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The Three-Legged Stool

e The historical concept of retirement income financing in
America has been that of the “threedegged stool”
— Pension plans
— Personal savings

§ Qutside savings (at home — after tax and IRA’S)

8§ Workplace savings (thrift plans & eventually 401k)
— Social Security

 When the 401(k) plan arrived on the scene, it became
one-half of one leg

* Now, for most people, it’s all three legs — can it possibly
support the weight?

— And who will make sure that it can?



The Plan Paradox — 401 (k) Minimalism

For millions of Americans, 401 (k) success or failure will
substantially shape their financial future in retirement

— Plan participants know this
— Plan sponsors know this
— Both are keenly aware of the importance of their company's
401 (k) plan
Yet never have both been so eager to disengage from its ongoing
management
— Plan Participants

8 Do it for me
8 Don’'t make me make choices
— Plan Sponsors
8 Make it simple, easy — less is more
§ Qutsource everything

But every plan still needs a fiduciary in charge...
— Who is that?



Who Are the Plan’s Hduciaries?

* Hduciaries by title or delegation of authority

— Named FHduciaries

— Plan Administrators

— Trustees

— Plan Sponsors (Board, Officers, and others)
— Investment Managers

* Hduciaries by function or action (even without title)

— Exercise of discretionary authority or control in plan management
— Rendering investment advice for a fee

— Discretionary authority or responsibility in plan administration

— Selecting third party providers

— Negotiating compensation of third party providers

— Selecting & monitoring plan investments



Hduclaries — Affirmative Duties

o Duty of Prudence — [ERISA 404(a)(1)(B)]

— Measured by the then prevailing circumstances

— Conduct of a prudent man acting in like capacity and
familiar with such matters

— If sufficient expertise does not exist, it must be sought

e Duty to Diversify — [ERISA 404(a)(1)(O)]
— To minimize risk of large losses
— Selection of good managers and good investments is not

merely enough
— Special rules for employer stock



Hduclaries — Affirmative Duties

o Duty of Loyalty — [ERISA 404(a)(1)(A)]
— Must act solely in the interest of plan participants and
beneficiaries
— Must not consider the interests of the plan sponsor over the
participants

e Duty of Care, Skill & Diligence — [ERISA 404(a)(1)(B)]
— Must ask guestions, inquire, and monitor affairs

— No mere reliance on or deference to others
— Must participate actively, not merely a passive observer



Hiduciaries — Allocation of Responsibility

 Participant Directed Accounts — [ERISA 404(c)]

— Participants become fiduciaries to their own accounts and
direct the trustees

— Participants must have true opportunity to exercise control

— Hduciaries nonetheless retain responsibility for:

8 Prudent selection of a broad range of investments
8 Timely dissemination of investment information
8 Avoidance of prohibited transactions



Hduclaries — Limitations

* Prohibited Transactions — [ERISA 406(a)]

— No transaction between a Plan and a Party-in-Interest

— Includes:
§ Sale, exchange or lease of property
8 Furnishing of goods, services or facilities
8 Loans or extensions of credit

8§ Transfer to or use by a party-in-Hnterest of any plan assets

* Prohibited Transactions — [ERISA 406(b)]

— No dealing with plan assets for own account or interest

— No acting in a plan transaction if there is a conflict

— No receipt of consider for personal account from a party dealing
with the Plan in a transaction involving plan assets



As a Fiduciary, You Must:

Have an extensive knowledge of ERISA and the investment
process

Have a thorough understanding of your company’s plan
documents and plan provisions

At all times, act solely in the interests of participants,
ignoring any corporate & personal considerations

Diligently follow a well reasoned and documented process
for decision making

Continuously monitor and measure the results of all of
your decisions and take appropriate action

Rigorously document everything that you do



The Unenviable Role of the 401 (k) Hduciary

Approximately 5 million fiduciaries are responsible for the oversight of over 80% of
the nation’s investable wealth’

