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The Winds of Change Are Blowing
The expectations for plan sponsor 
responsibility are increasing. In the past, 
plan sponsors and fi duciaries were generally 
expected to review the investment and 
operating expenses of 401(k) plans to 
make sure that they were reasonable. 
Now, fi duciaries, such as plan committee 
members, are expected to understand and 
evaluate the revenue sharing and other 
payments being made by mutual funds, and 
their managers and affi liates, to a plan’s 
providers and advisers. (I am using the 
term “revenue sharing” loosely to mean any 
payments made, directly or indirectly, by or 
through the plan’s investments.) Fiduciaries 
who do not know the amounts of revenue 
sharing being paid from the investments 
in their plans are taking a chance of 
breaching their fi duciary duties. That is an 
unnecessary and unwarranted risk in today’s 
environment. 
Some fiduciaries are paying attention 
to revenue sharing and are negotiating 
a reduction in those amounts. Typically, 
the reduction takes the form of either a 
restoration of some of that money to the 
plan or the payment of other plan expenses, 
or both. When the money is restored to the 
plan, it must be allocated to the participants 
by the end of each year. I have attached a 
copy of a report on that subject prepared 
by Stephanie Bennett and myself.
The fi duciary responsibility for participant 
investing is also increasing. I believe that is 
primarily a function of the popularity of 
target maturity, or aged-based, funds, as 
well as of the fi duciary safe harbor given 
to qualifi ed default investment alternatives 
(or QDIAs). From a legal perspective, any 
plan sponsor who is not using a QDIA as 
a default (for participants who don’t give 
investment instructions) simply doesn’t 
understand the legal protection given to 
those investments. 
In addition to using target maturity funds, 
lifestyle funds, and managed accounts as 

Message From
The Firm

I recently spoke at 
a retirement plan 
conference for large 
companies. My topic 
was risk management 
for 401(k) plans.

While preparing for the speech, I decided 
to take a different approach than most 
speakers on the subject. Instead of talking 
about recent law changes and court 
decisions, I decided to talk about how 
to design a plan, from the ground up, to 
minimize risk.

The fi rst step is to focus on the benefi ts 
being provided to participants. If 
participants are receiving adequate benefi ts 
from a 401(k) plan, there is less chance of 
litigation. In a way, though, that answer 
begs the question. Adequate benefi ts are 
the output of a well-run plan and the real 
question is, how should a plan be designed 
and operated to provide that output?

The three key elements, or pillars, of a 
well operated plan are: high levels of 
participation; signifi cant deferral rates; and 
quality investing by participants. If a plan 
succeeds in those three areas, it should 
produce substantial retirement benefi ts for 
participants.

A plan sponsor who wants to minimize 
risk and maximize benefi ts at the same 
time should:

Automatically enroll. 
Automatically increase deferrals.
Automatically default into qualifi ed 
default investment alternatives, or 
QDIAs.

Let me explain.

1.
2.
3.

By Fred Reish (FredReish@Reish.com)

Automatic Enrollment
The national average for participation 
in automatically enrolled plans is about 
90%. That is considerably higher than 
the two-thirds level of participation for 
non-automatically enrolled plans. (By the 
way, I defi ne participation to mean eligible 
employees who are deferring into the 
plan.)

The dramatic increase in participation 
resulting from automatic enrollment, in 
and of itself, signifi cantly reduces the 
potential risk of the employer and the 
fi duciaries, because it eliminates potential 
claims from people who did not get into the 
plan. Further, with automatic enrollment, 
any employee who does not participate 
has to affi rmatively fi le an election to get 
out of the plan. So, on top of high levels 
of participation, there is written evidence 
from every employee who opted out that 
the employee did not want to be in the 
plan.

Because of those two factors—high 
participation in the plan and affi rmative 
elections to be out of the plan—it seems 
virtually inconceivable that a plan sponsor 
could be sued over participation-related 
issues.

