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Hidden Fees as a Source of Fiduciary 
Risk in Defined Contribution Plans
By Betsy Piper/Bach, J.D., CIMA®, CFP ®, CTFA

T he Employment Retirement Income Security Act 
(ERISA) requires various disclosures be made to 
pension plan participants.1 Th ese disclosures are 

required to ensure that plan participants are able to make 
informed decisions regarding their investment choices, for 
the plan to remain a tax-qualifi ed plan under the Internal 
Revenue Code (IRC), and to provide fi duciary protection.2 
Th e intricacies of the fees require plan sponsors to be 
particularly diligent that they understand the fees and are 
able to clearly disclose them in a manner that allows partici-
pants to make appropriate choices. Th is paper will examine 
fi duciary and disclosure rules as they apply to IRC 401(k) 
plans to determine if such rules are able to provide full 
fee transparency.3

Section one defi nes the fi duciary and the fi duciary’s need 
to understand the role of fees at both the plan level and the 
participant level. A fi duciary must act in the best interest of 
the benefi ciary. A fi duciary’s duty of loyalty requires the fi du-
ciary to oversee plan expenses and therefore to understand 
fees and expenses related to ERISA plans.

Th e second and third sections describe required services 
and fee disclosures for these services. Generally, the services 
fall under two categories: investment and administrative. Th e 
fee disclosures are made in four ERISA-required documents. 
Further, if a plan’s design allows participants to have indepen-
dent control, additional disclosures will be required.

Th e next sections explain the maze of fees often imbedded 
in services and products provided to the plan, the accuracy of 
disclosures related to these fees, and whether these disclo-
sures then would lift all restrictions as to the type and amount 
of fee to be implemented. Fees are transparent for certain 
services if the participant can traverse the various documents 
available, opaque for other services, and impossible to calcu-
late for services that might be considered bartered services. It 
also will be seen that there is a limit to the types and amounts 
of fees that can be charged. Disclosing a fee does not mean 
that the fee is fair and may be charged.

Th e fi nal two sections discuss the changes on the horizon 
and whether enough appropriate regulations are in place to 
protect the ultimate benefi ciary of the plan—the individual 
participant. Th is paper will show that the industry is on the 
right track toward transparency but that many fees elude the 
uninformed plan sponsor and participant.

Fees and the Role of the Fiduciary

Th e Internal Revenue Code created an alternative employee 
benefi t plan when it added §401(k) to the Code in 1978.4 Its 
advantageous tax-deferred benefi ts were well-received by 
employers and employees alike. Due to greater portability, 
employee control, and matching contributions, 401(k) plans 
are quite popular. Growth of 401(k) assets continues at 20–22 
percent per year, in contrast to the assets in defi ned benefi t 
plans, which are shrinking each year.5

ERISA §404 defi nes how the fi duciary must act on behalf 
of the retirement plan participants’ exclusive benefi t.6 Th e 
defi ning statement regarding this role is “exclusive benefi t,” 
and it requires that the interest of the benefi ciary always 
comes fi rst. ERISA §404(a)(1)(A) defi nes exclusive benefi t as 
a duty of loyalty and, as such, a fi duciary must “discharge his 
duties with respect to a plan solely in the interest of the par-
ticipants and benefi ciaries and … for the exclusive purpose of 
… providing benefi ts to participants and their benefi ciaries.”7

In the discharge of this duty of loyalty ERISA 
§404(a)(1)(A)(ii) requires an ERISA fi duciary to “defray reason-
able expenses in administering the plan.” Expenses arise from 
costs incurred by the administrator, accountants, attorneys, 
custodian, trustees, and investment managers. Th e importance 
of this role can be explained through an example provided by 
the Employee Benefi ts Security Administration (EBSA) to illus-
trate the diff erence in paying 50 basis points (bps) in expenses 
versus paying 150 bps in expenses over thirty-fi ve years on 
a $25,000 one-time contribution.8 All other variables held 
equal, the retirement plan participant paying 150 bps would be 
$64,000 poorer at retirement by paying the extra 1 percent on 
the $25,000 over the term of the thirty-fi ve-year investment.9 
Th us, the fi duciary must assure himself that he has engaged 
“in a prudent process of selecting options and investigating the 
fees associated with those investment options.”10

ERISA §404(a)(1)(B) requires that the fi duciary act in the 
interest of the benefi ciary but do so according to a defi ned 
standard. Th is standard is applied as the “prudent man” rule.”11 
It requires the fi duciary to have the skills to carry out the 
fi duciary’s responsibilities. If the fi duciary does not have the 
skills required, it is the responsibility of the fi duciary to del-
egate the responsibility and monitor the activity. In summary, 
the plan fi duciary must understand the fees pertaining to the 
retirement plan in order to act in the best interest of the plan 
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benefi ciaries; otherwise, the fi duciary should hire someone 
who has the skills and then monitor that person’s activities.

ERISA has delegated to fi duciaries the oversight of fees 
and provides regulations and some assistance with IRC §101 
and ERISA §404(c) by defi ning the type of disclosure required 
at the plan level as well as requirements for disclosure to the 
participant.12 Th ese requirements ultimately result in placing 
disclosure requirements on vendors to plans so that plans can 
disclose to benefi ciaries.

ERISA also indirectly regulates plan compensation 
through ERISA §404 and §408. §404(a)(1)(A)(ii) states that 
the fi duciary “defray reasonable expenses in administering 
the plan,” and ERISA §408(b)(2) provides an exemption for 
services if the contract or arrangement is “reasonable” and the 
amount is “reasonable.”13 Th is language provides the fi duciary 
some fl exibility in interpreting the various fee plans available.

Th is fl exibility allows fees to tend toward what the market 
will bear based on the plan’s assets and service requirements. 
For example, international assets will have higher fees than 
aggressive stock investments.14 A balanced fund composed of 
stocks and bonds will have a higher fee than a bond fund but a 
lower fee than an all-stock fund. Smaller plans often are com-
posed of insurance products that have higher fees than mutual 
fund products. Smaller plans also purchase retail share classes 
of mutual funds that have higher fees while larger plans benefi t 
from the ability to buy institutional shares of a mutual fund 
that carry a lower fee. Investments such as index funds and 
separate accounts charge less than active mutual fund invest-
ments. Th e research fi rm Cerulli Associates found that across 
all categories average investment expenses are “estimated for 
institutional mutual funds to fall in the range of 50–65 percent 
of retail expenses. Management fees in large-plan separate 
accounts are 30–45 percent of retail mutual fund expenses.”15 
Th e plan sponsor needs to understand all the elements of the 
plan to be an informed market participant.