— Many of these fiduciaries oversee 401(k) plans as a committee member
401 (k) committees are often comprised of business owners; HR, benefits, and
finance managers, and other employees who

— Have had no formal education or training in the selection and monitoring of ERISA
plan investments

— Must devote a substantial portion of their work hours to duties and responsibilities
not related to the 401(k) plan

— Have no financial or other “upside” for their fiduciary role
In the scope of their employment, this role could well be their most significant and
challenging responsibility

— The courts and the DOL have called ERISA fiduciary responsibility is the “highest

duty known to the law”

— Substantial personal liability occurs when fiduciaries breach their duty

— Countless employees are relying on their good decision making
So how do 401 (k) plan fiduciaries mitigate their risk?

9 * Center for Fiduciary Studies Estimate



Risk — What Do You Do With It?

Actively manage it
— Disciplined process & procedure
— Rigorous documentation

Avoid it

— Plan design changes

— Safe harbor rules [ERISA 404(c) including QDIA]
Insure it

— Hrst party fiduciary insurance
Qutsource it

— Plan consultant and advisor

— ERISA 3(38) investment manager
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MJIM401k’s Laws of ERISA Plan Governance

“It’s not what you did, it’s how
you did it”

“If you didn’t document it, you didn’t do it”
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Management of a Process

The role of an ERISA fiduciary is to manage the process —
not to make investment decisions. The laws dealing with
Investment fiduciary responsibility further reinforce this
Important concept.

Hduciary liability arises when the process is not defined
and/ or is inconsistently applied.

Every 401(k) Committee member has the right and the
obligation to know and understand the process for their
plan.
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Things That All 401 (k) FHduciaries Should Have

« Plan governance documents
— Committee Charter
— Investment Policy Statement
« Plan monitoring documents
— Committee meeting minutes
— Investment monitoring reports
« Plan fee & service documents
— Acurrent fee & service benchmarking study performed by
someone other than your current provider

— A current engagement agreement with your advisor or broker
detailing fees, services, and fiduciary standard of care
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Committee Charter

e Establishes the committee

— Who is doing the chartering?
— Board, officer, etc.
— The power to appoint gives rise to the duty to monitor

o Sets forth the committee structure
— Number of members
— By position, name, etc.
o Setsforth the guidelines for the committee’s functions
— Standard of care
— Scope of duties

— Prohibited acts
— Use of outside consultants
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Investment Policy Statement (IPS)

A roadmap to prudent investment decisions, the IPS describes the process
— Not required by ERISA, but it would be foolish not to have an IPS
— Many committees do not give this document sufficient time and attention
The IPS should identify
— The objectives of the plan and its investments
— The responsible parties who will make and implement plan decisions

— How plan investment choices will be selected and monitored
8 The investment structure or architecture
8 The individual managers

The IPS wording should be “.. sufficiently specific to be meaningful, but flexible
enough to be practical.”
— It must not be in conflict with other documents, such as the plan & trust, provider
service agreements, communication materials, etc.
Once adopted, the IPS must be
— Understood by the Committee
— Acted upon in accordance with its terms

— Reviewed periodically for continued suitability
§ At least annually or in the event of a significant corporate or plan change
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401(k) Plan Fees

There is no set benchmark provided by the regulators or the marketplace that
can be used in determining reasonable expenses
— This necessitates some level of subjectivity in the determination but a thoughtful
process can mitigate the risk of drawing an incorrect conclusion
Reasonableness depends upon the facts and circumstances of the plan

— “Whether the payment of any particular expense would be an appropriate
expenditure of plan assets is the type of determination that can only be made by
the plan fiduciaries in light of all the relevant facts and circumstances of a given
case.” (DOL Information Letter to Gary E. Hendersen dated July 28, 1998)