Automatic Deferral Increases
With automatic deferral increases, plan 
sponsors start employees at a deferral 
rate (usually 3% or 4%, but sometimes 
as high as 6%), and then increase the 
deferral rates 1% or 2% per year—up to a 
maximum that is often in the 10% to 15% 
range. Of course, employees can elect out 
of the automatic increases, but if they do 

401(k) Risk Management
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The Pension Protection 
Act of 2006 (PPA) 
facilitated the provision 
of investment advice 
to participants in 

401(k) plans through a new prohibited 
transaction exemption.  The exemption is 
aimed primarily at the adviser (referred 
to in PPA as a “fi duciary adviser”), 
but the new law—plus Department of 
Labor (DOL) guidance—also clarifi es 
the role of plan sponsors and adds some 
requirements to be addressed by the 
employer in a service agreement with 
the adviser. 
The new PPA exemption says that 
in offering investment advice to 
participants, the plan sponsor has to do 
the following:  

Prudently select the adviser—this is 
not a new requirement, but the rules 
are somewhat clearer after PPA;
Obtain an acknowledgment from the 
adviser that it is a fi duciary to the 
plan; 
Monitor the fi duciary adviser by 
following up on any complaints 
from participants—also not a new 
requirement;  
Obtain a “compliance audit” report 
from the adviser on an annual basis.

At the same time, the PPA makes it clear 
that the plan sponsor is not responsible 
for any advice given by the fi duciary 
adviser.  
In guidance issued earlier this year, 
the DOL said that to prudently select 
an adviser, the plan sponsor must take 
into account the adviser’s experience 
and qualifi cations, its registration under 
the securities laws and the extent to 
which the advice to be furnished will be 
based on generally accepted investment 
theories.  

1.

2.

3.

4.

Agreements With Service Providers: 
Participant Investment Advice

By Bruce Ashton (BruceAshton@Reish.com)

How does this impact service agreements?  
At a minimum, the plan sponsor needs to 
have a formal written contract with the 
adviser that covers the following (at a 
minimum):

Describes the services to be 
performed (i.e., investment advice 
to the plan participants) and the 
specifi c individuals who will render 
the advice;
Describes whether or not the advice 
will be rendered by a computer 
model; 
Describes how the adviser will be 
paid for its services and the source of 
such payments;  
Contains an acknowledgment that the 
adviser is a fi duciary to the plan; 
Contains the following representations 
and agreements:

a representation that the adviser’s 
services will comply with the PPA 
exemption (specifi cally, ERISA 
Sections 408(b)(14) and 408(g));
a representation regarding the 
adviser’s registration or licensing 
under applicable securities or 
other applicable laws—and if the 
adviser is a registered RIA, a copy 
of Part II of Form ADV or the 
adviser’s brochure;
a representation that the advice to 
be given will be based on generally 
accepted investment theories and 
prevailing industry practices;
an agreement that the adviser will 
provide to participants all of the 
information required by the PPA 
exemption; and
an agreement that the adviser will 
obtain the annual compliance 
audit required by the exemption 
and will deliver a report regarding 

1.

2.

3.

4.

5.

a.

b.

c.

d.

e.

the results of the audit to the plan 
sponsor on a timely basis each 
year.

The agreement with the fi duciary adviser 
does not have to be elaborate—or even 
very long. Even though the adviser’s 
services will be provided only to the 
participants, the plan sponsor still needs 
to have some involvement, and that 
involvement should be documented in a 
proper service agreement. 

A Tip for Plan Sponsors

Here’s something that might help you out. 
Pull out a copy of your most recent 5500 
Form and look at item 8a. Is “2F” one of 
the codes listed next to 8a? If not, you may 
have a problem. If it is, you may also have 
a problem. 
If 2F is listed, it means that your 401(k) plan 
intends to satisfy section 404(c) of ERISA. 
By signing the front of the 5500, someone 
at your company (possibly the chair of the 
plan committee) has declared under penalty 
of perjury that the plan intends to comply 
with 404(c).
There shouldn’t be any problem if:

the person knew what they were signing; 
the plan intends to comply; and
a good faith effort has been made to satisfy 
the conditions for compliance.

