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- Why have an adwsmg f1duc1ary"

An answer to the problem
of overseeing investment operations.

he board of trustees of a pen-
I sion or welfare fund-—--techni-
cally the plan’s ‘‘named fidu-
ciaries” under ERISA'—are legally
responsible for supervising and in-
tegrating all aspects of their plan’s
investment-related activities, and
for doing so prudently and in the
best interest of the plan’s partici-
pants and beneficiaries. Although
named fiduciaries are usually not
themselves invesiment profession-
als, regulatory and judicial trends
over recent years require them to
oversee the plan’s investment-re-
lated activities with a high degree of
financial expertise and indepen-
dence—on pain of personal finan-
cial liability. More specifically, the
named fiduciaries are obligated to
prudently oversee the plan’s invest-
ment managers, brokers, custo-
dian/master trustee and insurance
carriers; to act on the advice re-
ceived from lawyers, actuaries, ac-
countants and consultants; to pro-
ductively and safely employ its as-
sets: and to carefully control ex-
penses.

In most situations where named
fiduciaries are responsible for pru-
dently fulfilling their obligations,
they hire other fiduciaries (such as
investment managers, master trust-
ees and others).for professional as-
sistance, Yet curiously, named fi-
duciaries have not, to date, hired
any other fiduciary specifically to
help them oversee the plan’s invest-
ment-related activities, and the
community of plan professionals
has generally not offered a fidu-
ciary vehicle to perform that role.

Given the demand for exper'tise

and independerce in the oversight -

function and the serious legal expo-
sure of named fiduciaries, this arti-
cle concludes that many plans
would benefit from professional as-
sistance from another fiduciary
which specializes in overseeing in-
vestment-related activities and is le-
gally accountable as an ERISA fi-
duciary for prudently performing
that role. This overseer would not
replace the named fiduciaries or
plan professionals (such as invest-
ment managers, master trustees and
custodians, brokers, insurers, law-
yers, actuaries and others), but
rather would help the named fidu-
ciaries fulfill their legal obligation
to prudently supervise and integrate
the plan’s investment-related opera-
tions, including, for instance, asset
allocation, trust and custody func-
tions, soft dollar arrangements, se-
curities transactions, and evalua-
tion and employment of new invest-
ment opportunities and techniques.
This, in short, is the role of an ‘“‘ad-
vising fiduciary.”’

If properly employed, the advis-
ing fiduciary could help trim the
plan’s expenses, enhance the pro-
ductivity of its assets, and provide
participants and named fiduciaries
alike an added measure of protec-
tiomn,

by SAMUEL W. HALPERN
Executive Vice President
and General Counsel
Bear Stearns Fiduciary Services, Inc,
Washington, D.C.

This article proceeds in three
steps. First is a fuller explanation of
the supervisory duties which ER-

ISA imposes on named fiduciaries.

Next are highlights of converging
trends which underscore the need
for expertise, independence and ac-
countability in the oversight role.
And finally is an explanation of the
functions of an advising fiduciary
and the practical advantages of re-
taining such a fiduciary.

“Named fiduciaries”

ERISA defines a “‘named fidu-
ciary’’ as a fiduciary who is either
named in the plan instrument or,
pursuant to a procedure specified in
the plan, is identified as a fiduciary
by the plan sponsor (employer,
union or both). For example, a
named fiduciary could be & person

‘whose name actually is stated in the

plan document, a person who occu-
pies an office specified in the docu-
ment (such as company treasurer)
or, in the case of a Taft-Hartley
plan, the joint board of trustees.?

Congress’ purpose for requiring
every plan to designate one or more
named fiduciaries was ‘‘so that re-
sponsibility for managing and op-
erating the Plan—and liability for
mismanagement—are focused with
a degree of certainty.’”® In short, the
named fiduciary is where the buck
stops.

Named fiduciaries are ultimately
responsible for prudently monitor-
ing all other fiduciaries and service
providers whom they have selected,
including investment managers,
custodians, actuaries and others. In



other words, delegating a particular
function to another fiduciary (such
as an .investment manager or

trustee) does not entirely insulate

the named fiduciaries from respon-
sibility for prudently monitoring
. performance of that function. For
instance, if an investment manager
improperly receives ‘‘soft dollar”
payments from a broker or other-
wise misuses the plan’s brokerage
commissions, the named fiduciaries
may be lable for failing to detect
. and correct such abuse.’ Or, if the

manager over-concentrates a por-

tion of the plan's portfolio in spec-
ulative stock, the named fiduciaries
may be liable for failing to pru-

 dently monitor the managér and

correct the imprudent investment.’
"Or, if the named fiduciaries assign
‘to other fiduciaries responsibility
for leasing plan properiy, the
named fiduciaries will still be liable
for losses .arising from those leases

if the delegation is flawed or the

named fiduciaries impiudently reiy
- on those other fiduciaries.® -

On the other hand, hiring an ad—
.vising fiduciary for .assistance in
monitoring the plan’s investment-
related activities may go a long way
in fulfilling the named fiduciaries’
duties, as discussed more fully be-
low, -