Recent complaints, many from a single class action, 
about such fi rms as Northrup Grumman Corporation and 
International Paper Company soon will add weight to the 
discussion of what knowledge of fees is required from a 
fi duciary.16 Th e complaints regard the failure of fi duciaries to 
understand the methods used and the revenues collected by 
the retirement industry, failure to clearly disclose these fees 
and expenses to plan participants, failure to disclose to the 
plan participants that excessive fees were being charged, and, 
failure to stop the hidden and excessive fees.17 Th e action is 
being brought under ERISA§409 and §502.18 Th e defendants 
allegedly did not inform themselves of industry practice 
regarding fees and did not account for all transactions involv-
ing participants’ assets. Ultimately, these fi duciaries wasted 
dollars that were available to help pay for plan services.19

Required Plan Services

As Albert Einstein said, “Not everything that can be counted 
counts, and not everything that counts can be counted.”20 

Fiduciaries need to be aware of the services available to plans 
and which services plan participants really want. One survey 
found that “85 percent of respondents voted for greater 
investment returns versus more services from their plans.”21 
Some services are required and others are elective, but 
whether required or elected, services generally fall into one of 
two categories: administrative or investment.

Administrative services include record keeping, annual 
plan maintenance, tax reporting, custody, compliance, 
accounting, loans, fi nancial planning, online access, and cus-
tomer service.22 Fees for these services are charged by myriad 
methods. Some fees may be charged directly to the plan 
sponsor as an itemized expense or per participant. Others 
are paid by the individual as a fl at fee or a percentage of 
assets. Yet other fees are charged directly to the plan. Certain 
administrative services are required, such as compliance and 
accounting. Other services, such as fi nancial planning, are 
elective. To make informed decisions about the plan, the plan 
fi duciary needs to understand the participants’ needs, wants, 
and sensitivity to the various fees.

Investment services are composed of the investment 
management of assets through various vehicles such as 
mutual funds, group annuities, collective common funds, 
separate accounts, individual brokerage accounts, and sales 
activities. Fees for these services may include asset-based 
fees, upfront sales charges, contingent deferred sales charges, 
revenue sharing, and/or wrap fees. “It is clear from evidence 
in the literature that not all investment products disclose 
the fees and expenses that are charged to a 401(k) plan, nor 
are all of the fees and expenses charged by service provid-
ers disclosed.”23 It is the fi duciary’s challenge to fi nd out the 
charges for each product. David Wray, president of the Profi t 
Sharing/401k Council of America, warned his constituency 
that lawsuits are coming. “Fees are in the dark,” Wray said. 
“We’ve got to shed light on fees. Plan sponsors have to have 
fees in front of them.”24

Most fees can be found out if the sponsor knows where 
to look and what questions to ask, matters that are discussed 
below.

Current Required Disclosures

ERISA requires that specifi c disclosures be made to plan 
sponsors and plan participants. A defi ned contribution plan 
must provide the following disclosures:
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1. Summary Plan Description (SPD)
2. Summary of Material Modifi cations
3. Form 5500 Annual Return/Report (Form 5500)
4. Summary Annual Report (SAR)
5. Total benefi ts accrued and nonforfeitable pension benefi ts

Th e SPD requirement applies to employee benefi t plans in 
general. Th e SPD provides plan participants with the name 
of the plan, the names of those to whom various responsibili-
ties have been delegated in carrying out the requirements of 
the plan, eligibility requirements, rights and obligations of 
the participant under the plan, and the possibility of losing 
benefi ts. Th e SPD summarizes plan provisions in understand-
able language. It is provided to participants within 120 days 
of formation of the plan or ninety days after a new participant 
enters the plan. If there are no material modifi cations, the 
SPD will be redistributed every ten years. If there have been 
material modifi cations, the document must be redelivered 
every fi ve years. When a material modifi cation is made, a 
Summary of Material Modifi cations must be delivered to 
participants within 210 days after the modifi cation.25

Financial disclosures are required on Form 5500. Th is 
document is the main source of information regarding plan 
operations, funding, and investments and is available to 
plan participants and benefi ciaries.26 Various agencies and 
private sector organizations use Form 5500 to monitor 
employee benefi ts, tax, and economic trends and policies.27 It 
documents plan assets and fees by categories. It also provides 
a statement of receipts and disbursements for the benefi t of 
participants, aggregated by general sources and applications.28

Th e SAR summarizes plan accounting and informa-
tion from Form 5500.29 Distribution is required within nine 
months after the end of the plan year or two months after 
the due date of the annual report, unless fewer than 100 
participants are allowed to issue simplifi ed reports under IRC 
§104(a)(1) and §101.30

In addition to the four documents described above, a fi nal 
disclosure is required under IRC §101(a)(2) and is found in 
IRC§105(a) and (c), but it is not a document. Th is section 
requires the administrator to provide, upon a participant’s 
request, the total benefi ts accrued and the nonforfeitable pen-
sion benefi ts.31 Th e IRC §101 disclosure is a general disclosure 
and applies to all employee benefi t plans.

ERISA §404(c) plans require even more.32 When a 404(c) 
pension plan allows participants to control the assets in 
individual accounts, none of those normally considered 
fi duciaries in relationship to the pension plan will be consid-
ered fi duciaries if they follow the guidelines provided within 
this section of the law.33 Regulations require an appropriate 
mix of asset class selections, information regarding the plan 
fi duciary, details regarding investment choices, and expenses 
related to the plan’s investment elections. Th e information 
must inform plan participants so they can make appropriate 
investment choices, allowing for facts and circumstances of 
each situation.34

401(k) participants must be provided specifi c information 
regarding their investments and related expenses, such as a 
description of investments that includes identifi cation of the 
investment manager, transaction fees, and expenses. Th is type 
of information can be found in the investment’s prospectus. 
Participants can request further information about annual 
operating expenses that impact rate of return and aggregate 
expenses as a percentage of assets.35 Th e plan fi duciary has 
the responsibility to be informed enough to look in all the 
right places and ask all the right questions. Th e checklist 
below will assist the plan fi duciary with this responsibility.