On that last point, the Department of Labor 
(DOL) takes the position that, if characteristic 
code 2F is included on the 5500, the plan 
administrator (that is, the offi cers responsible 
for operating the plan—typically, the plan 
committee) must make a good faith effort to 
comply with the conditions.
On the other hand, if 2F is not on the 5500, 
in effect the fi duciaries have declared, under 
penalty of perjury, that the plan does not 
intend to comply. In most cases, that would be 
a serious mistake. That is because 404(c) is 
the provision of ERISA that protects fi duciaries 
from imprudent or inappropriate investment 
decisions made by participants. Otherwise, 
the fi duciaries could be liable if participants 
make bad investment decisions because, for 
example, some of the participants do not know 
how to invest properly. 
Either way, make sure you know what you are 
signing. As a word of caution, it is a good 
idea to get legal advice about whether or not 
your plan intends to comply with 404(c) and, 
if so, how to go about bringing the plan into 
compliance.

•
•
•
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As you undoubtedly 
know . . . because of all 
the newspaper headlines, 
the House Education 
and Labor Committee 
is conducting hearings 
about the information that 
is given—and should be 
given—to plan sponsors 
and participants.

O n e  o f  t h e  m o s t 
controversial issues 
i n v o l v e s  f e e s  a n d 

expenses. On one side, some experts are 
taking a libertarian approach and urging 
that legislation require that providers give 
participants complete information related 
to their 401(k) investments and the plan, 
including information on fees and expenses. 
On the other side, some experts—primarily 
from the fi nancial services industry—are 
taking a paternalistic approach and arguing 
that the information should be limited. 

The libertarian approach seems to be 
based on a belief that participants can, or 
will at some point in the future, be able 
to digest the information about fees and 
expenses—and make intelligent decisions. 
The paternalistic approach counters that 
participants are confused and have a hard 
time making decisions about participating 
in 401(k) plans—and that, if they are 
provided much more information, they 
will be overwhelmed. 

There is some support for both sides of the 
argument. Many participants are able to 
handle all of the information about 401(k) 
investments and expenses. However, 
other participants may not be interested 
or may not have a good foundation of 
knowledge to evaluate the information. If 
my understanding is correct, the issue boils 
down to . . . do we adopt the libertarian 
approach and give all of the information 
to all the participants, knowing that some 
will handle it, but others won’t, or do we 
adopt the paternalistic approach and limit 
the information to all participants? 

Regardless of the outcome of that 
argument, I believe that, in due course, 
participants will be given one of the most 
important items of information that they 
need—and that it will be done without 
confusing them. 

That one item is . . . a statement of the 
annual cost of the plan that is charged 
to their account. For example, if the 
combined investment expenses and 
expenses for operating the plan are 1.50% 
per year, and if a participant has a $50,000 
account balance, at the end of the year 
the participant would receive a notice 
(probably as a part of the annual benefi t 
statement) that his account was charged a 
total of $750 for the year (that is, 1.50% 
of $50,000). 

There are several reasons why a participant 
should know that information. The fi rst is 
that the money in the account belongs to 
the participant. If the participant’s money 
is going to be charged for management of 
the investments and administration of the 
plan, the participant should be told so in 
the most direct way. I cannot imagine a 
more simple, yet impactful, way of doing 
that. 

Of course, if participants have not been told 
that they are bearing the costs of the plan 
(except, for the employer contributions), 
that disclosure could result in confusion 
and upset. 

So, forewarned is forearmed. If plan 
s p o n s o r s  h a v e  n o t  b e e n  c l e a r l y 
communicating with employees about 
who is bearing the costs of the plan, now 
is the time to start that dialogue. 

In my experience, many plan sponsors have 
not communicated as clearly as possible on 
that issue. On the other hand, participants 
are given information about the expense 
ratios charged to their investments—and, 
by and large, those expenses have been 
reasonable. So, the issue is not one of 
wrongdoing; instead, it is one of better 
communication.

Furthermore, in the past a dialogue about 
the cost of a 401(k) plan was not one of the 
higher priorities. However, now it is. This 
is the time for plan sponsors to address this 
issue, in an open and complete manner, 
with their employees.