Converging trends

Since ERISA’s enactment in
1974, a number of judicial and reg-
ulatory trends have underscored
that named fiduciaries must rigor-
-ously monitor all aspects of their
‘plan’s investment-related activities.
Falling into three overlapping cate-
gories, these trends include the ever-
mcreasmg demand for (a) expertise

in the oversight function; (b) inde-

pendence in the oversight function;

and (c) protection from legal expo-.
-sure arising from the oversight

function. An advising fiduciary can
provide named fiduciaries the

.. needed expertise, mdependence and

" . protection.
Increasing Need for Expertlse
Many developments over recent

..years have imposed an increasing -

iieed for sophistication and exper-

tise in overseeing the inivestment-re-
lated activities of pension and wel-
fare plans. To mention but a few

examples: o

" “Procedural Prudence.”’ Emérg-
ing from the Labor Department’s
. prudent man regulation and court

.decisions, this requirement means in-

“Ironically, while

the law requires
increasing levels of
expertise in all
investment-related
activities of
ERISA-covered plans,
the Labor Department
and courts narrowly
interpret the rules

on compensating named
Sfiduciaries for
performing their
responsibilities.”

essence that the manner in which fi-
duciaries make their decisions is just

-as important (if not more so) than

the substantive result they achieved.
The requirement to observe reason-
able procedures in decision-making
applies in all investment-related

- matters, from whether and how to

select a particular insurance policy
for funding benefits’ to whether and
how to make a construction loan;?
from properly allocating assets
among stocks, bonds and real
assets’ to determining the plan’s Ii-
quidity needs.'

If named fiduciaries do not
themselves have the necessary
knowledge or experience to meet
this standard, they must hire ex-
perts who do." Neither good faith

- nor lack of understanding is a de-

fense; ‘‘a pure heart and an empty
head’’* are not enough. Thus, if a
trustee does not know how to mon-
itor his investment managers, cus-

‘todians, insurers and brokers, he

must hire someone who does.!
Increasing complexity of finan-
cial matters. The financial transac-
tions and issues confronting today’s
named fiduciaries are varied and
complex. For example, whenever
the plan trades securities, the named
fiduciaries are required to assure
both that the plan obtains *‘best ex-
ecution’’ and that its “‘soft dollar’’
arrangements with brokers, man-
agers, consultants and others are in
the plan’s best interest.'* If the
named fiduciaries wish to systemat-

-ically control risk, they may need to
“evaluate sophisticated investment

techniques such as portfolio insur-
ance or dedicated or immunized
bond portfolios. If the named fidu-
ciaries decide to utilize an incentive
compensation arrangement with any
{or all) of their plan’s investment
managers, they must be prepared to
collect and evaluate a range of
complex information about the
manager’s performance and the
suitability of the compensation for-
mula.'? If the named fiduciaries
wish to allow the plan’s investment
manager to trade through an affili-
ated broker, they must analyze de-
tailed information about the cost
effectiveness and reasonableness of
such brokerage.'® The list goes on
and on.

Limitations on time devoted to
plan-related affairs. Ironically,
while the law requires increasing
levels of expertise in all investment-
related activities of ERISA-covered
plans, the Labor Department and
courts narrowly interpret the rules
on compensating named fiduciaries
for performing their responsibili-
ties, ERISA prohibits payment of
compensation from the plan to any
fiduciary who is also a *‘full-time’’
officer or employee of the plan
sponsor(s} (i.e., of the union and/or
corporate employer). Various regu-
lations, advisory opinions and court
decisions have strictly construed this
prohibition."” The practical effect of
these rulings is that most named fi-
duciaries are discouraged from
spending extensive time on plan-re-
lated matters, and consequently,
that proper operation of the plan
and protection of the participants
and beneficiaries (as well as the
named fiduciaries themselves) often
requires the attention and expertise
of professionals whom the plan may
legally pay.

