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Employee benefit plan sponsors may need to hire an independent fiduciary
In certain situations in order to avoid conflicts of interest and prohibited
transactions under ERISA. What is an independent fiduciary, and when
might a plan need one?

AL ... AL

benefits magazine may/june 2023




and Why

benefits

MAGAZINE

Reproduced with permission from Benefits Magazine, Volume
60, No. 3, May/June 2023, pages 34-39, published by the Interna-
tional Foundation of Employee Benefit Plans (www.ifebp.org),
Brookfield, Wis. All rights reserved. Statements or opinions ex-
pressed in this article are those of the author and do not neces-
sarily represent the views or positions of the International Foun-
dation, its officers, directors or staff. No further transmission or
electronic distribution of this material is permitted.

mployee benefit plan fiduciaries have a duty

of loyalty under the Employee Retirement

Income Security Act (ERISA) that includes

broad prohibitions against fiduciary self-
dealing. From time to time, a plan may run into a
proposed arrangement that raises conflict-of-interest
concerns and may need to hire an independent fidu-
ciary to alleviate those concerns.

In general, independent fiduciaries are needed
when the plan sponsor may need to transfer plan deci-
sion making to an outside party to avoid being viewed
as entering a conflicted, prohibited transaction under
ERISA. This article will describe what an independent
fiduciary is, the types of services it provides and ex-
amples of transactions where one may be needed. It
will also discuss the Department of Labor’s (DOLS) re-
cently proposed changes to the regulations for prohib-
ited transaction exemptions (PTEs), which may make
using an independent fiduciary more attractive.

What Is an Independent Fiduciary?

Firms that serve as independent fiduciaries may
vary in their service offerings, and different firm
types may handle different kinds of plan sponsor
conflicts as illustrated in the figure on page 36.

Typically, independent fiduciaries fall into the fol-
lowing categories.

o Banks, trust companies and registered invest-

ment advisors (RIAs)

o Third-party administrators (TPAs)

o Law firms

When Are Independent
Fiduciaries Needed?

As previously mentioned, a plan fiduciary might
hire an independent fiduciary when it may be neces-
sary to transfer plan decision making from the plan
sponsor to an outside party to avoid being viewed as
entering a conflicted, prohibited transaction under
ERISA. These plan sponsor-level conflicts typically
do not arise in the ordinary course of plan opera-
tions, and they are unlike the more common conflicts
that are associated with external fiduciary advisors,
such as an RIA or bank. (Sometimes, of course, a plan
fiduciary may simply want to allocate a particularly
complex decision to an independent third party with
certain expertise.)
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For example, a bank acting as an
external fiduciary advisor to a plan
may offer a new financial product that
would generate additional revenue for
the bank. This type of external fiducia-
ry conflict generally may be mitigated
when the proposed product or arrange-
ment is independently evaluated and
authorized by the plan sponsor.' The
plan sponsor in this scenario would be
acting as an unconflicted fiduciary, sep-
arately evaluating the prudence of the
plan’s investment in the bank product
without any impermissible influence
from the bank.

But what happens when the conflict
involves the plan sponsor itself rather
than an external fiduciary? For example,
if plan participants file a lawsuit against
the plan sponsor, the plan sponsor’s
decision to settle and release the plan’s
claims against itself could be viewed
as a conflicted, prohibited transaction
under ERISA. In these circumstances,
it may be necessary to transfer the plan
decision-making authority from the
plan sponsor to an independent fidu-
ciary to remediate the conflict.

Potential Conflicts of Interest
for Plan Sponsors

ERISA retirement plans typically
include single employer plans that are
sponsored by individual employers and
multiemployer retirement plans (also
known as Taft-Hartley plans) that are
typically sponsored and administered
by a joint labor-management board of
trustees. Potential conflicts of interest
may arise for both types of plan spon-
sors as further discussed below.

Employer Litigation Settlements

One example of a conflict is a sce-
nario where the plan holds or offers
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Types of Independent Fiduciary Service Providers

i
B

Law Firm

Bank/Registered
Investment Advisor

e Distressed employer stock
e Annuity selection

(defined benefit plan)
e Labor union transactions

e Employer litigation settlement
e Court-appointed administrator
e |abor union transactions

Third-Party
Administrator (TPA)

e Court-appointed
administrator

!