The failure to openly, accurately and 
completely communicate on those issues 
could lead to litigation and possibly to 
fiduciary liability. A number of class 
action lawsuits have been fi led in recent 

Participants and 401(k) 
Expenses

By Fred Reish (FredReish@Reish.com) and
Stephanie Bennett (StephanieBennett@Reish.com)

Message from the Firm
continued from page 1

-Fred Reish

default investments, every plan should 
include at least one of those categories 
of  investments in its regular line-up. 
ERISA’s investment principles are based 
on generally accepted investment theories, 
including modern portfolio theory. In 
effect, that means that ERISA contemplates 
that participants’ accounts will be invested 
like well-designed portfolios. To the extent 
that plan sponsors, or their participants, 
don’t understand those concepts, a plan is 
taking unnecessary risk. The best way to 
abate that risk is to offer professionally 
designed or managed portfolios, such 
as those mentioned above, to the 
participants. 
Finally, automatic enrollment is being 
embraced much more rapidly than I had 
thought it would be. I thought that it would 
take a few years to take hold. Based on 
early data, it seems to be happening very 
quickly. For example, Hewitt Associates 
believes that over half  of  the largest 
plans will be automatically enrolling by 
the end of this year. Other providers are 
also reporting signifi cant increases in the 
use of automatic enrollment. 
On average, automatic enrollment 
produces participation rates of around 
90%, which is about a third higher 
than non-automatically enrolled plans. 
As the concept takes hold, it will change 
the perspective on the appropriate level 
of participation, and employers will be 
expected to do more to increase the levels 
of participation. 
The effect of  these changes will be 
to impose additional responsibility on 
plan sponsors to educate themselves 
on expenses, revenue sharing, QDIAs, 
automatic enrollment, and so on. However, 
in my opinion, the changes will inure to the 
benefi t of employers . . . because they will 
increase both the quantity and quality of 
employee participation in 401(k) plans. 
As a result, attentive and concerned 
employers will enhance the retirement plan 
experience of their employees and will, I 
believe, build a stronger bond with those 
employees.

years concerning fees, expenses and 
revenue sharing. In some of those cases, 
there are allegations that the fi duciaries 
failed to inform the participants about 
those matters. While it is too early to tell 
if those claims have traction, we now 
know that they have been asserted. As a 
matter of risk management, now is time to 
communicate with your employees about 
these matters.
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participant’s account technically didn’t 
generate any sort of revenue share.
So the question that starts to come to mind 
is as you start to get more transparency 
around this and sponsors are saying, you 
know, I’m not sure if that makes sense, 
should we be able to take that revenue 
share and effectively benefi t a participant 
who really didn’t contribute any part of 
that? 
Mr. Campagna: If they put that provision 
in the plan. If that was a plan provision 
that said that’s how it was going to be 
allocated, but if it wasn’t a plan provision 
then there may be issues associated with 
that.
Mr. Doyle: Keep in mind that if it’s in the 
plan [that is, if the plan had a provision 
specifying the method of allocation], the 
fiduciaries are subject to a fairly high 
standard of having to follow the terms of 
the plan to the extent it doesn’t otherwise 
violate Title I [of ERISA], . . . 
Mr. Doyle: [If there was not a plan 
provision] . . . that would seem on its 
surface to be a rational way to allocate, to 
rebate the money to the account to which 

At a recent hearing of a Working Group of 
the DOL Advisory Council, Bob Doyle and 
Lou Campagna of the DOL testifi ed on issues 
related to revenue sharing. Of particular 
interest were comments concerning the 
allocation of excess revenue sharing to 
participants. The following is a brief portion 
of the transcript on that subject. 

Chairperson McCool: Assuming you 
have a two participant plan, two funds, 
both participants have an equal account 
balance, and there’s a fee for services, 
record keeping, et cetera, maybe 50 bucks 
each per head. The fi rst person, Joe, is in 
a fund that ultimately generated $60 of 
revenue share payments to the service 
provider, and Mary, the second participant, 
is in a fund that generates zero.
So what has been traditionally done, or at 
least is done oftentimes, is that that sum 
of the revenue share of $50 if it’s applied 
to offset the cost charged the participants 
might be divided pro rata. In that case 
it would be split up 25 bucks each, 30 
bucks each. I said $60 of revenue sharing. 
It would be split evenly between those 
two participants even though the one 

it’s generated in terms of a fiduciary 
decision.
On the other hand, if the cost of doing 
that was such that it really didn’t make a 
lot sense to go through that exercise, you 
might nonetheless just go back to your per 
capita method of allocation as a fi duciary 
decision. So the fi duciary has to at least 
think about and I think as a threshold 
matter allocating it to the accounts that 
are generating the rebates.
But that’s not necessarily the end of the 
analysis. There are other factors that 
could come into play in determining what 
would be a prudent approach to allocation 
in that context.