Increasing Need for Indepen-

| dence. Developments in ERISA liti-

gation and regulation have gener-
ated an increasing demand for in-
dependence in many situations, in-
cluding the following;:

Where the named fiduciaries of a
corporate plan suffer a conflict of
interest because they also serve as
corporate officers or directors. ER-
ISA theoretically allows individuals
who are officers or employees of
the plan sponsor to serve as plan fi-
duciaries as well, but in practice,
serving two masters frequently cre-
ates severe conflicts of interest,
contrary to the law. An impermissi-
ble conflict might arise where, for



instance, the named fiduciary/cor-
porate official must decide in the
midst of a hostile tender offer
whether to tender company stock
owned by the plan'® or where named
fiduciaries maintain personal in-
vestments which may be hurt or
helped, depending on how they
manage the plan’s portfolio.” Or, if
the sponsor terminates an over-
funded plan, the named fiduciaries
may seek to pay benefit obligations
through an annuity which maxi-
mizes the amount of surplus to the
sponsor rather than maximizing the
amount and safety of benefits to
participants.*

To prevent a conflict of interest
from generating this type of breach
and liability, the named fiduciary/
corporate officer should either (1)
appoint an independent fiduciary to
make the investment decision on
behalf of the plan, or at least (2)
hire independent advisers to assist
the “conflicted”’ fiduciary in mak-
ing the most careful and impartial
decision possible.? As the Labor
Department has stated time and
time again, an indispensable ele-
ment for dispelling the conflict of
the fiduciary/corporate officer is
“that an independent fiduciary af-
firmatively approve and monitor
the investment.”’? .

Where the prohibited transaction
rules otherwise preclude a favorable
investment opportunity. Labor De-
partment class exemptions fre-
quently permit plans to engage in
favorable financial arrangementis
which are otherwise illegal under the
prohibited transactions rules if a
sophisticated fiduciary, indepen-
dent of the parties who stand to
benefit from the arrangement, in-
vestigates and authorizes it. For ex-
ample, the Labor Department’s
prohibited transaction Class Ex-
emption for ‘‘Qualified Profes-
sional Asset Managers’’ permits
plans to transact many types of
otherwise prohibited business with
‘parties in interest, as long as a
QPAM-—basically, an eligible sav-
ings and loan, bank, insurance
company or investment adviser—
manages the transaction.” Many
other prohibited transaction class
exemptions regarding, for example,
certain brokerage arrangements,
various mortgage-related invest-
ments, and purchase of certain se-
curities in a public offering, like-
wise require the involvement of an
independent fiduciary.

““Over recent years, while
the courts have broadly
constriued ERISA’s
enforcement provisions,
fiduciary liability
insurance has grown
more difficult to
obtain. Premiums have
soared, policy limits
have fallen, deductibles
have risen and
exclusions grown
broader.”’

Increased Need for Protection
from Liability. Many developments
over recent years have increased the
legal exposure of named fiduciaries
and correspondingly increased their
need for protection. In addition to
the developments discussed above
(the increased need for expertise and
independence) are other develop-
ments which further contribute to
the legal exposure of named fiduci-
aries. These include:

Broad interpretation of ERISA’s
enforcement provisions. Since ER-
ISA’s enactment in 1974, the courts
generally have broadly interpreted
ERISA’s enforcement provisions so
as to protect the interests of plan
participants and beneficiaries. These
interpretations have greatly exposed
all ERISA fiduciaries, including
named fiduciaries, to threat of liti-
gation and liability for breaching
their duties.

Consider, for example, the mon-
etary liability imposed on breaching
fiduciaries. Fiduciaries are person-
ally liable under Sec. 409 of ERISA
for losses to the plan resulting from
their breaches.” Doubts as to who
should compensate for such losses®
or the causal link between the
breach and loss? are resolved
against the fiduciary. Where a fidu-
ciary has used plan assets for his
personal benefit or to benefit his
corporation, the court may require
him to disgorge whatever ‘‘unjust
enrichment”’ he received, even if the
plan did not suffer losses and, in-

~ deed, even if the plan gained from

the transaction.” In certain circum-
stances, the courts may also hold fi-
duciaries liable for punitive dam-

ages.® Where a named fiduciary has
made an imprudent investment but,
at the date of final judgment, the
investment has not yet created a
measurable loss, the court may re-
quire him to post a bond or other
security to protect the plan if a loss
later materializes.”” Under Sec.
502(g) of ERISA, a defendant fidu-
ciary may also be liable for paying
the plaintiff’s attorney’s fees and
costs.® . '

The difficulty of obtaining rea-
sonable fiduciary liability coverage.
Over recent years, while the courts
have broadly construed ERISA’s
enforcement provisions, fiduciary
liability insurance has grown more
difficult to obtain. Premiums have
soared, policy limits have fallen,
deductibles have risen and exclu-
sions grown broader. Policies now
frequently exclude claims involving
personal profit or advantage to the
fiduciary (such as any type of self-
dealing), violations of the securities
laws (which might include failure to
properly monitor a plan’s brokers),
claims under RICO (the Racketeer
Influenced and Corrupt Organiza-
tions Act), terminations and rever-
sions, disputes between trustees,
and acts which—at the effective
date of coverage—the insured rea-
sonably should have foreseen. Poli-
cies may also include attorneys’ fees
as part of the policy limits, Thus in
many situations named fiduciaries
may be left largely unprotected.