Making an Informed Decision

Plan sponsors are required to understand all fees that impact 
participants. Fees occur at many levels of a defi ned contribu-
tion plan and some are more easily detectible than others. 
Some can be found in the documents required by ERISA §101, 
which were described above.36 Some are not that transparent.

Plan sponsors and fi duciaries need to be adequately 
informed about the following eight fee/service areas if they 
expect to uphold their responsibilities to plan participants.

Administrative Fees

Plan administrative fees that are charged directly to the plan 
sponsor are easily disclosed through the invoice or plan 
document. Th ese would include per-participant fees that are 
added to the annual base fee and for items such as commu-
nications expenses and other customized services to an in-
dividual.37 Individual fees for administrative services also are 
easily discerned by the participant because they are related to 
individual loans and distributions are listed on the invoice to 
the participant.38 Fees paid by the plan, versus fees paid by the 
sponsor or individual participant, also are reported on Form 
5500 as a fee for bundled service.39

Although Form 5500 is a required disclosure, it does not 
detail the fees paid by individual participants. Form 5500 
shows a cumulative expense against a cumulative asset value 
for the entire plan. It does not include any of the following: 
individual fees found on the participant’s statement; asset-
based investment fees, which are a percentage charged to the 
assets of the fund; 12b-1 fees, which are a percentage of the 
assets paid for the distribution and marketing of the mutual 
funds; fi nders’ fees paid to brokers for the placement of assets 
in the mutual funds; or subtransfer agency fees paid for the 
record keeping of participant activity.40 Th us, the plan docu-
ment and participant’s own statement are the best source of 
information for the participant regarding individual fees, but 
they still do not tell the entire story.

Record-keeping Fees

Subtransfer agency activity, also called “record keeping,” often 
is contracted to third-party administrators by mutual funds.41 
Th e record keeper, not the mutual fund, then opens an ac-
count on its proprietary record-keeping system for every plan 
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participant that has invested in the mutual fund. Th e mutual 
fund then deals with only one client, the record keeper. Th is 
saves the mutual fund the expense of dealing with thousands 
of plan participants. Th e mutual fund pays the record keeper 
for taking on this responsibility. ERISA allows funds to pay 
record keepers for this service.42 Th ese payments come out 
of the mutual fund’s administrative expenses, which are 
disclosed in the prospectus. Often the record keeper also is 
the point of contact with the shareholder and is compensated 
for this activity through a shareholder servicing fees. Th is 
expense can be greater than the 12b-1 fee and is not disclosed 
separately in the prospectus, although it does come out of the 
assets of the fund.43

Investment Fees

Investment fees are even more subtle than administrative 
fees. Th e various investment vehicles have unique methods 
of charging for services, such as through revenue sharing, 
directed brokerage, service fees, and management fees used 
to pay for service providers. All are described further below. 
Not all are disclosed.44

Investment vehicles such as mutual funds disclose an 
expense ratio that is composed of the management fee, 
marketing and distribution fees, and other administrative 
fees (separate from the administration fees). Th ese fees can 
be found in public databases as well as in the prospectus, 
but the underlying composition of each of these items is not 
disclosed.45 Even these ratios do not include brokerage fees, 
which are composed of ticket charges for every trade and 
the commissions allocated to a trade. In addition to expense 
ratios, front-end sales charges are as high as 8.5 percent and 
back-end contingent deferred sales charges (for early redemp-
tion) come out of the participant’s purchase or redemption 
price.46 But some mutual fund classes do not charge these fees, 
so the plan sponsor must be fully informed about fees in order 
to choose the correct class of shares, because one will reduce 
the return to the participant more, or less, than another.

12b-1 Fees47

Sales charges are charged directly to the participant, but a 
12b-1 fee is charged indirectly to the participant.48 A 12b-1 
fee is a form of revenue sharing from the assets of mutual 
funds to help pay fees for administration, trustee, and other 
services required by the plan. A daily percentage comes out 
of the value of the fund each and every day and impacts the 
participant’s return. Th ese fees, though charged indirectly, are 
an additional cost to the participant. Funds that charge a 
12b-1 fee of 25 bps or less are allowed to call themselves “no 
load” funds, and funds that do not charge any 12b-1 fee are 
allowed to call themselves “100-percent no-load” or “true no-
load.”49 Again, not every class of the mutual fund will charge 
these fees, so the fi duciary is responsible to know the diff er-
ence in revenue-sharing activities and evaluate this in light of 
the entire charge to the participant.

Complaints were fi led in September and October 2006 
involving such fi rms as Northrup Grumman concerning 
the fi duciary’s lack of awareness of this 12b-1 element of 
revenue sharing.50 In Abbott v. Lockheed Martin Corporation, 
the complaint specifi cally cites the defendants for failing to 
“capture the available revenue sharing and use it solely in the 
interest of the plans and the participants and benefi ciaries.”51 
Interestingly, the complaint charges the fi duciaries with fail-
ing to “inform themselves of, and understand, the various 
methods by which vendors in the 401(k) retirement industry 
collect payments and other revenues from 401(k) plans.”52 
Here, the plan was investing in classes of mutual fund shares 
that paid revenue-sharing fees. Th e plan did not collect the 
fees, so it was paying more for the shares in that fund but not 
benefi ting from the revenue it was allowed to take back in the 
form of revenue sharing. As a result, the plan paid more for 
services than other plans that took the fee and applied it to 
plan expenses. Th e defendants could have solved this problem 
by buying institutional shares that did not include the revenue 
sharing and that priced shares less expensively.

Further, the complaint states that this revenue-sharing 
information was not disclosed as required under 29 CFR 
§2550.404c-1(b)(2)(i)(B)(2)(i) and 29 CFR §2550.404c-
1(b)(2)(ii)(A).”53 One of the court’s challenges will be to 
determine the fi rst level of nondisclosure. Was the fund’s 
disclosure not clear within the prospectus or was the initial 
failure at the plan sponsor’s level?

Th at a plan sponsor does not avail itself of a source of 
revenue sharing that it is paying for causes the fund to pay 
higher-than-necessary fees and reduces the return of the 
plan. Revenue sharing is not illegal nor unethical. In this case, 
the plan sponsor either was insuffi  ciently aware of the fees or 
did not use them in the best interest of plan participants. It is 
the fi duciary’s responsibility to be informed of these available 
revenues and then disclose them.

