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February 2019—Legislative Intelligence Update | How ERISA Class-

Actions Can Help a Retail Practice 

  

Welcome to this edition of the Investments & Wealth Institute Legislative Intelligence. This month's 

column examines the fiduciary breach claims under the Employee Retirement Income Security Act 

(ERISA) flooding the courts along with takeaways that may benefit wealth managers’ own due 

diligence procedures for retail clients’ portfolios. 

  

Wave of Recent ERISA Lawsuits Offers Best Practice Takeaways for Advisors 

Under ERISA, the duties owed by fiduciaries to plan participants and beneficiaries ‘are those of 

trustees of an express trust—the highest known to the law’. 

  

Unless you advise pension plans, the recent three-year stretch (December 2015–2018) of excessive 

fee lawsuits may seem like a blur in the rear-view mirror. After all, most of the class-actions targeted 

the top 1 percent of defined-contribution plans—the so-called billion-dollar jumbo plans. The vast 

majority of small plans were ignored.[1] 

  

Nonetheless, as a fiduciary advisor under the Investment Advisers Act of 1940 (Advisers Act) or 

similar state laws, the court decisions and settlements that have emerged from the ERISA excessive 

fee cases offer useful takeaways that can help improve your own best practices, no matter the 

regulatory jurisdiction. Moreover, even if you do not advise pension plans, ERISA fiduciary status 

awaits many retail practices in which advisors manage clients’ retirement portfolios under the 

Department of Labor (DOL) old[2] five-part definition of a fiduciary. 

  

In addition, the Securities and Exchange Commission (SEC) is beginning to move in the same 

direction as the ERISA litigation with its Share Class Selection Disclosure Initiative (an amnesty 

program last year for registered investment advisers who failed to disclose 12b-1 fees), and 

Regulation Best Interest, a semi-fiduciary standard for brokers that borrows heavily from ERISA’s 

prudence language. 

  

Background 

Stepping back for a moment, the new articulation of the fiduciary standard’s contours by various 

regulators suggests the market conduct standards across the board are beginning to advance in the 

direction of fiduciary accountability. Even state insurance commissioners are getting into the act by 

beefing up their suitability requirements for annuity transactions. And a handful of states—Nevada, 

New Jersey, and Maryland—are moving ahead with policy initiatives that would impose fiduciary 

duties on securities brokers. 
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The result is a powerful undercurrent of fiduciary and fiduciary-like duties that are likely to continue 

to influence securities and insurance regulators, the courts, and arbitration panels for the 

foreseeable future. Adjusting an advisor’s best practices to reflect the new reality can help improve 

client outcomes, distinguish your firm from others in marketing to prospective clients with a growing 

awareness of the new market conduct standards, and, as a byproduct, help insulate your practice 

from fiduciary liability. 

  

Below are four areas where advisors should take notice of ERISA breach claims and consider 

potential changes to their own due diligence procedures in response. 

  

Selection of Retail versus Institutional Share Classes 

Fiduciary Breach Claim: One of the most common claims brought in the past couple years against 

prominent universities, financial services firms’ 401(k) plans, and other plan sponsors is failure to 

replace the retail share class of mutual fund options with lower-cost institutional shares of identical 

mutual funds. 

  

Litigation Trend: Results have been mixed in the courts. The vast majority of the 150-plus 

excessive fee cases making this claim are still pending. In instances where courts have addressed 

retail versus institutional share classes, some courts have decided against plan fiduciaries, one 

observing that the institutional share class in a particular fund “had a significant performance history 

and a Morningstar rating while the retail share class did not,” and that the institutional share class 

charged lower 12b-1 fees.[3] However, numerous other courts have roundly rejected this claim. 

These courts determined that as part of the duty of prudence, fiduciaries are required to consider 

other factors besides pricing, such as liquidity (in which retail shares allow daily transfers without 

fees while institutional shares do not), that participant investments in some retail share classes were 

too low to qualify for institutional shares, or that the overall mix of funds available offered both 

options. In settlements where plans were required to change their lineups, the emphasis has been 

on making at least some institutional share classes available. 

  

Best Practices Tip: Share class selection and related disclosures remains a top priority for 

examiners at the SEC and Financial Industry Regulatory Authority (FINRA) in addition to the courts. 

In the past couple years, both regulators have focused on failure to disclose receipt of 12b-1 fees 

and whether a firm periodically reviewed whether lower-cost share classes for the same fund were 

available. Advisors should review their disclosure documents and share class availability in client 

portfolios on a consistent basis. And they should document decisions for not utilizing the lower-cost 

share class. 

  

 

 



Investments & Wealth Institute 
February 2019—Legislative Intelligence Update | How ERISA Class-Actions Can Help a Retail Practice 
 

3 
 

Stable Value versus Money Market Funds 

Fiduciary Breach Claims: Numerous ERISA class-actions have alleged that plan sponsors failed to 

conduct a prudent process for determining whether to replace money market mutual funds (MMFs) 

with stable value funds (SVFs). In a majority of claims, the argued damages are the Plaintiffs 

unrealized gains had an SVF been an investment option during the class period.  