The advising fiduciary

Given the demand for expertise
and independence in supervising in-
vestment-related activities, and the
serious legal exposure of named fi-
duciaries, many plans would bene-
fit from professional assistance
from another fiduciary which spe-
cializes in investment oversight and
is legally accountable under ERISA

‘for prudently performing that role.

This overseer would be an ERISA
fiduciary, legally responsible for
prudently aiding in the oversight
function, to the extent that it regu-
larly advised the named fiduciaries
about such oversight and the named
fiduciaries frequently relied on that
advice.® This new fiduciary would
not replace the plan’s current in-

_ vestment manager, custodian, actu-

ary, or other professionals but
would help the named fiduciaries
oversee all investment-related activ-
ities of the plan. Thus, the fidu-
ciary would need a wide range of



expertise, spanning asset allocation,
various investment vehicles (includ-
ing securities, real estate, options
and foreign investments), custody
and master trust services, broker-

age, enforcement and compliance,

actuarial principles, insurance, in-
ternal procedures and manager se-
lection. This is the role of “‘advis-
ing fiduciary.”’

Unique role

The concept of obtaining profes-
sional assistance in investment-re-
lated matters is not new. Plans have
traditionally retained other fiduci-
aries, such as investment managers,
master trustees, administrators and
others for assistance in performing
daily, hands-on functions. What is
new, however, is the concept of ob-
taining assistance specifically on in-
vestment-related oversight and ob-
taining it from a fiduciary who is
responsible for prudently fulfilling
that role.

The role of advising fiduciary
would be fundamentally different
from that of other investment
professionals. Pension consultants,
for example, generally are not de-
signed to act as fiduciaries and thus
do not provide participants the de-
gree of accountability—or named
fiduciaries the degree of protec-
tion—that another fiduciary would
provide. By contrast, the advising
fiduciary is expressly designed to
help shift liability away from the
named fiduciaries, obtain liability
insurance on reasonable terms and
alleviate conflicts of interest con-
fronting the named fiduciaries. Also
because of its legal responsibility
under ERISA, the advising fidu-
ciary is designed to improve the
plan’s “bottom line.”

Again unlike the advising fidu-
ciary, investment managers typi-
cally manage only a portion of the
portfolio and within guidelines im-
posed by the named fiduciaries
from the ‘“‘top down.”” Custodians
and directed trustees (such as bank
trustees) by definition are generally
not charged with discretionary re-
sponsibility for making investment
decisions or decisions regarding the
selection, performance or termina-
- tion of other professionals. By con-
trast, the advising fiduciary is re-
sponsible under ERISA for pru-
dently overseeing all investment-re-
lated activities regarding the entire
plan portfolio.

The specific duties of the advis-

“By helping to oversee
all of the plan’s
investment-related
activities, the

advising fiduciary
would likely enhance
the productivity

and safety of plan
assets, decrease
expernses, or both,”

ing fiduciary would largely be a
matter of contract, negotiated be-
tween the plan and the advising fi-
duciary on a case-by-case basis. De-

pending on the situation, the named

fiduciaries might want assistance on
a bread range-of activities, only a
few activities, or only a single issue
or transaction in particular depth.
For example, the named fiduci-
aries could hire the advising fidu-
ciary to perform an operational re-
view of all invesiment-related activ-

" ities of the plan. The goal of the re-

view would be to identify ways in
which plan assets were not produc-
tively or safely employed, plan ex-
penses were unnecessarily high, or
legal exposure (arising from invest-
ment-related activities) was unduly
great.* The review could evaluate
the current condition and practices
of the plan regarding, among other
things, the process for allocating
assels among investment managers
and capital markets; negotiating
contracts and fees with managers;
brokerage; procedures for identify-
ing and pursuing new investment
opportunities; and the efficiency of
trust and custody functions, includ-
ing cash management, reporting,
use of ““float”’ and related matters.

If, in response to the operational
review, the named fiduciaries de-
cided that corrective action was ap-
propriate, they could further retain
the advising fiduciary to recom-
mend the necessary changes and
help implement them. The advising
fiduciary would acknowledge its
own legal responsibility for each of
its recommendations which the plan
implemented, thus providing partic-
ipants and beneficiaries an extra
measure of safety and helping pro-
tect the named fiduciaries against
liability.