RLRC Comment: The fiduciary duty to 
investigate revenue sharing, together with 
the emerging duty to recapture excess 
revenue sharing, is a hot topic in the 401(k) 
world. Once revenue sharing has been 
recaptured, though, that creates an issue 
about the allocation of the excess revenue 
sharing to participants’ accounts. Should 
the revenue sharing be traced back to its 
source and allocated accordingly? Or is a 
reasonable allocation method adequate? 
The DOL testimony is particularly helpful 
in that regard. In addition, the DOL has 
issued guidance on analogous issues. That 
guidance is instructive to plan fi duciaries 
and recordkeepers. 

DOL Testimony on Revenue 
Sharing

is even greater. Who are those people? 
Obvious candidates are doctors, lawyers, 
and other professionals. 

In fact, our law fi rm adopted a Roth feature 
at the earliest possible date, January 1, 
2006. As a result, the participants who are 
making Roth deferrals now have almost 
two years of contributions, plus earnings, 
that will come out tax free at retirement. 

I can understand why companies with 
hundreds or thousands of low-and 
moderate-paid employees may be reluctant 
to add the feature. HR and benefi ts people 
tell me that they are having a diffi cult time 
getting those employees to participate 
without adding another complex issue to 
the equation. 

I have been surprised 
by the lack of uptake on 
Roth 401(k) accounts. 

As background, a Roth 
401(k) account is one in 

which deferrals are made on an after-tax 
basis, rather than before tax. Under Roth, 
if you pay taxes on your deferrals, all of the 
benefi ts, both principal and income, come 
out tax free. 

Based on the analysis I have seen, Roth 
401(k) accounts will likely be “winners” 
for anyone who can afford to make the full 
401(k) deferral ($15,500 if you are under 
50, and $20,500 if you are 50 or older), 
and pay the taxes on top of that. And that 
analysis applies even if tax rates don’t go 
up; however, if they do, the advantage 

But, organizations with large numbers 
of high-paid employees should seriously 
consider adding a Roth feature to their 
401(k) plans. This is the right time to do 
the analysis, since January 1 is a logical 
starting date for these deferrals.

As a word of caution, this article discusses 
only some of the issues for Roth. No one 
should make a decision on the limited 
information in this article. Instead, you 
should consult with a knowledgeable 
attorney or adviser to fully discuss and 
understand the pros and cons.

Also, I don’t mean to imply that only a 
few adventurous fi rms have added Roth 
to their plans. Vanguard recently reported 
that, by the end of 2006, 14% of the 401(k) 
plans that it studied had a Roth feature. 
Vanguard also reported that only 5% of 
the participants in those plans had elected 
to use the feature. That is not particularly 
surprising since the advantages are the 
clearest for the highest paid employees.

Should Your Plan Roth?
By Fred Reish (FredReish@Reish.com)
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Shifting Responsibility

The responsibility for the disclosure 
of 401(k) fees, expenses and revenue 
sharing is shifting. In the past, plan 
fi duciaries, such as committee members, 
have had the responsibility to investigate 
and learn about expenses and revenue 
sharing—and then to evaluate the 
reasonableness of those amounts. 
However, many plan sponsors have 
lacked the knowledge and resources 
to do the job properly. Unless those 
companies worked with experienced 
401(k) advisers, they were unable to 
fulfi ll their legal duties.

However, part of that responsibility is 
shifting. New bills have been introduced 
in Congress and new regulations have 

been proposed by the DOL to transfer the 
responsibility of employers to investigate 
revenue sharing to a responsibility on plan 
providers to disclose. 