Reasonableness doesn’'t mean the cheapest expense available

— Hduciaries must ensure that “..fees paid to service providers and other expenses of
the plan are reasonable in light of the level and quality of service.” (DOL Booklet “A
Look at 401 (k) Plan Fees”)

We believe that plan expenses can sometimes be ERISAreasonable and
concurrently, less than marketplace competitive

Any fees paid by the corporation are not subject to ERISA’s fiduciary standards

— Nonetheless, these fees should be continually evaluated in light of a competitive
marketplace
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Plan Service Expense Quotes

Provider Basis Points Per Head Total Dollars
Incumbent Provider 0.40% $209 $224,470
Provider 1 0.20% $104 $112,117
Provider 2 0.28% $145 $155,585
Provider 3 0.20% $104 $112,117
Provider 4 0.16% $84 $89,693
Provider 5 0.23% $120 $128,760
Provider 6 0.20% $104 $112,117
Provider 7 0.25% $131 $140,146
Provider 8 0.18% $94 $100,905
Provider 9 0.21% $110 $117,722
Provider 10 0.18% $93 $100,000
Provider 11 0.18% $94 $100,905
Provider 12 0.12% $63 $67,270
Provider 13 0.17% $89 $95,299
Average of Thirteen Providers 0.20% $103 $110,203
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Risk — What Do You Do With It?

Actively manage it

— Disciplined process & procedure
— Rigorous documentation

Avoid it
— Plan design changes
— Safe harbor rules [ERISA 404 (c) including QDIA]

Insure it
— Hrst party fiduciary insurance
Qutsource it

— Plan consultant and advisor
— ERISA 3(38) investment manager
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Plan Design Around the Risk

The 401(k) committee must remember that the individual fund
choices that it selects at the plan level must ultimately find their
way into a well+easoned portfolio at the participant level
These portfolio decisions (also known as asset allocation) will be
made by two basic categories of participants

— The 80%: those who want someone to else to make the

decisions
— The 20%: those who either

8 Will do it on their own, but want someone to assist them
8 Will do it all on their own, without any help

The plan level fund choices (the investment “architecture” or
“structure”) must accommodate both types of participants

— This must be monitored on an ongoing basis

8 Do we have the right types of funds?
8 Do we have the right individual managers for each type
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Developing the Right Investment Structure

 How the fund choices are structured is of primary
Importance
— In addition to investment returns, the fund choice structure
can have an impact on plan participation and deferral rates
* The investment choice structure must easily allow a
participant to construct (or select) and maintain an
appropriate portfolio

« This can be done through either

— A series of prepackaged asset allocation funds (for the 80%)

— Sufficiently representative asset class funds from which
participants can build their portfolios (for the 20%)

§ This may also include some outside help, like an advice
provider or a portfolio construction service or tool
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Investment Structure by Participant Category

The 20% The 80%
Self Directed Core Funds Professionally
Brokerage Account Managed Portfolios
Equities Fixed Cash Target Date Managed Risk Based
Income Series Accounts w/ Portfolios
Core Funds

Non-QDIA QDIA Dominant
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Sanctioned QDIA Options

Underlying attributes
— Applies generally accepted investment theories
— Is diversified so as to minimize the risk of large losses

— |Is designed to provide long-term appreciation and capital
preservation

— Has a mix of equity and fixed income exposures
(1) based on a participant’s age, target retirement date or life
expectancy (target date funds)

(1) consistent with a target level of risk appropriate for the
participant’s of the plan as a whole (balanced fund)

(i) implemented by a fiduciary for a specific participant based on
his age, target retirement date or life expectancy (investment
management service)
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Risk — What Do You Do With It?

« Actively manage it
— Disciplined process & procedure
— Rigorous documentation
 Avoid it
— Plan design changes
— Safe harbor rules [ERISA 404(c) including QDIA]

e Insure it
— Hirst party fiduciary insurance

e (Qutsource it
— Plan consultant and advisor
— ERISA 3(38) investment manager
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What is Hduciary Insurance ?