Management Fees
Management fees are paid to the investment manager for 
managing the assets in the fund. Th ese fees appear to be one 
of the most transparent fees until one realizes that many 
advisors use the management fee for things other than the 
investment management of the portfolio. A fi duciary needs 
to confi rm that the investment manager is charging a fair fee. 
When an investment manager earns a higher than normal fee, 
the fi duciary must determine what the manager actually is us-
ing this fee for. Th e manager may be paying for administrative 
functions with the management fee rather than the adminis-
trative fee.54 Th e management fee may be another source of 
sales compensation, in the form of a fi nder’s fee paid to a sales 
entity for placing investments into the fund.55 Th e fi duciary 
may need to determine whether an investment manager may 
be infl ating the management fee to pay for other services 
and continue to earn a profi t. Th e fi duciary must consider 
whether this is a share of fees due to profi ts rather than due to 
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an infl ated management fee. Th is is not an easy task, because 
many advisory fi rms are private companies and not required 
to disclose their fi nancial statements.

SEC §28(e) fees

Securities and Exchange Commission (SEC) safe harbor rule 
§28(e) creates the ability for an investment manager to pay 
a commission at a higher rate than the cost of the execution 
of the trade.56 Th ese fees are created through such practices 
as “directed brokerage” and “soft dollars.”57 In these instances 
a portion of the commissions paid to the brokerage fi rm 
for transactions is allocated to an account that the invest-
ment manager names. Th e revenue will grow in that account 
based on the number of trades conducted by the manager 
for that account. It then will be used to pay for such things as 
hard-copy research, online analytic services, and electronic 
systems, as well as other items allowed by a July 13, 2006, 
SEC interpretive release.58 Th is process pays for services the 
investment manager needs in order to provide investment 
services to the plan. If the investment manager does not pay 
for the services through this directed brokerage process, they 
would be required to pay for the services in hard dollars and 
ultimately would raise their management fees to pay for the 
services the soft-dollar activity can cover. For this reason, SEC 
§28(e) was created to allow soft-dollar activity. Th e diffi  culty 
for the fi duciary is that a hard-dollar fee is transparent while 
a soft-dollar fee is opaque. Either way, this charge can impact 
the participant by increasing the cost of the trade and lowering 
the return of the investment. In the case of ERISA accounts, 
any fees directed into this soft-dollar account from ERISA 
trades fall under ERISA §404(c) and must be used for the 
exclusive benefi t of plan participants. SEC §28(e) may provide 
a safe harbor for this activity, but ERISA governs exactly how 
the fees may be used under its exclusive benefi t rule.

For fi duciaries to be informed about the use of plan fees, 
they must be aware of the fees. An independent review of 
revenue payments between brokerage fi rms and mutual fund 
companies found undisclosed revenue payments between 
brokerage fi rms and mutual fund companies.59 How specifi c 
the disclosure should be is not clear. What is clear is that, 
today, disclosures entail only a statement that soft-dollar 
activity is conducted within the plan and that the activity the 
investment manager is using the money for falls within safe 
harbor SEC §28(e).

An example of a soft-dollar activity often used by plan 
sponsors involves compensating pension consultants hired 
to assist plan sponsors, administrators, and trustees in hir-
ing appropriate investment managers, fi nding appropriate 
investment vehicles, and further refi ning the composition of 
plan assets. Th e various methods of payment can impact the 
return of the participants’ investments. For instance, a pen-
sion consultant recommends the hiring of manager “X,” who 
is asked to place all trades through a specifi c broker–dealer. 
Th at broker–dealer, in return, pays the compensation of the 

pension consultant for its role in assisting the plan with its 
investments. Th e trades are made for 6 cents a share and out 
of that 6 cents, 4 cents are allocated toward paying the con-
sultant’s $100,000 annual fee. Since the consultant’s fee needs 
to be paid regardless, should we be concerned that the plan is 
paying more than a market rate for a trade?60 Is the commis-
sion rate the real concern or should it be the best price?

Best price, commission cost, and the other services pro-
vided by the broker–dealer to the investment manager and 
the plan must be evaluated in total to determine “best execu-
tion” documentation. For example, consider a plan fi duciary 
that obtains a “best execution” report from the investment 
manager’s trading desk. Th e report indicates that the price 
obtained was a best execution but that the plan paid a higher 
commission because the excess over the regular commission 
was put into an account to pay the consultant’s fee. In this 
case, the plan fi duciary should be unconcerned about the 
higher commission. Had the commission not been used to 
pay the consultant, other assets of the same plan would have 
been used to pay the fee to the consultant and in the end 
would have the same impact on the assets of the plan.

Th e risk in using soft dollars is that a very active man-
ager may be hired; someone who trades often and creates 
lots of commissions in the soft-dollar account to be used 
to pay for services. Th is source of hidden fees impacts plan 
participants by forcing them to pay a higher commission on 
their trades as well as by forcing them to pay for many more 
trades than in an environment with fewer trades. Th e return 
on the investment needs to be high enough to compensate 
the participant for this added expense. A plan sponsor needs 
to be informed if these types of arrangements are in place 
especially if the soft dollars are used to pay the pension con-
sultants. Ultimately the plan sponsor, as the fi duciary, chooses 
the investment managers. If there is any confl ict of interest 
in regard to the relationship, it should be disclosed. When 
fi duciaries are unable to conduct these types of oversight, 
they should require their consultants to provide this informa-
tion to them. An independent fi duciary is yet a better source 
for an unbiased analysis.61

Employer Stock

Employer stock is unitized so that participants can invest 
through an employer’s 401(k) retirement plan. In creating 
this unitized vehicle, the fund is required to have shares and 
cash. Each contribution will buy a unit of cash and stock 
minus the expenses of the trustee, custodian, administrator, 
and investment manager. Th e September 2006 complaint fi led 
against Lockheed Martin states that it is more expensive to 
buy employer stock in a retirement plan than directly in the 
market and that CFR §2550.404c-1(b)(2)(B)(2)(ii)(A) requires 
this to be disclosed to participants.62 Yet investment markets 
are not free, and other than a transfer of stock to an em-
ployee through a stock option or stock purchase program, the 
participant would pay commissions outside of the retirement 
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plan for this stock. Th e cash in the unitized fund is earning 
interest. Must this also be disclosed? To what degree is the 
disclosure a requirement?