Many plan sponsors misinterpret these 
changes as creating new requirements. 
That is not the case. Fiduciaries have 
always had the responsibility to know 
about those payments. The only thing 
that has changed is that the burden of 
the fi duciaries has been partially relieved 
by an offsetting duty on providers to 
disclose.

However, once the new disclosure rules 
are in place, the duty for fi duciaries to 
evaluate the information will be more 

obvious. In addition, fi duciaries have 
the duty to understand and consider 
any conflicts of interest, including 
those presented by external revenue 
sharing (e.g., from unrelated mutual 
funds) or internal payments or credits 
(e.g., related or “proprietary,” funds). 
For example, a bundled provider 
may make more money if affiliated 
mutual funds are used. That would be 
particularly true if the affi liated fund 
is a target maturity or lifestyle fund, 
since automatic enrollment defaults 
and investment education are driving 
more and more money to those options. 
Fiduciaries should evaluate the fl ow of 
that money and determine whether the 
total compensation to the provider and 
its affi liates is reasonable and whether 
the participants are protected against 
potential confl icts of interest. 

not fi le an election, their deferrals will be 
automatically increased.

As a general rule of thumb, the goal for 
the combination of employee deferrals and 
employer contributions should be at least 
12% to 15% per year. At that level, most 
employees will retire with meaningful 
benefi ts, and many employees will retire 
with adequate benefi ts (when defi ned as 
having income continuation of 75% to 80% 
of fi nal pay, including social security). So, 
for example, if the employer contributes 
3% of pay (either as a match or profi t 
sharing contribution) and the employee 
defers 12%, the employee’s account will 
be “funded” at the rate of 15% per year. 

As with automatic enrollment, there 
are two risk management advantages in 
automatic deferral increases. The fi rst is 
that many, and perhaps most, employees 
will end up with substantial retirement 
benefi ts. The second is that, by and large, 
those employees who opt out will have 

fi led affi rmative elections to stop the 
deferral increase program from working in 
their favor. With those two “defenses,” the 
odds are remote of an employer being sued 
or being liable for any potential fi duciary 
violation associated with the adequacy of 
deferrals.

Safe Harbor Investments
The new QDIA rules provide a fi duciary 
“safe harbor” for plan sponsors and their 
responsible offi cers and committees. The 
protection is so great that it is fair to say 
that there is no better protection in ERISA 
than for a participant who defaults into a 
QDIA. (The default investments that are 
“qualifi ed,” or “QDIAs,” include target 
maturity or age-based funds, risk-based 
lifestyle or balanced funds, and managed 
accounts.)

In fact, the protection is so great that plan 
sponsors are better off if a participant 
defaults into a QDIA . . . than if the 
participant affi rmatively elects to invest in 
the QDIA. 

From a risk management perspective, 
plan sponsors would prefer that the 
largest possible number of participants 

default into QDIAs. And, that is exactly 
what automatic enrollment does. Based 
on reports from advisers and consultants 
around the country, 75% to 95% of the 
automatically enrolled participants are 
defaulting into QDIAs. Stated slightly 
differently, 75% to 95% of the participants 
are invested in a way that the fi duciaries 
have no worries about potential liability for 
participant investing. And, if a defaulted 
participant decides to invest in a different 
way, he must fi le an affi rmative election to 
invest differently. 

Once again, there are the two advantages 
for risk management: a safe harbor 
investment and an affi rmative election to 
invest differently.

Conclusion
I realize that plan sponsors and 
fi duciaries consider issues other than risk 
management. However, this article is 
intended to focus on just that issue. As a 
lawyer, I am confi dent in saying that, from 
a risk management perspective, the best 
possible plan is one which automatically 
enrolls, has automatic deferral increases, 
and defaults participants into QDIAs. 

Default Investment
continued from page 1

Risk Management
continued from page 1

By Fred Reish (FredReish@Reish.com)
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Any U.S. federal income tax advice contained in this communication (including any attachments) is neither intended nor written to 
be used, and cannot be used, to avoid penalties under the Internal Revenue Code or to promote, market or recommend to anyone a 
transaction or matter addressed herein.
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Revenue Sharing 
 
 

The following is from testimony prepared by Fred Reish and Stephanie Bennett for the 
DOL’s Advisory Council. The Advisory Council posed several questions concerning 
revenue sharing and invited public response. This attachment includes the question on the 
allocation of excess revenue sharing to plan participants and reports on the responses by 
Fred Reish and Stephanie Bennett. 
  