ERISA explicitly allows for the purchase of fiduciary liability
Insurance.

A fiduciary liability insurance policy can protect the personal
assets of a plan fiduciary due to the liability arising from claims
for breaches of fiduciary duty and other failures to act prudently
within the meaning of the ERISA.

— Negligent errors and omissions

— Improper disclosures to plan participants

— Remiss investment advice

— Imprudent choice of outside service provider (OSP)

— Faulty advice of counsel

— Improper amendments to plan documents
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Hduciary Liability Insurance

To Avoid Loss of Personal Assets and or Plan Assets

Conflict of interest between D& O duties to the company and to the
plan
Protection in the event of Merger or Acquisition
Many Directors & Officers do not realize they are FHduciaries
Is there a difference between an ERISA bond and fiduciary liability
policy?

— Plans are required by ERISA to bond or insure from employee dishonesty

in the lesser of:

§ $500,000, or
8 10% percent of all plan assets.

FHduciary liability is not required by ERISA.

Isn’t this coverage included in our Directors and Officers Policy or
Employment Practices liability Insurance?
— Many policies exclude acts as an ERISA fiduciary
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ERISA Plan

Hduciary Liability Insurance

First Party Third Party
» Named plan * Provide services to
fiduciaries, or the Frst Party,
anyone acting in Plan, and/ or
the capacity as a Trustees
fiduciary  Investment Advisor,
 Direct relationship Plan Consultant,
to the plan as an Accountant, Third-
owner, employee, party Administrator
or trustee

* May be acting in a
“fiduciary” capacity
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Risk — What Do You Do With It?

Actively manage it

— Disciplined process & procedure
— Rigorous documentation

Avoid it

— Plan design changes

— Safe harbor rules [ERISA 404(c) including QDIA]
Insure it

— Hrst party fiduciary insurance

Qutsource It

— Plan consultant and advisor
— ERISA 3(38) investment manager
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Types of Plan Advisors

Commissioned Broker Registered Advisor
Cannot accept fiduciary status « Acknowledged fiduciary status
Suitability standard of care * Hduciary standard of care
Fees built embedded in the « Full fee transparency -flat or
Investment product basis points fee billed to the

Choice of provider and/ or funds company or the plan

will affect compensation  Complete product & provider
iIndependence
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Know What/ Who You're Hiring

« Use of an outside advisor/ consultant/ expert

— FRully understand how the advisor is compensated for their
services, and whether or not their compensation is affected
In any way by their choice of providers or investment funds
8 Product-commissioned broker
§ Cientpaid consultant
— Determine if advisor has any inherent (non-financial) biases
which may affect the objectivity provided

e Standard of care

— Request a written contract from the advisor which clearly
and fully discloses their fees & services as well as their
fiduciary standard of care
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Using an ERISA 3(38) Investment Manager

« Section 3(38) of ERISA defines "investment manager" as any
fiduciary (other than a trustee or named fiduciary)

— Who has power to manage, acquire or dispose of any plan assets
— Who is:
8 Registered investment adviser under Investment Advisers Act of 1940
8 Abank, or
8 An insurance company; AND

— Who has acknowledged in writing that he is a fiduciary with
respect to the plan

« The plan committee or other fiduciary is relieved of the liability for
Investment selection

— Retains the liability for monitoring the selection of the ERISA 3(38)
manager
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In Conclusion

o Other people are trusting you to take care of their
money
— How are you doing with it?

e (Good fiduciary behavior will inevitably lead to:

— Reduced personal and organizational risk through fiduciary
process management

— Reduced plan costs and expenses
— Increased risk-adjusted investment returns
— Increased plan and participant services

— Increased employee understanding and appreciation of the
plan
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Michael J. Malone, CPC, AlIFA

MIM401k
4647 North 32" Street, Suite 200
Phoenix, AZ 85018
(602) 2245599

www.mjm401k.com
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