An analysis of the disclosure requirements of IRC §101 
and ERISA §404(c)(1) will shed some light on the disclosure 
requirements regarding the unitized fund and related interest 
earned. Under ERISA §404(c)(1)(a)(2)(B), the benefi ciary 
must receive enough information to make an informed deci-
sion regarding the investments within the plan. Th e specifi c 
information required to make this informed decision can be 
found within the regulation including the requirement that 
the participant receive a description of the investment, which 
includes: disclosing the commissions charged; upon request. a 
description of the annual operating expenses that reduce the 
rate of return; upon request, a list of the assets comprising the 
alternative investment; and informing the participant that a 
plan may charge participants for reasonable expenses of car-
rying out investment instructions provided that procedures 
are established to inform participants of actual expenses 
incurred.63 Th e employer stock fund is an investment 
alternative being charged commissions. Th e rate of return is 
impacted by the amount of the contribution being reduced by 
administrative fees, custody fees, and trustee fees, and part of 
the contribution is sitting in cash earning interest instead of 
in a share of stock earning market participation rates. Th us, 
the make-up of the unitized fund and the interest earned 
must be disclosed. However, there is not a requirement to 
inform participants that they could purchase employer stock 
at a lower rate outside of the plan investment election.

Float

Where is the participant’s retirement plan contribution 
between the time it leaves the paycheck and the time it enters 
the elected investment? Employers withhold an employee’s 
401(k) contribution with the agreement of the employee. 
Th e law says that this contribution must be deposited as 
soon as possible but no later than fi fteen business days after 
the month in which the payroll deduction was made.64 For 
example, if the pay period ends on the fi rst of a month, the 
employer would have fi fteen days to make the contribution. 
During that fi fteen days, the employer is earning a return on 
the withdrawal and the employee has lost the opportunity to 
earn return on investment.65

Th e Department of Labor (DOL) has issued Advisory 
Opinion 93-24A, which states that the interest earned on the 
assets in the service provider’s bank account must be used for 
the exclusive benefi t of the plan participants.66

At retirement, when plan participants begin taking 
income distributions, the custodian bank may receive 
income on the fl oat from assets transferred to an operating 
account before benefi ciaries present checks for payment. 
Th is fl oat is the amount the bank uses to meet its daily loan 
needs. Banks are required to disclose this operating proce-
dure to plan participants.

One other plan activity related to fl oat does not appear 
to have been addressed by DOL or any other legal entity. 
Service providers collect 12b-1 payments from the plan’s 
mutual fund investment accounts as they are earned by 
the plan. Th e service provider holds these payments until a 
monthly or quarterly payment is due to the record keeper. 
Whose asset is this pool of fees? Should it earn interest 
for the service provider or for the plan? No invoice will be 
issued, nor will any check be presented for payment. Th e 
agreements between the service provider, the funds, and 
the record keeper state that the 12b-1 fees will be paid. Th e 
agreements do not address fl oat. Th is fl oat is among the gen-
eral assets in the service provider’s bank account until pay-
ment. Must this interest be disclosed to plan participants?
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DOL is investigating these types of activities and has 

not resolved these questions. In this situation, the service 
provider has an operating account that receives 12b-1 fees 
from mutual funds in which the plans invest. As the 12b-1 
fees are collected throughout the month or quarter, it would 
be effi  cient and cost eff ective for the record keeper to allow 
the assets to earn interest while awaiting disbursement as the 
assets are co-mingled with all of the other intermediaries’ 
clients’ retirement plan assets. Th e exclusive benefi t rule, read 
literally, suggests that a plan with any number of periodic 
12b-1 payments coming in via the intermediary must make 
the same number of immediate disbursements to the plan.

Transaction costs are incurred in transferring payments. 
A daily check, wire, or automated clearing house incurs cost 
that immediately reduces revenue to the plan. By applying 
a cost–benefi t analysis, both the intermediary and the plan 
can determine the impact of reducing expenses by issuing 
and receiving one disbursement per pay period. Th e 12b-1 
fees are paid in entirety to the plan, as required under the 
service agreement, just at a later date. Since the intermediary 
provides a service to the plan by disbursing the 12b-1 fees, 
it may be appropriate for the plan and the intermediary to 
document the charge for this service, or alternatively disclose 
that there will be no charge because the fi nancial intermedi-
ary will retain all interest earned on its operating accounts 
that accommodate 12b-1 payments. Disclosure concerning 
operating accounts of intermediaries would be a positive 
outcome from the current investigation.
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Insurance Products

Insurance products are not regulated under the 1933 Securi-
ties Exchange Act, so they are not held to the strict disclosure 
requirements of mutual funds under the Investment Com-
pany Act of 1940 and the Investment Advisers Act of 1940. 
Stable value accounts are used widely in defi ned contribution 
plans.67 Th ey are composed of insurance products such as 
guaranteed insurance contracts (GICs) or synthetic GICs. A 
GIC is a contract issued by an insurance company guaranteed 
to pay a specifi c percentage of interest for the life of the con-
tract. A synthetic GIC is “an asset owned directly by the plan 
trust and a wrap contract providing book value protection for 
participant withdrawals prior to maturity.”68 Th e wrap con-
tract is issued by a bank or life insurance company. Th is wrap 
provider tracks the performance of the funds and credits the 
account a fl at percentage rate of interest that is reset, based 
on the performance of the underlying assets, each quarter.69 
Th e synthetic GIC provides a good example of the opacity of 
fees. Th e fees for this product are composed of the fees of the 
institutional funds that make up the underlying asset, the fees 
of the insurance “wrapper,” the fees of the investment advisor 
managing the crediting rate process, and the fees of the cus-
todian, trustee, and administrator.70 Th ese fees are converted 
into a percentage and charged against the net asset value of 
the funds. Th us, each participant is paying its share of the 
expense by accepting the lower return on the investment. Th e 
fi duciary will be well-challenged to fi nd all these fees.