What, if any, guidance should the DOL issue with respect to the obligations of plan 

sponsors, trustees and other fiduciaries regarding the allocation of revenue sharing 

payments received by the plan from the service provider? 

 

For purposes of determining how excess revenue sharing payments should be allocated to 

participants, we are discussing only those situations in which the revenue sharing 

payments are deposited into a plan. (For example, a large plan may collect all of the 

revenue sharing and pay service providers from those amounts. Alternatively, a mid-sized 

plan might require its recordkeeping to pay all revenue sharing in excess of the negotiated 

charges into the plan.) 

 

There is no guidance directly on point regarding the allocation of revenue sharing 

payments; however, two DOL Field Assistance Bulletins (FAB) provide insight into the 

DOL’s approach to allocation methods. While the FABs address other issues–the 

allocation of plan expenses and settlement fees, they shed light on the DOL’s thinking 

about allocation methods. In Field Assistance Bulletin (FAB) 2003-03, the DOL provided 

guidelines for ERISA fiduciaries regarding the allocation of expenses in a defined 

contribution plan. The DOL advised that a plan fiduciary must be prudent in making a 

determination regarding the appropriate method of allocating expenses: 

 

A plan fiduciary must be prudent in the selection of the 

method of allocation. Prudence in such instances would, at 

a minimum, require a process by which the fiduciary 

weighs the competing interests of various classes of the 

plan's participants and the effects of various allocation 

methods on those interests. In addition to a deliberative 
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process, a fiduciary's decision must satisfy the ‘solely in the 

interest of participants’ standard. In this regard, a method 

of allocating expenses would not fail to be ‘solely in the 

interest of participants’ merely because the selected method 

disfavors one class of participants, provided that a rational 

basis exists for the selected method. 

 

Thus, the guidance provides that the fiduciary must engage in a deliberative process in 

selecting a method of allocating expenses. The FAB acknowledges that the allocation 

method may differ based on the nature of the expense. Nonetheless, the allocation 

method must bear a reasonable relationship to the nature of the expense, “On the other 

hand, if a method of allocation has no reasonable relationship to the services furnished or 

available to an individual account, a case might be made that the fiduciary breached his 

fiduciary duties to act prudently and ‘solely in the interest of participants’ in selecting the 

allocation method.” 

 

For example, the FAB provides that the pro rata method (i.e., allocations made on the 

relative basis of assets in individual accounts) of allocating expenses among participants 

would, in most cases, be equitable. However, it is not the only permissible method of 

allocation of expenses among participants. Another method is the per capita method (i.e., 

expenses charged equally to each account, without regard to the amount of assets in the 

individual accounts). Thus, based on the guidance in the FAB, a fiduciary may employ a 

variety of methods for allocating expenses among plan participants; however, the 

decision involves analyzing the nature of the expense. 

 

In FAB 2006-1, the DOL provided guidance on the allocation of mutual fund settlement 

proceeds. If the distribution plan does not contain a method for allocating the proceeds 

among participants, then the plan administrator must determine a method that relates to 

the impact of the market timing and late trading activities on the participant accounts. 

Plan administrators are permitted to weigh the costs to the plan and participant accounts 

and the ultimate benefit to participants when trying to determine how to allocate 
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settlement proceeds, taking into account matters such as the availability of plan records 

and the costs of different allocation methodologies. For example, the FAB suggests that it 

may be permissible to allocate the proceeds to current participants (rather than 

participants who participated in the plan during the relevant period (i.e., when market 

timing/late trading occurred). In addition, the FAB acknowledges that in certain 

situations the amounts involved may be so small that the plan administrator might 

conclude that determining a method of allocating the amounts and the expense of actually 

allocating the amounts are not cost-effective and use the amounts to pay plan expenses.  

 

The DOL and IRS should coordinate such that their rules are consistent on this issue. 

