Stuff That Won’t Help A Retirement

Plan Sponsor Limit Their Liability

By Ary Rosenbaum, Esq.

seat belt in a car is useless if the
driver or passenger isn’t wearing it.
smoke detector is useless if the

batteries are dead. Vitamin C won’t prevent
a cold and putting paper on your forehead
won’t cure hiccups. For a retirement plan,
many things won’t limit liability if they
aren’t used and other things will never lim-
it a plan sponsor’s liability even though it’s
advertised that it will.
So this article is about
stuff that won’t limit a
plan sponsor’s liability.

An ERISA Bond
All retirement plans
that are subject to

ERISA are required to
have a bond. The bond
is to protect assets from
theft by a plan fiduciary.
The bond should not be
mistaken for fiduciary
liability insurance that
can offer some protec-
tion to plan fiduciaries
when sued by a plan
participant. While an
ERISA bond is legally
required, fiduciary li-
ability insurance is not.
Plans that don’t have
an ERISA bond and
answer that they don’t
on Form 5500 are more
susceptible to getting
audited by the Depart-
ment of Labor (DOL)
and the Internal Revenue Service (IRS).
So while they do offer some coverage from
the theft of plan assets by a plan fiduciary,
they don’t offer any protection against the
more common liability threats to a plan
sponsor. Thanks to the litigious society this
country has become, every ERISA plan
should have fiduciary liability coverage
because that offers real liability protection.

A corporate trustee

Many retirement plan sponsors utilize
the services of a trust company to serve
as a plan trustee. The corporate trustee
typically serves in a non-discretionary role
which means that the trustee will act at the
direction of the plan sponsor. A corporate
trustee will do almost nothing in regards
to limiting fiduciary liability. Corporate

trustees are typically hired when no indi-
vidual from the plan sponsors wants to
serve or if the plan requires an audit (be-
cause audit costs are lower when a corpo-
rate trustee is serving because the plan can
get a limited scope audit because corporate
trustees can self certify trust statements
for the plan). Corporate trustee sign plan
distribution checks, remit withholding on
plan distributions and certify trust state-

ments. They do nothing else that would
help a plan sponsor limit their liability in
the day to day running of a retirement plan.

Using plan providers

While using third parties to serve as re-
tirement plan providers is going to be nec-
essary to run a retirement plan successfully,
the problem is that despite using third par-
ties to provide the ex-
pert work necessary for
the continued qualifica-
tion of the plan, the plan
sponsor is still on the
hook for liability. That’s
because the plan spon-
sor is a plan fiduciary
and one of the respon-
sibilities is to hire com-
petent plan providers.
Even hiring plan pro-
viders that will assume
almost all of the liability
that the plan sponsor has
in administration (by
hiring an ERISA §3(16)
administrator) or plan
investments (by hiring
a financial advisor as an
ERISA §3(38) fiducia-
ry) won’t totally absolve
the plan sponsor of li-
ability. That’s because
the plan sponsor still has
the responsibility of hir-
ing plan providers and
the liability that goes
with it. There have been
two plan providers I know in the past that
served in a fiduciary capacity and stole mil-
lions from their client’s 401(k) plans with
the plan sponsors holding the bag. So hir-
ing bad plan providers is still an issue even
if those plan providers assumed the bulk of
the liability in their role as plan fiduciaries.
I have run into too many situations where
plan sponsors have paid through the nose
because they hired a bad TPA or financial




advisor or ERISA attor-
ney who steered them
wrong. The plan sponsor
will complain that it was
the plan provider’s fault,
but the fact the fault goes
with the plan sponsor.
Sure a plan sponsor can
pursue claims of negli-
gence and/or breach of
contracts, but it’s little
solace when they are pay-
ing government penalties
and/or litigation costs
for the mistakes made
by their plan provider.

An investment policy
statement that isn’t
used

An investment poli-
cy statement (IPS) is a
document that sets forth the selection and
replacement of investment options under
the Plan. Despite what many plan provid-
ers including an ERISA attorney think, it’s
not legally required. However, it’s highly
recommended. Having a blueprint on how
and why a plan sponsor selected an invest-
ment is a great weapon in limiting liabil-
ity because it offers a rational basis as to
why the plan sponsor selected or replaced
plan investments. While the point of an
IPS is supposed to limit a plan sponsor’s
liability, it has to be a “living” document
that is utilized. A plan that has an IPS that
isn’t being used is worse than a plan that
does not have an IPS at all. An IPS that
isn’t being used is evidence that the plan
sponsor was negligent in selecting and
replacing plan investments because they
didn’t follow the blueprint. Every plan
should have an IPS and actually use it.

Participant direction of investments
without helping the participants

Daily valued 401(k) plans where partici-
pants directed their own investments were
pushed by mutual fund companies as a
way of getting more assets under manage-
ment and with promises that plan sponsors
would limit their liability. ERISA §404(c)
shields plan sponsors from liability when
participants direct their own investments.
The only problem is that liability protec-
tion isn’t absolute. The liability protection
is a sliding scale, not all or nothing. The
liability protection is essentially in pro-
portion to the information given to plan
participants in selecting their own invest-

when it contractually
shows that it’s not worth
much. First off, fiduciary
warranties do not make
the plan provider offer-
ing it a fiduciary unless
they specifically assume
that role contractually.
It will also only help the
plan sponsor in limited
situations, usually that
the provider will indem-
nify the plan sponsor if
they get sued under the
broad range requirement
under ERISA §404(c).
The problem is that plan
sponsors get sued for a
wide variety of reasons
and plan sponsors rarely
get sued for the broad

ments. So if a plan sponsor gives plan
participants no investment education, they
are going to get very little liability pro-
tection. A plan sponsor will also get little
liability if all they do is handout deferral
election forms and Morningstar profiles.
At the very least, plan sponsors need to
provide investment education to their plan
participants. Which is general information
on investment principles. Plan sponsors
could also have a provider give investment
advice that is specific to the investment
of the plan and the retirement plan needs
of the participant. The §404(c) protection
also is tied to the discussion of the IPS
because a fund lineup that is not consis-
tently reviewed and updated or meets the
broad range requirement of investments
will help a plan sponsor lose liability pro-
tection even if they give plan participants
enough information to make investment
decisions. When I was working for a law
firm, the human resources director advised
me that the plan had no financial advisors
and investment options weren’t reviewed
for a 10 year period. Without my guidance,
the law firms would have been fully ex-
posed if a participant sued them for losses
sustained in their 401(k) account through
their own investment. That is why it’s im-
portant for plan sponsors to understand the
nature of participant investment and it’s a
liability exposure if not handled prudently.

Most fiduciary warranties

Many bundled providers (mostly insur-
ance companies) offer plan sponsors a fidu-
ciary warranty and the problem is that most
plan sponsors assume it means something

range of investment re-
quirements because any advisor who has a
securities license will satisfy that require-
ment for their plan sponsor clients. Like
insurance, warranty coverage is dictated
by its terms, and most providers offering
them provide little or no protection to the
plan sponsor that holds one of them. As a
good friend of mine always says: if insur-
ance company providers are in the busi-
ness of insuring risk, what does it say about
these warranties if they give them away for
free? He has a point. While there may be
companies that have warranties with teeth,
the only way a plan sponsor can determine
whether this will reduce their liability head-
ache is if the terms of the warranty are read
by an ERISA attorney (cough, cough).
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