Small 401(k) Plans Have More

Problems Than Larger Ones

By Ary Rosenbaum, Esq.

igger does not mean better, that’s
Bwhat mom and pop stores say all

the time. Sometimes they are right,
sometimes they are wrong. When it comes
to 401(k) plans, most people would assume
that larger 401(k) plans would have more
problems than smaller plans because of size
and complexity. The funny thing is that re-
ally isn’t the case. For many reasons, small-
er 401(k) plans have more problems than
larger plans. There are many reasons why
as this article will tell you.

Daily 401(k) plans are
not created equally

It is natural to assume |
that larger 401(k) plans
that have more partici-
pants and more assets than
smaller plans that should
have more problems than
smaller plans. However,
it’s the larger plan’s size
that makes it easier to
manage and avoid some of
the administration, head-
aches compliance prob-
lems, and fee issues that
smaller plans have. This
contradiction is based on
the fact that in the daily
valued 401(k) plan, world
all plans are not created
equal. Asset size dictates
pricing, level of care, and
level of service for 401(k)
plans so a larger plan will
be at an advantage over a
smaller one. It has been my experience that
smaller 401(k) plans are more likely to have
issues concerning plan compliance, hidden
administration fees, and increased fiduciary
liability as it pertains to participant directed
investments than their larger counterparts.

One major difference is the human
resources staff
Large companies sponsor large 401(k)

plans and small companies sponsor small
401(k) plans. One of the major differences
between a larger and smaller company is
the experience of the human resources staff
that will handle most of the 401(k) issues.
Larger companies have a human resources
director with a background in employee
benefits or they may even actually employ
their very own certified employees benefits
specialist. A smaller company that spon-
sors a 401(k) plan will have a less expe-

rienced human resources staff with almost
no retirement plan experience or if there is
no HR manager, this function may actually
be handled by own of the owners of the
company. The difference between the two
is that a larger company with a staff that is
well versed in retirement benefits will have
an easier time to act as a check and balance
on plan providers to ensure that they are
doing their jobs, as well as picking up the

slack when the providers drop the ball. The
human resources staff of a smaller company
may have a difficult time in identifying re-
tirement plan issues, often relying too much
on the plan providers to their detriment be-
cause it’s often the plan providers that cause
errors that cause huge 401(k) problems.

Smaller plans have limited choices for
the TPA

When it comes to selecting a third par-
ty administration (TPA)
firm for their plan, larger
401(k) plans have a wid-
er variety of providers
to choose from because
thanks to economies of
scale and larger revenue
sharing payments received
because of increased asset
size, they pay less in fees
as a percentage amount
S when compared to plan
assets. Larger 401(k)
plans will likely choose
unbundled TPAs or deal
directly with one of the
mutual fund companies
who offer their services as
TPA. Smaller 401(k) plans
choose bundled provid-
ers or insurance company
based platforms because
| of the low base fees, un-
aware of some of the wrap
| fees layered into the spe-
cific plan investments.
Some small plans make
the mistake of hiring their payroll pro-
vider as a TPA without realizing that their
no frills services expects the plan sponsors
(who have the least amount of experience)
to have a bigger role in the day-to-day ad-
ministration of the plan. That is why so
many smaller 401(k) plans are insistent
that they pay nothing for plan administra-
tion when they do, at a larger percentage
in fees as compared to plan assets. Larger
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Smaller plans have more
administration problems
Whether it’s plan design
errors, bad census prepa-
ration by the employer, or
mistakes in compliance,
smaller plans have more
administrative  headaches
than larger plans. The TPAs |
working on smaller plans
tend to make more errors
than medium or larger sized
plans. Usually it’s because

S ¥ il

jobs in a correct manner.
A system of checks and
I balances is a situation
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professional plan provid-
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of the TPA’s level of servic-
es. TPAs that cater to the small plan market
may be overburdened with work, lack ex-
perience, or don’t provide training to their
staff. Whatever it may be, larger plans have
more checks and balances either with TPA
or their retirement plan errors to nip plan
errors in the bud while smaller plan errors
tend to fester until they become larger errors.

Sophistication of the Plan’s financial
advisor

Smaller 401(k) plans are more likely to hire
financial advisors with less of a background
in retirement plans than larger 401(k) plans.
Many small plans employ financial advi-
sors who have very few retirement plan un-
der management, which means they are less
likely to be familiar with some of the re-
quirements that retirement plans must meet
to ensure continued qualification under the
Internal Revenue Code and ERISA. Larger
401(k) plans are more likely to hire finan-
cial advisors that have more experience in
the most important roles that a 401(k) plans
financial advisor has, such as the develop-
ment of an investment policy statements
(IPS), constant review of plan investments
to see if it still meets the requirements of
the IPS, as well as providing education to
plan participants to meet the requirements
of ERISA §404(c). I call financial advisors
who have a very small book of retirement
plan assets, small potato financial advisors
because of their lack of experience when
it comes to the fulfillment of their duties.
These advisors are less likely to fulfill their
duties in helping plan sponsor through
the fiduciary process and some may also

hold the

same belief of the free 401(k
administration myth discussed above.

Larger plans have the audit check

One of the biggest advantages that larger
401(k) plans have over smaller plans is a
legal requirement that most plans would
like to avoid because of the expense. Re-
tirement plans with more than 100 partici-
pants generally are required to procure an
independent audit from a CPA firm to ac-
company their Form 5500. While the audit
is there to check the financial status of the
plan, it is often a check and balance against
other plan providers to ensure that the plan
operates according to their plan document
and the law. From experience, I have seen
audits root out unnecessary fees charged
by a TPA as well as finding compliance
issues dealing with lack of repayments on
participant loans. While no audit is fool
proof, it is an effective mechanism to over-
see that the TPA and financial advisor are
doing their jobs correctly. I had one client
who discovered that their TPA was pock-
eting revenue sharing payments received
from mutual funds companies instead off-
setting their fees as promised and it was
the auditor that caught the fraud. A plan
which didn’t require an audit would never
have recovered those pilfered amounts.

Small plans can avoid the problems if
they are diligent

While I do believe that smaller 401(k)
plans are more likely to have larger prob-
lems than larger plans when it comes
to compliance, limiting fiduciary liabil-
ity, and minimizing administrative cost, it

advisor (which means
not linked to the TPA), and an indepen-
dent ERISA attorney. From experience,
the best retirement plans are where all plan
providers are well versed in the retirement
plan business, so they understand their du-
ties and the duties of the other providers.

Bigger doesn’t have to be better as long
as smaller 401(k) plan sponsors start tak-
ing their fiduciary liability more seriously.
The first step is assembling a top-notch
team of independent plan providers. The
second step is keeping tabs on these pro-
viders. These two easy steps will go a long
way in ensuring that a small plan doesn’t
have a large problem.
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