Conflicted Plan Sponsor

employer stock, and the employer seeks
to settle a claim that it engaged in se-
curities fraud, adversely impacting the
value of the plan’s holdings.

The employer is wearing two “hats”
in this case—one as the defendant with
the power to make a settlement offer to
the plan and another as a plan repre-
sentative with the power to accept such
an offer. If the plan sponsor facilitates
a settlement releasing the plan’s claims
against it, a self-dealing prohibited
transaction may arise under ERISA.

To avoid this situation, the plan
sponsor could appoint an indepen-
dent fiduciary to either accept or de-
cline the settlement offer on behalf of
the plan. The appointment of an inde-
pendent fiduciary is a key condition of
PTE 2003-39, which is a class exemp-
tion that can provide formal relief for
the plan’s release of claims against the
employer. Meeting its conditions is a
“standard practice” in the case of plan-
related settlements involving the plan

sponsor.> Among other conditions, the
independent fiduciary must not have
a relationship or interest in any of the
litigation parties, other than the plan,
that might affect the exercise of its best
judgment as a fiduciary.?

Distressed Employer Stock
in DC Plans

In a similar example, if an employ-
er’s defined contribution (DC) plan
offers plan participants the ability to
invest in employer stock, special fi-
duciary concerns may arise if the em-
ployer becomes financially distressed.
Specifically, the duties of prudence and
diversification under ERISA may re-
quire the plans governing fiduciaries
to consider selling the employer stock
for cash if there is a material risk that
the stock may lose substantial value or
become worthless. If the employer (i.e.,
plan sponsor) has the power to make
that decision, significant conflict-of-

interest concerns may arise. Those con-



cerns are exacerbated if corporate insiders have access to ma-
terial, nonpublic information that cannot be disclosed under
applicable securities laws.

By transferring plan decision-making authority to a qual-
ified independent fiduciary, the decision to retain or to sell
employer stock can be made in an unbiased, prudent manner
in compliance with ERISA. For example, in Burke v. The Boe-
ing Company,* the U.S. Court of Appeals for the Seventh Cir-
cuit ruled that the employer and the plan’s fiduciary commit-
tee could not be held liable for employer stock losses since
oversight responsibilities for such plan investments were
properly delegated to an independent fiduciary. In many in-
stances, the engagement of an independent fiduciary will be
the most practical approach for the plan sponsor to avoid
controversy and minimize its risk from potential litigation
involving the handling of employer stock. An independent
fiduciary may be engaged when there are adverse changes
in the employer’s financial condition or, as illustrated in the
Boeing case, as a preventive measure before any such changes
occur.

Court-Appointed Fiduciary Administrators

If the DOL finds fiduciary misconduct in one of its
investigations of a single employer, it may obtain a court
order that removes the plan’s governing fiduciaries (e.g.,
plan sponsor, management employees) and appoints an in-
dependent fiduciary in their stead. In many instances, this
misconduct will occur when the employer is in extreme
financial distress. Under these circumstances, it is not un-
common for the independent fiduciary to be charged with
the responsibility of winding down the plan, distributing
its assets to participants and terminating the plan. Fur-
thermore, the independent fiduciary may perform nonfi-
duciary, administrative functions in addition to serving as
a fiduciary administrator that is responsible for overseeing
the final resolution of the plan.

Plan Transactions Involving Labor Unions

Collectively bargained plans may have to consider
transactions from time to time that are expected to be ben-
eficial to both the plan and its participating labor union.
One example would be the sale of real property owned by
the plan to the union. Because the board of trustees for a
Taft-Hartley plan includes labor trustees (in addition to
management trustees), a prohibited transaction may be

triggered if the ultimate decision to approve and proceed
with the prohibited transaction involves such trustees.

Another example would be the plan’s leasing of office
space—in a building owned by the plan—to a labor union
whose members are plan participants. Any decision by the
plan’s trustees (including labor trustees) to authorize the
lease for the union would potentially be conflicted, resulting
in a prohibited transaction.