Two other widely used employee benefi t investments are 
group and individual variable annuities.71 Th ese investment 
vehicles are wrapped with guarantees of minimum death 
benefi ts, post-retirement rates of return, and a guaranteed 
level of expenses.72 In return for these guarantees invest-
ment management fees are charged directly to the invest-
ment vehicles and a wrap fee is charged against all assets. 
Th e wrap fee includes an additional distribution fee as well 
as direct and tail commissions, and mortality and expense 
guarantees. Although the wrap fee is disclosed, as in the 
expense ratio of mutual funds, the composition of the 
wrap fee is not disclosed.73 Lastly, there also are 12b-1 fees 
that pay for the distribution of the product and are paid 
out of the mutual fund assets of the annuity. Th ese fees 
are disclosed in the fund prospectus, not in the insurance 
documents. Th e challenge for the fi duciary is to fi nd the fees 
within the various documents.

Th e landscape may be changing for insurance companies. 
On June 14, 2006, the New York Attorney General reached a 
settlement agreement with ING Groep NV, a large insurance 
conglomerate, “over allegations that it took undisclosed fees, 
i.e., revenue sharing payments, to promote certain funds in a 
retirement plan for New York State teachers.”74 Th e settle-
ment requires that ING disclose fees it receives to include 
other company’s mutual funds in its variable annuity choices, 
currently not a requirement, as well as provide in plain 
English all of the fees charged customers.75 One of the insur-

ance companies investigated stated that all fees were waived, 
when in reality the fees were coming out of the participants’ 
balances, reducing their returns.76 Insurance companies are 
not required to make these types of disclosures. As part of the 
settlement, ING will pay $30 million as restitution directly to 
the retirement plan participants.77

Pension Consultant’s Disclosures

In its examination of pension consultants, the SEC found that 
many lacked disclosures consistent with the guidelines pro-
vided within the 1940 Investment Advisers Act. In the Matter 
of Feeley and Wilcox Asset Management Corp., the court held 
that “an investor seeking the advice of a registered investment 
adviser must, if the legislative purpose [of the Advisers Act] is 
to be served, be permitted to evaluate such overlapping moti-
vations, through appropriate disclosure, in deciding whether 
an adviser is serving two masters or only one, especially if one 
of the masters happens to be economic self-interest.”78 Th e 
SEC issued a staff  report concerning pension consultants in 
2005 suggesting that the policies and procedures of the pen-
sion consultant registered as an investment advisor include 
a policy and procedure to prevent “confl icts of interest or 
disclose material confl icts of interest in regard to compensa-
tion from brokerage commissions” and other areas that create 
risk exposure for the fi rm and its clients in relation to the 
fi rm’s operations.79

One of these “other areas that create risk exposure” 
regarding the consultant’s compensation is any arrange-
ment by the consultant that includes compensation from 
investment managers and mutual funds recommended by 
the consultant to plans for which the pension consultant 
is consulting. It would be of interest to plan sponsors that 
the consultant is receiving revenue from money managers 
who are attending programs sponsored by the consultant; 
alternatively, it would be of interest to plan sponsors if these 
money managers are receiving products and services from 
the consultant. Th e question to be answered remains: Are the 
plan’s assets being used for the benefi t of anyone other than 
the plan participants? If the answer is “yes,” there is a violation 
of ERISA. Th us, the fi duciary must have a method to evaluate 
these consultant confl icts.

Pension consultants registered as investment advisors 
now are subject to the “Chief Compliance Offi  cer Rule,” Rule 
206(4)-7 under the Advisers Act. Under these rules the pen-
sion consultant must have policies and procedures designed 
to prevent violations of rules adopted under the Advisers Act 
of 1940. Th is would include policies and procedures for dis-
closing confl icts. An “adviser owes its client a duty of ‘utmost 
good faith, and full and fair disclosure of all material facts’ as 
well as an affi  rmative obligation ‘to employ reasonable care 
to avoid misleading clients.’ ”80 Th ese requirements originated 
from a study in which “Th e Public Utility Holding Company 
Act of 1935 ‘authorized and directed the SEC’ to make a 
study of the functions and activities of investment trusts and 
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investment companies.”81 A fi duciary should ask to see the 
consultant’s policies regarding confl icts.

Are Disclosures Accurate?

In Mehling v. New York Life Insurance Co. the plaintiff s com-
plained that “NYL engaged in a scheme to fraudulently induce 
the Trustees to invest the Plans’ assets into ‘certain NYL-
proprietary investment products.’ ” 82 An employee, serving as 
the investment advisor and fi duciary, convinced the trustees 
that the NYL funds were appropriate. She accomplished this 
through material omissions and false representations such 
that the plan was not aware that it could have purchased 
funds for “lower fees for identical, if not superior, investment 
management services” and as a result lost millions of dollars 
in earnings they could have had.83 Due to misrepresentation 
and inadequate information, the trustees were unable to make 
informed decisions regarding the appropriate investments for 
the plan participants.

In State of New York v. Hartford, another insurance 
company was found to have inadequate disclosures. Hartford 
created a scheme under an “Expense Reimbursement 
Agreement” where brokers would be reimbursed for expenses 
they incurred in providing Hartford a “last look” at annuity 
policies for retirement plans.84 Commissions were disclosed, 
but the reimbursement payments, which were in addition 
to the commissions, were not. Th ese payments caused the 
premiums of the annuities to increase and forced retirement 
plans to pay more in fees than they would have been required 
to pay with other insurance annuity products. In fact, it was 
found that these expense reimbursements were a ruse to buy 
the brokers’ commitment to bring in business to Hartford.85 
By having the last look at the annuity need, Hartford was 
able to better the bid but was in totality not necessarily the 
best result for the retirement plan. It was found that these 
agreements were secret within Hartford and without. Th e 
commission quotes included the regular commission but not 
the Expense Reimbursement Agreement commission. By not 
fully disclosing the extra commission, the plan administrators 
consistently fi led inaccurate Form 5500 Schedule A’s. Th ese 
schedules require insurers to disclose “commissions and fees 
‘directly and indirectly attributable to a contract between a 
plan and insurance company.’ ”86 Th e commission earned from 
the Expense Reimbursement Agreement would be considered 
a commission directly or indirectly earned.87 Th is example 
of Hartford is a good indication that disclosures may not be 
what they appear to be.

Does Disclosure Grant Free Rein?