  

Litigation Trend: Although the results are mixed at this stage, many courts have rejected this claim, 

stating ERISA doesn’t specifically require the use of SVFs, even if in some years stable value 

products outperformed other types of funds. In addition, courts have agreed with defendants’ 

arguments that money market funds have greater transparency of holdings and fewer restrictions on 

trading, and that stable value funds are less liquid due to the insurance wrapper. However, some 

courts have observed that fiduciaries have a duty to periodically consider other alternatives to a 

money market fund. 

  

Best Practices Tip: On its surface, this claim should not be an issue for taxable portfolios. SVFs are 

not available in the retail market and, therefore, often are not well understood by securities 

regulators, advisors, or clients. However, if clients have access to stable value funds via a 401(k) 

plan, advisors should consider several factors when comparing SVFs to MMFs as a capital 

preservation investment. For example, in a rollover context, the advisor should consider whether the 

client should maintain at least a portion of retirement assets in the stable value fund instead of an 

IRA cash option given SVFs’ substantially higher yields over time. Conversely, advisors should keep 

in mind that some of the ERISA claims allege SVF managers mimicked money market funds by 

investing conservatively in short-term bonds.  Here, advisors should consider the duration and yield 

of the bond holdings in an SVF as a comparator to bond holdings in the MMF alternative.  In addition 

to analyzing holdings, advisors should make a determined effort to ask the SVF provider for a 

breakout of internal fees if an expense ratio is not readily available. The advisor also should consider 

liquidity issues because some stable value contracts require a “haircut” lower than the fund’s book 

value or require participants to wait to receive distribution of shares over a longer period of time. 

  

Selection of Target-Date Funds 

Fiduciary Breach Claims: Fiduciary breach claims include excessive fees charged by target-date 

funds (TDFs); new TDFs with no performance history; the service provider “double-charging” fees to 

manage the TDF and the underlying indexes in the fund; managers with little experience; and lower 

returns compared to TDFs with the same target date. 

  

Litigation Trend: Target-date funds are just beginning to show up on plaintiffs’ radar. Courts for the 

most part have rejected claims of imprudence as well as violating the duty of loyalty by financial 

firms using proprietary funds in their own 401(k) plans. Part of the courts rationale for dismissing 

claims include Congress specifically allowing the use of TDFs as a qualified deferred investment 
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alternative (QDIA) in a plan; that the reason for underperformance of one target-date series to 

another had to do with a more conservative bond allocation in defendant’s proprietary TDF; and 

finally, that plaintiffs’ claims did not offer other reliable comparators such as services or size.[4] 

  

Best Practices Tip: Even though courts have been largely deferential to ERISA plan fiduciaries in 

selecting TDFs for a plan, the courts also are comparing specific holdings with other available same-

series TDFs. Likewise, advisors should look under the proverbial hood to see what is in the engine 

of the TDF in their clients’ portfolios as along with the projected glide path to and after retirement, 

exposure to sequence of risk prior to retirement, expense ratios, manager tenure, and performance 

history. Lessons can be drawn from the 2008 market correction, when the 2010 TDF series of many 

fund complexes suffered significant losses, prompting congressional hearings and subsequent 

efforts by the SEC and DOL promote greater disclosure of glide path holdings and identifying other 

risk factors. 

  

Passive versus Active Strategies 

Fiduciary Breach Claims: Plaintiffs argue that with proper analysis, actively managed funds would 

not outperform similar, passively managed funds and that active funds tend to have higher fees than 

passive funds. In one lawsuit, participants alleged that too many actively managed funds with the 

same investment style amounted to having an index fund return while paying much higher fees for 

active management. 

  

Litigation Trend: Courts have resoundingly rejected fiduciary breach claim for the most part. They 

note that ERISA does not require plan fiduciaries to offer index funds and agree with plaintiff 

arguments that defendants’ investment menus often include a mix of active and passive funds, 

thereby allowing participants plenty of options.[5] Courts also will point to a broad range of fees in a 

plan (for example one plan menu had a range of options with expense ratios of 4 to 158 basis 

points); that actively managed funds had a greater ability to manage risk and lessen the effect of 

market downturns; and that “simply having an actively managed fund instead of a passive fund is not 

imprudent.”[6] However, even when claims have been dismissed, plan sponsors have added index 

funds to their lineup. In one settlement, defendants agreed to offer five new investment options with 

investment management fees below 15 basis points.[7] That said, one ERISA attorney argues that 

the absence of actively managed funds in a plan might pose a fiduciary breach, in which participants 

could assert plan fiduciaries breached their duty of prudence “by precluding plan participants from 

realizing higher returns …”[8] 