The plan could also retain the ad-
vising fiduciary on a transactional
basis. For example, to minimize
conflicts of interest where the plan
is considering a purchase, sale or
tender of employer securities, the
named fiducidries of a single-em-
ployer plan could retain an advising

fiduciary for an independent assess-

ment of the situation. Regardless of
the decision reached, the advising
fiduciary would be legally responsi-
bile for prudently evaluating the is-
sue in the best interest of the plan’s
participants and beneficiaries.

The practical advantages to a
plan, its participants and benefi-
ciaries, and its named fiduciaries of
hiring an advising fiduciary are es-
sentially threefold;

1. improving the plan’s financial
operations and opportunities;

2. greater legal protection for
participants and named fiduciaries;
and S

3. relieving the named fiduciaries
from excessive time pressures while
helping them fulfill their obliga-
tions.

Improved Financial Qperations
and Opportunities. By helping to
oversee all of the plan’s investment-
related activities, the advising fidu-
ciary would likely enhance the pro-
ductivity and safety of plan assets,
decrease expenses, or both. For ex-
ample, tightening up custody ser-
vices could well lead to fewer
““fails’* in securities clearance, more

. timely and complete collection of

principal and interest payments on
mortgage-related securities, and
better cash management. Improved
custodial reporting could help de-
tect churning of the securities port-
folio or help in monitoring broker-
age commissions. Similarly, focus-
ing on soft dollar arrangements
could result in brokers providing
more value to or for the benefit of
the plan, rather than to the man-
agers, the brokers themselves or
others. More refined asset alloca-
tion—frequently considered the
plan’s single most important invest-
ment process—could improve over-
all return with equal or lower risk.
Knowledge of new financial oppor-
tunities could similarly improve the
plan’s investment program.

Greater Protection. Assistance
from an advising fiduciary could,
for several distinct but related rea-
sons, provide plan participants and
named fiduciaries an added level of
safety.



- First, the participation of an ad-
vising fiduciary may lessen the risk
.of breaches both by géenerally im-
proving the. piocess. for investment-
Telated clec1smns and, more spec1f1—

- cally, by alleviating . unlawful ‘con-

: fhcts of interest as d1scussed above.

‘Second, with the. mvolvement of
. jan adv151ng f1duc1ary, msurance amn-
. -derwriters are more likely to offer ..
- _._the plan equal of ‘better coverage .
" . for its named fiduciaries, at lower
" rates.. This' would be true not only

because of the reduced chance for
. breaches but also becausé the advis-
_ ing fiduciary will probably be inde-
pendently insured. ‘
- Third, -and closely related to the
‘second point, the fact that the ad-
vising fiduciary accepts legal re-
sponsibility for prudently oversee-
ing the plan may help shield the
named fiduciaries from liability.
" Theoretically, of course, the named,

- fiducijaries remain ultlmately TE-

: sponsxble for overseeing all aspects
- of their plan; but practically speak-

1ng, the fact of retaining an advis-

ing fiduciary would go a long way
in protecting them (and their in-
surer) from liability.® =

Relief from Time Pressures. The

. oversight responsibilities imposed

on named fiduciaries require a great
deal of time and attention, gener-
ally for little or no compensation,
Nevertheless, most named fiduci-
arics presumably want to prudently
exercise their responsibilities and to
retain ultimate authority over the
plan. Under these circumstances;
the advising fiduciary may prove a
great help. On the one hand, the
advising fiduciary would by defini-
tion:be both expert in oversgeing the
most time-consuming, complex and
detailed investment-related matters
and legally responsible for pru-

- -dently doing so. On the other hand,

the named fiduciaries would main-
_ tain authorlty to accept or reject
" any of the advising fiduciary’s rec-
ommendations, to make the actual
investment-related. decisions, and, if
."appropriate, to terminate the advis-
ing fiduciary, An advising fiduciary
could thus help named fiduciaries
- attend to their full-time occupa-
tions while improving the condition

of the plan for which they are

~ deemed ultimately responsible.
Given the demands which ERISA

“imposes on named fiduciaries, those -
" fiduciaries could well benefit the

plan, its participants and benefi-

“Given the demands

which ERISA imposes on
named fiduciaries,

- those fiduciaries.
-could well beneftt
‘ the plan, its
participants cmd

beneficiaries

“and themselves by

retaining an advising

fiduciary to assist
_in overseeing the plan’s

investment-related
activities.”’

ciaries and themselves by retaining

" an advising fiduciary to assist in

overseeing the plan’s investment-re-
lated activities. [
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