When fi duciaries would like guidance about the suitability of 
their activities conducted for ERISA plans, they can request 
an opinion from DOL concerning the specifi c situation. DOL 
will issue an Advisory Opinion on the topic. DOL has issued 
three opinion letters directly addressing disclosure and 12b-1 
payments made to administrators of retirement plans:

1. “Frost Opinion,” No. 97-15A
2. “Aetna Letter,” No. 97-16A
3. “ABN AMRO Trust Services,” No. 2003-09A88

In Opinion Letter No. 97-15A, Frost Bank, as trustee to 
ERISA-type plans, had discretion to add or subtract funds 
from the platform of funds off ered to the plans. Th e question 
posed to DOL concerned the fees the bank received from 
mutual funds in which the plans were investing. Th ese fees 
were 12b-1 fees paid directly to the bank for providing share-
holder services for the plans on behalf of the funds. As a result 
of full disclosure to the plans and the rebate to the plan if the 
fees received from the funds exceeded the costs of services, 
DOL opined that the trustee “would not be dealing with the 
assets of the plan for its own interest or for its own account in 
violation of §406(b)(1).”89 Disclosure was required, but so was 
the application of excess fees to the services of the plan.

In Advisory Opinion 97-16A, Aetna Life Insurance and 
Annuity Company (ALIAC) was receiving fees from unre-
lated funds. Th ese fees were disclosed in the mutual funds’ 
prospectuses and in marketing and other disclosures pro-
vided to plan participants. DOL analyzed the role of ALIAC 
and determined that it was not a fi duciary to the plan. Th en 
DOL commented that the “responsible plan fi duciaries” must 
consider the reasonableness of the amount of the compensa-
tion received for services and to do so must obtain suffi  cient 
information regarding any fees.90 Not only was the fee dis-
closure required, but the fees needed to be determined to be 
reasonable and ALIAC was not a fi duciary.

Lastly, in Advisory Opinion 2003-09A, DOL also allowed 
a trust company, ABN AMRO Trust Services Company, 
to receive the investment advisory fee, 12b-1 fees, and any 
other fees from their proprietary funds invested in by plans 
as long as ABN AMRO did not direct the selection of the 
funds, provide disclosures in regard to the fees, or disclose 
what other funds in the same category had as fees.91 Th e fees 
were applied to the costs of administering the plans, thus they 
were benefi ting the plan and not accruing to the benefi t of the 
employer, as required under ERISA §406(b)(1), 406(b)(3), and 
404(a)(1). As can be seen in Frost, Aetna, and ABN AMRO, 
even where disclosures are appropriate and the structure is in 
place regarding the appropriateness of the fees the fi duciary 
was accepting, other factors apply. Disclosure is not the only 
requirement for a fee to be reasonable.

A recent case involving Nationwide Financial Services 
refl ects just this situation regarding fee-sharing disclosure. 
Nationwide contracted to “share revenue” in return for 
services provided and disclosed to the plans and participants 
that it received these payments.92 29 CFR §1106(b) states that 
“a plan fi duciary cannot deal with the assets of the plan in his 
own interest or for his own account … or receive any consid-
eration for his own personal account from any party dealing 
with such plan in connection with a transaction involving the 
assets of the plan.” Th e triable issue in this case is not whether 
the fees were disclosed but whether Nationwide was a fi du-
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ciary at the time it received these payments, whether the pay-
ments were received as a result of Nationwide’s relationship 
to the plan, and whether the fees were received at the expense 
of the participants.

Disclosure is important because it assists the plan fi du-
ciary in carrying out its responsibility to act for the exclusive 
benefi t of the plan participant, but disclosure does not occur 
in a vacuum. Knowing all the fees is only part of disclosure. In 
the end the exclusive benefi t rule drives the ability to accept 
any fee, disclosed or undisclosed.

The Coming Wave of Change … Is It Enough?

ERISA created the Advisory Council on Employee Welfare 
and Pension Benefi t Plans to provide advice to the Secre-
tary of Labor concerning the state of fees and disclosures in 
defi ned contribution plans as well as recommendations for 
changes. Th e report of the Council’s Working Group on Fee 
and Related Disclosures to Participants, which was published 
in November 2004, concluded that three levels of disclosure 
need to be addressed: 1) the service provider to the plan 
sponsor, 2) the investment provider to the plan sponsor, and 
3) disclosures to plan participants.93

Council member Dennis Simmons, senior counsel in 
Vanguard’s ERISA Legal Department, addressed the service 
provider to plan sponsor level disclosure. He concluded that 
the service provider fee should be an all-inclusive expense 
ratio fee that would include the investment-related expenses 
as well as direct administrative and record-keeping charges 
because it allows sponsors to monitor trends by total fees and 
would encourage price competition.94 Th is would create a 
benchmark against which to measure the appropriateness of 
investment fees.95

As for disclosures to the plan sponsor, Stephen P. Utkus, 
director of Vanguard’s Center for Retirement Research and 
a council member, stated that “a public policy goal should 
be to encourage greater price transparency and greater price 
competition at plan sponsor level.”96

As for plan participants, Mr. Utkus stated that “a public 
policy goal should be to ensure that plan participants have full 
access to information on the costs of investment options avail-
able to them. Th is disclosure should be simple to understand 
and provided in a uniform manner for all investment options.”97

Mr. Utkus further recommended making this disclosure 
an easy-to-read fact sheet available on the Internet and via 
e-mail. He urged that fee disclosures be sent to participants 
annually and include the investment expense ratio, wrap fees, 
and the comparative benchmark for all other investments 
with a similar investment style.98

Th e Working Group was sensitive to the fact that fee 
disclosure is benefi cial but needs to be useful. In other words, 
it posed the question of whether the participant benefi ts from 
in-depth disclosures of such items as the costs of trade effi  -
ciency. Th e Working Group members also were sensitive to 
costs to a small plan versus costs to a large plan to implement 

some disclosure measures. Th e group recommended that fee 
disclosures be user-friendly, which would suggest the use of a 
mutual fund profi le prospectus rather than a full prospectus. 
It suggested that expense disclosure as a percentage of each 
fund would be acceptable but that a participant-by-partici-
pant expense analysis would be desirable. Lastly, the group 
recommended that the annual statement provided by the 
record keeper should include an expense ratio as a percentage 
of the investments and set administrative expenses apart from 
the investment expenses.

In 2006 DOL, the states, and the private sector began 
focusing on fees. DOL submitted Form 5500 for revision 
in July 2006,99 ten complaints were fi led in various states 
concerning fee disclosures during September 2006, and the 
New York State attorney general reached a settlement with an 
insurance company regarding fees and disclosures related to a 
defi ned contribution plan.