 

Specifically, the IRS should recognize cost as a factor in allocation methodologies and 

include a de minimis exception, recognizing that there are instances where the cost of 

precise allocation outweighs the benefit that is being allocated. 

 

Applying this guidance to the allocation of revenue sharing, fiduciaries responsible for 

allocating revenue sharing amounts among participant accounts need to be granted 

flexibility and discretion to determine whether, e.g., a pro-rata allocation is appropriate or 

whether a more precise calculation can be done in a reasonable and cost-effective 

manner. While a straight-forward approach of allocating revenue sharing in proportion to 

account balances may seem to be the most reasonable manner of allocation, when one 

considers the variety of plans and revenue sharing arrangements, it becomes evident that 

flexibility is needed to determine the most appropriate manner. By definition, a method 

of allocation based on all balances at the end of year is not the most precise method, but 

the cost of doing precise calculations may be prohibitively expensive and 

administratively burdensome considering the amounts to be allocated. Thus, on balance it 

would seem that, in most cases, a pro rata allocation based on end of the year account 

balances is a reasonable method. But, it may not always be appropriate. 

 

Consider, for example, two types of investments that often have the greatest divergence 

in revenue sharing (particularly for small plans)—stable value investments and an S&P 
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500 fund. (For example, it is not unheard of for a stable value investment to revenue 

share as much as 75 to 100 basis points per year, while a low-cost index fund may not 

revenue share at all.) In that case, if two participants have the same account balances, but 

one is invested entirely in the stable value vehicle while the other is entirely in the index 

fund, a pro-rata allocation based on account balances raises obvious issues for fiduciaries 

considering that one participant bore the entire cost of operating the plan through revenue 

sharing fees and the other participant did not. While this is an extreme example, the 

reality is that, for many small and mid-sized plans (and perhaps some large plans), the 

revenue sharing costs borne by participants for maintaining the plans may vary 

significantly. While that fact situation may raise fiduciary issues in its own right, our 

focus is on the prudent and equitable allocation of excess revenue sharing to the 

participants’ accounts. Should it be allocated in proportion to the amounts charged to 

each participant to generate the revenue sharing? Conceptually, the answer is, yes, it 

should be. However, practically speaking, that may not be possible—at least at this time 

(although we are aware of one large plan that is doing exactly that). 

 

Fiduciaries need guidance on this allocation issue similar to the guidance provided by the 

referenced Field Assistance Bulletins.  

 

In recognition of the variety of revenue sharing arrangements, we recommend that any 

guidance on allocation methods for revenue sharing should build in flexibility and 

discretion so the fiduciaries may reasonably consider the material factors for determining 

the most appropriate method of allocation. 

 

Finally, a tangential issue surfaces when considering the proper allocation of revenue 

sharing payments. That issue is—how long may that money remain in plan before it is 

allocated? Typically, when revenue sharing amounts are deposited into a plan they are 

initially placed into an unallocated account, sometimes referred to as a suspense account. 

Guidance in the form of a Revenue Ruling provides that, in general, money in a defined 
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contribution plan must be allocated to participants’ accounts on an annual basis.1 As a 

general statement of the qualification standards under the Internal Revenue Code, 

amounts held in a defined contribution plan must be allocated to participants’ accounts on 

an annual basis unless there is specific authority allowing the money to be held 

unallocated beyond that time.2 Since there is not specific authority for the creation of a 

suspense account for retaining recaptured revenue sharing payments (or similar 

revenues), those amounts must be allocated to participant accounts on an annual basis.  

                                                 
1 Rev. Rul. 80-155 states that profit-sharing, stock-bonus and pension plans of the money-purchase type 
(i.e., defined contribution plans) must provide for a valuation of investments held by the trust at least once a 
year in accordance with a method consistently followed and uniformly applied. In addition, Rev. Rul. 80-
155 states that profit-sharing and stock bonus plans must provide a definite predetermined formula for 
allocating the contributions made to the plan among the participants and for distributing the funds 
accumulated under the plan. 
 
2 Note that there is guidance under sections 415 and 4980 of the Code that permit unallocated amounts to 
be held in a suspense account for forfeitures and amounts transferred from a terminating defined benefit 
plan to a defined contribution plan. 
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