  

Other Policy Responses: Outside of the courts, the debate over active versus passive investing 

has endured for many years within the industry, although Congress and regulators for the most part 

have been reluctant to pass judgment on this question. However, an occasional policy proposal 

emerges favoring the passive strategy. The DOL, at one point during the debate over its fiduciary 
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rule, proposed a streamlined prohibited transaction exemption for commission-based advice 

recommending “high-quality, low-cost” investments that critics equated with encouraging the use of 

index funds and passive investments in a plan menu. The Department later withdrew this proposed 

exemption from the final rule. In addition, on occasion legislation is introduced in Congress that 

would tax securities transactions, which of course would have a greater cost impact on active than 

passive investments. 

  

Best Practices Tip: Notwithstanding the stalemate in the courts, among regulators, and in 

Congress, fiduciaries always should make an effort to minimize costs, but it doesn’t have to be at 

any cost. Quite a few of the courts reviewing the current wave of excessive fee cases cite Hecker v. 

Deere in which the court explained that "The fact that it is possible that some other funds might have 

had even lower ratios is beside the point; nothing in ERISA requires every fiduciary to scour the 

market to find and offer the cheapest possible fund (which might, of course, be plagued by other 

problems)."[9] As a starting point, prospective clients should be provided with a clear understanding 

of the firm’s investment philosophy in Part 2 of Form ADV as well as in client meetings to ensure 

they understand the differences—and equally as important—how the firm blends the two 

approaches. 

  

Conclusion 

The fiduciary standard offers no bright-line compliance solutions to the broad mandate under 

common law and federal state statues requiring fiduciaries to act in the best interest of the client. As 

numerous fiduciary experts have noted, it’s about the process, and more specifically, procedural 

prudence. The motivation to do more than just satisfy compliance requirements or mitigate liability is 

to reach for excellence. As another Investments & Wealth Monitor columnist pointed out, “[w]hile 

litigation may be top of mind, it has no place in fiduciary decision-making. Instead, a well-rounded 

assessment of investment strategies and options that focuses on participant outcomes and plan 

objectives should supersede all other factors.”[10] The same holds true for retail clients as well. 

  

 

About Legislative Intelligence Update 

The purpose of this update, prepared by Potomac Strategies for Investments & Wealth Institute, is to 

give members legislative, regulatory and other public policy intelligence and analysis. It is strictly 

informational and should not be relied upon as legal, investment, or compliance advice. Investments 

& Wealth Institute, as an education and credentialing organization, does not lobby Congress and 

generally does not advocate for any particular legislative or regulatory position either on its own or 

through its relationship with Potomac Strategies.  

  



Investments & Wealth Institute 
February 2019—Legislative Intelligence Update | How ERISA Class-Actions Can Help a Retail Practice 
 

6 
 

If you have questions after reading this update, please contact the Institute by replying to this email. 

We will either respond personally to your inquiry or include a response in an upcoming issue. 

  

 

Endnotes 

  

[1] Only a handful of so-called “small” or modest-sized plans have been sued for excessive fees 

during this time period, ranging in size from an auto-body repair chain ($9 million plan) to a 

technology firm ($157 million plan). See, Damberg v. LeMettry’s Collision (D. Minn., complaint filed 

May 18, 2016) and Sandoval v. Novitex, D. of Conn., complaint filed Sept. 17, 2017). 

[2] 1975 Fiduciary Definition: 5-part test narrowed the statutory definition -An ERISA fiduciary is a 

person who, for compensation: (1) renders investments advice; (2) pursuant to a mutual agreement; 

(3) the advice is individualized; (4) the advice is provided  a regular basis; and (5) serves as the 

primary basis for the decision. 

[3] Tibble v. Edison Int’l., (C.D. Cal., August 16, 2017). 

[4] Meiners v. Wells Fargo (D. Minn., dismissed May 26, 2017). 

[5] See, e.g., court ruling in favor of Exelon defendants, noting plan offered 32 options on its menu, 

with a wide range of active and passive funds, Loomis v. Exelon, (7th Cir. 2011). 

[6] Sacerdote v. New York University (S.D. of N.Y., dismissed July 31, 2018). 

[7] Richards-Donald v. Teaches Insurance and Annuity Association of America, motion for final 

approval of settlement (S.D. of New York, October 6, 2017). 

[8] Stephen M. Saxon and Jason H. Lee, “Actively Managed Funds Remain Appropriate Investment 

Options for 401(k) Plans,” Investments & Wealth Monitor, January/February 2018, at 24. 

[9] Hecker v. Deere & Co., 556 F.3d 575 (7th Cir. 2009). 
[10] Alison V. Douglass, “The Misperception of Fiduciary Risk and Active Management in Defined 
Contribution Plans,” Investments & Wealth Monitor, January/February 2018, at 19. 