The DOL has issued two related class exemptions grant-
ing narrow relief for a multiemployer plan’s leasing arrange-
ment to a party in interest (e.g., labor union),” but there are
no class exemptions that would cover a multiemployer plan’s
sale of real property to a union. The DOL has the administra-
tive power to grant (and has granted) individual exemptions
that provide broad relief for leasing arrangements® as well as
those that cover real property transactions.”

As a condition of the individual exemptions, the terms of
the proposed transaction generally must be at least as favor-
able to the plan as those available in an arm’s length transac-
tion. Moreover, such terms must be negotiated and approved
by a “qualified independent fiduciary” as defined under the
DOL regulations that govern the agency’s procedures for fil-
ing PTE applications.
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¢ |ndependent fiduciaries are needed when a plan sponsor may
need to transfer plan decision making to an outside party to
avoid being viewed as entering a conflicted, prohibited trans-
action under the Employee Retirement Income Security Act.

Firms that typically serve as independent fiduciaries fall into
three categories: (1) banks, trust companies and registered in-
vestment advisors (RIAs); (2) third-party administrators (TPAs);
and (3) law firms.

Potential conflicts of interest that may require an indepen-
dent fiduciary include settlements of employer litigation and
the retention or sale of distressed employer stack in defined
contribution plans.

Independent fiduciaries also may be appointed by court order
if the Department of Labor finds fiduciary misconduct by the
plan’s governing fiduciaries.

e Transactions involving collectively bargained plans and labor
unions, such as the sale of real property owned by the plan to
the union, may also require an independent fiduciary to avoid a
prohibited transaction.
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Under the current PTE procedures, a qualified indepen-
dent fiduciary must be independent and unrelated to any
party in interest engaging in the exemption transaction and
its affiliates. The independent fiduciary must pass a quantita-
tive revenue test (i.e., its revenue from such parties must be
less than a stated percentage).®

Engaging Independent Fiduciaries
Without Obtaining PTEs

When faced with conflicts, plan sponsors will often apply
for and obtain an individual exemption in accordance with
the DOLs PTE procedures. But the DOLs grant of a PTE in
the past should not be viewed as conclusive evidence that
the exempted transaction was, in fact, a prohibited transac-
tion requiring exemptive relief.’ Instead of obtaining an indi-
vidual exemption, it may be reasonable to conclude that ex-
emptive relief is not necessary and that the engagement of an
independent fiduciary would be sufficient. Plans should con-
sult ERISA counsel in making this assessment and adhere to
other best practice conditions as necessary to ensure that a
prohibited transaction is not being impermissibly triggered.

For example, assume that a Taft-Hartley plan is consider-
ing a proposed transaction that is similar in nature to trans-
actions that were previously “blessed” by the DOL in various
individual exemptions. The plan could, of course, proceed
with the PTE application process. Alternatively, it may wish
to consider hiring an independent fiduciary and following
any other necessary practices that eliminate the need for for-
mal exemptive relief.

This option may become more attractive in light of the
DOLs proposed amendments to its PTE procedures. If ad-
opted, these amendments would impose new technical re-
quirements on exemption applicants and may make it sig-
nificantly more difficult (and more costly) for applicants to
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obtain PTEs from the DOL. For example, under the pro-
posed changes, all applicants and independent fiduciaries
would need to comply with the impartial conduct standards
of PTE 2020-02, a seemingly unrelated class exemption that
requires conflicted investment advisors to act in the best
interest of the plan. Any new regulatory burdens that arise
will likely provide an added incentive for plan sponsors to
explore compliance strategies that do not involve a formal
PTE application.

The Need for Different Types of
Independent Fiduciaries

Different types of conflicts require different kinds of inde-
pendent fiduciaries with specialized expertise and capabili-
ties. For example, law firms may be particularly well-suited
to serve as independent fiduciaries when circumstances in-
volve conflicts arising from complex or unusual facts and
issues or complex alternative investment structures (where
the law firm would also likely be assisted by a financial in-
dustry expert). Law firms are especially suited to speak to
the independent fiduciary decision-making process as being
reasonable and appropriate under the circumstances. TPAs
may be the most efficient choice for handling matters that
are expected to involve a high volume of administrative plan
transactions. Banks and RIAs are the natural candidates for
addressing conflicts that require an evaluation of a specific
investment or an investment-related course of action.

