though we
have such limited monetary remedies, the courts
may say that this is a person who should not be
doing business with employee benefit plans anymore. In that type of case, we have brought, and
are prepared to bring, lawsuits against a nonfiduciary appraiser.
The remedial limitations are frustrating because
a lot of times, in my experience, the service providers, the consultants, the appraisers, are often the
engines that make these transactions go.
Nobody would have ever entered into the deals,
in the first place, but for the opinion of the appraiser.
Nobody will enter into the transactions at a specific
price unless the appraiser first says the price is OK.
And, if something goes wrong and there are
losses to the plan because of a bad appraisal, the
trustees typically do not file state-law claims against
the appraiser to recover losses. The reasons this
does not happen are two-fold.
First, the trustees as a rule are the people who
signed off on the deal the appraiser provided an
opinion on, such as an appraisal opinion of value
or a fairness opinion saying the deal is fair. So if
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you think about it from a self-interest standpoint,
the trustees probably feel like they are putting
themselves in the crosshairs a bit if they sue the
person who prepared the appraisal on which they
relied.
That is, if they go after the appraiser they have to
say, basically, you did a really bad job and I relied on
your bad job and as a result the plan suffered losses.
Because trustees are worried that the DOL and plan
participants are then going to bring a lawsuit against
them, trustees rarely bring actions against appraisers or other advisors.
Second, the language in the engagement agreements with the appraiser routinely disclaims much
of the state law obligations they would otherwise
have.
So, it might be that state law requires appraisers
to adhere to a standard of care, but the engagement
agreement will have all kinds of language about how
the appraisers are only liable if they are grossly
negligent or if they do really bad things and so on.
So while there might be state law claims that the
trustee could otherwise pursue, the appraisers have
set it up so that they have contractual defenses.
20. Can you share any insight into whether you
expect ESOP related litigation to increase,
decrease, or remain the same over the next
couple of years?
Well, I’m hoping that there is a concerted effort in
the industry to raise the bar so that these ESOP
lawsuits are not necessary. At the moment, unfortunately, we have more ESOP cases than I would
like to see.
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