Proposed Revision of Annual Information Return/Reports 
(Form 5500) was submitted as 29 CFR Part 2520 for the 
DOL Employee Benefi ts Security Administration on July 
21, 2006.100 Proposed changes address some of the concerns 
the industry has regarding fees and disclosure of fees to plan 
sponsors and participants. One change is directed at 403(b) 
plans that previously were allowed to fi le a short Form 5500, 
which contained only basic plan identifi cation. 403(b) plans 
are becoming as common as 401(k) plans, and with that has 
come more abuse.101 Investment vehicles for 403(b) plans 
often are annuity contracts and mutual funds. Since the 
Internal Revenue Service has found more abuses, it made 
a determination to place 403(b) plans on the same level as 
401(k) plans for reporting.102 Th rough this enhanced report-
ing, DOL will have more opportunity to provide oversight of 
403(b) plans.103

One of the revisions will be that a plan sponsor will be 
able to notify DOL, by checking a box, that a service provider 
has not supplied the necessary information for the plan spon-
sor to complete its Form 5500. Since a separate schedule is 
required for each provider, DOL will be able to garner infor-
mation regarding specifi c providers responsible for the failure 
of disclosure information.104
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Revisions to Form 5500 Schedule C might be the most 
helpful. Currently, expenses reported on Form 5500 are 
expenses charged against plan assets. Th us, any expenses 
the corporate entity picks up are not listed. Neither are 
85–90 percent of the actual fees because they are paid out 
of the investment management fee debited directly to the 
participant account.105 Th e form is being updated in a way 
focused on fi nding some of these hidden fees paid to service 
providers. Specifi cally, Part I would “require the identifi ca-
tion of each person who received, directly or indirectly, 
$5,000 or more in total compensation (i.e., money or anything 
else of value) in connection with services rendered to the 
plan or their position with the plan during the past year.”106 
Additionally, service providers such as the broker, trustee, and 
custodian that have received this $5,000 also will be required 
to provide the name of the payer of compensation amounting 
to more than $1,000 per year to the service provider if this 
compensation was due to the service provider’s relationship 
with, or as a result of services provided to the plan from a 
party other than the plan or plan sponsor.107 Here the service 
provider will be required to disclose fees shared among the 
service providers, yet do not impact plan costs. It appears that 
DOL is attempting to catch rebates, fl oat, and revenue-shar-
ing instances within this element of Schedule C. For the plan 
sponsor to obtain this information for the Form 5500, it will 
be necessary for it to obtain education regarding fees.108 Yet, 
another challenge will be to summarize these elements from 
the new report to provide the annual SAR to participants. 
Th is actually could be confusing and even upsetting to the 
participant.109 Plan sponsors have until 2009 to be ready for 
submission of the 2008 new Form 5500.

By requiring more in-depth information DOL is providing 
itself the tools to oversee an area that it perceives to be abu-
sive to employee benefi t plans. If the plan pays for a bundle 
of services, Schedule C will not require a break-out of those 
services. Fees that are charged to the plan that are additive to 
the bundled fee will require separate disclosure. Additionally, 
should the recipient of the fee be a fi duciary and be one of 
the listed service providers earning more than $1,000 a year 
from someone other than the plan or plan sponsor, but as a 
result of the relationship with the plan, then they, too, will be 
required to disclose those fees.110 Th is should now allow DOL 
to reach revenue sharing, fl oat, and rebates as separately and 
fully disclosed through the use of the revisions to Schedule C. 
A later part of the document will require the naming of those 
service providers who refuse to provide the required informa-
tion.111 Th e question remains whether bundled fees and single 
cumulative fi nancial information is an improvement for the 
participant. An example from three current 401(k) providers 
will show that these changes will not be enough.

Conclusion

Th e time for greater transparency is here. At the plan level 
this might mean written explanations between mutual fund 

providers and plan sponsors.112 At the participant level this 
would mean greater simplicity in fee disclosure and a person-
alized explanation of how much the individual’s plan costs or 
providing a simple comparison of the “average dollar cost of a 
$10,000 investment, compared with similar service providers’ 
plans.”113 In the end, education surrounding how and what 
expenses are possible as well as how those expenses might be 
impacting the participants’ ultimate retirement quality of life 
must be provided.

Much of the problem is driven by a very competitive 
market place. Plan sponsors are not willing to pay more for 
a plan than need be paid. Th e plan provider that has built its 
product in a way to hide all fees will more often than not win 
a plan sponsor’s business. Whether fees are transparent or 
hidden, the total of all of these fees reduces the participant’s 
investment return. Th e plan provider that itemizes its fees 
so that the participant can see each charge made to their 
account often loses the business before they enter the room 
to present their product. For the uninformed plan sponsor, 
it is nearly impossible to comprehend why they should pay 
for something that they can otherwise obtain free, that is, 
through hidden fees. Th e new disclosure regulations have 
been designed to level this playing fi eld.

In the end, the services provided have a cost that is not 
much diff erent from plan provider to plan provider. Economies 
of scale and the amount of services off ered drive the fee. All 
levels of service providers need to be held responsible for 
disclosure to the next level of purchaser. When each link in the 
chain accepts its full fi duciary responsibility in regard to the 
ultimate plan benefi ciary, the requirement of full disclosure 
will be met. Until all service providers become fully transpar-
ent in a manner that can be understood by those outside of the 
provider industry, full disclosure will remain elusive.

Th e industry has begun to address the necessary elements 
of full disclosure through the insurance company investiga-
tions, plan sponsor lawsuits, and Form 5500 updating. As 
each of these issues sorts itself out, the solution will lie in a 
compromise of written disclosures regarding indirect costs, 
such as trading effi  ciency, specifi c documentation of direct 
fees such as the wrap fee, and documenting direct, previ-
ously hidden fees such as revenue sharing, proprietary fund 
fees, and soft-dollar fees. Until the fees are available in plain 
English in one easily accessible location the industry will not 
have met its fi duciary duty of full disclosure. It is possible to 
meet this goal and it starts with the service provider provid-
ing clear, concise documentation to the plan sponsor. It ends 
with the plan sponsor documenting and providing clear and 
concise information to the participant.  
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