The types of independent fiduciaries that may be appro-
priate for the plan sponsor conflicts discussed in this article
can be categorized as follows.

« Employer litigation settlement. Law firms that are
not otherwise involved in the proceedings may be
well-positioned to remediate conflicts surrounding
settlement offers.

 Distressed employer stock in DC plans. Banks, RIAs
or law firms may have the specialized expertise re-
quired to address employer stock-related conflicts in
DC plans. Similar issues in DB plans may also be ap-
propriate for these independent fiduciaries.

o Court-appointed fiduciary administrators. TPAs or
law firms may be qualified to replace a plan’s govern-
ing fiduciaries in cases where the court has ordered
their removal.

« Transactions involving labor unions. Banks, RIAs or
law firms may be able to serve as independent fiducia-



ries for plans that have obtained corresponding PTEs
from the DOL (or that have prudently decided to forgo
the PTE application process).

The determination of whether a specific firm is suitable
for addressing a specific conflict involves a highly fact-
intensive inquiry. For example, plan sponsors may consider
the firm’s relevant experience with plans, its knowledge of
ERISA and fiduciary requirements, the applicable qualifica-
tions of the firm’s personnel, the reasonableness of fees in
light of services, fiduciary liability insurance coverage and
the adequacy of the firm’s information systems and security
safeguards.

Conclusions

When plan sponsors face conflict-laden decisions that
are material to their plans, it may be necessary to transfer
decision-making authority to an independent fiduciary. Plan
sponsors may apply for exemptive relief from the DOL in
accordance with its PTE procedures, but they may also wish
to consider the feasibility of relying on an independent fidu-
ciary without applying for an individual exemption. Differ-
ent types of conflicts require different kinds of independent
fiduciaries, and plan sponsors should carefully consider a
firm’s qualifications and expertise when selecting an appro-
priate independent fiduciary. ®

Endnotes

1. Section 3(16)(B) of the Employee Retirement Income Security Act
(ERISA) defines the plan sponsor as the employer, employee organization or
joint board of trustees, as applicable, that has established or maintains the
plan. Typically, the plan sponsor is also designated as a “named fiduciary”
with the authority to control and manage the operation and administration
of the plan under ERISA Section 402. For purposes of this article, we have
assumed that the plan sponsor is also a named fiduciary.

2. PTE 2003-39 provides exemptive relief for prohibited transactions
under ERISA Section 406(a) that involve the plan and a “party in interest”
such as the employer. The PTE does not provide relief for fiduciary self-
dealing under ERISA Section 406(b), and such relief generally would not be
necessary to the extent that the decision-making authority resides with an
independent fiduciary.

3. PTCE 2003-39, Section II(b).

4. No. 20-3389 (7th Cir. Aug. 1, 2022).

5. PTE 76-1 and PTE 77-10 are class exemptions providing narrow re-
lief for party-in-interest transactions and a labor trustee’s ERISA 406(b)(2)
conflict for acting on both sides of the leasing arrangement (plan and
union), respectively, but no relief is provided for the labor trustee’s ERISA
406(b)(1) conflict for dealing with the plan in their own interest.

6. In response to applicants’ requests, the Department of Labor (DOL)
has granted individual exemptions for leasing arrangements involving labor
trustee conflicts, where broad relief is provided for both ERISA 406(b)(1)
and (b)(2) conflicts.
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7. See, e.g., PTE 2015-01, PTE 2018-04.

8. The DOL published proposed amendments to its PTE Procedures on
March 15, 2022, imposing new requirements on exemption applicants and
toughening the requirements for qualified independent fiduciaries.

9. For example, the DOL has stated that “the fact that a transaction is
subject to an administrative exemption is not dispositive of whether the
transaction is, in fact, a prohibited transaction.” Section I.A of the preamble
to PTE 2003-39.
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