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Dlrected trustee klrablllty

~a case. study
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A the statutory requirements of administering a qual-
ified pension or profit-sharing plan become more com-
 plex, plan sponsors have delegated a variety of duties

to other professionals. In increasing numbers, employ-

~ers are electing to not self-trustee their plans. Many

_sponsors have selected a trust company to act as a
or the management of the
porate trustee role to that of
_under the direction of the
duciary. When more

trustee with full disci
~ plan. Others limit the
a drrected trustee a

‘nse to the Ievel of a frducnary functron, rather thef ‘
statute looks to the discretion used by the party
_performing the function. Basically a party quah— -

_fies as a functional fiduciary when that person
 exercises discretionary authority or meaningful

control over the plan, its administration, orits

 assets. For example, a firm or individual render- -

_ing investment advice satisfies this criteria. The

~ appeals court in James |. Beddall et al. v. State

Street Bank and Trust Company stated it perfectly: k -

~ We make two points that inform the apphcatlon

of this rule. First, the mere exercise of physrcal -

_control or the performance of mechanical
4 mi istrative tasks generally is msufﬂcrent to
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. and also the type of
o ac y individuals that -
_ constitute a breach of their fiduciary duty. Specif-

ically, this federal law imposes a fiduciary duty
~on a plan’s “named fiduciaries.” This term is

~ defined to be (1)
fiduciaries in the
als who are oth

viduals who are listed as
‘documents or (2) individu-
identified as fiduciaries

pursuant to a plan-specified procedure (e.g., an

~_investment manager

hired by a plan). These indi-

~ viduals who become fiduciaries are personally
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liable for their actions that violate ERISA. The fed-
~ eral statutes also extend this concept of fiduciary
responsibility to individuals who become “func-
tional fiduciaries.” The latter group includes indi-
_ viduals who, whlle not being named as a ‘
fiduciary, act as in the capacity of a fiduciary.
Basically, any individual who performs at least
one of several functions typically provided by a
plan fiduciary can become a functlonal fiduciary.

What are the key factors that cause an indi-

_ vidual to become a functional fiduciary?

There’s no all- mclusuve llstlng of activities that
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Ianguage indicates that a person is a plan ﬁdu-‘

~ ciary only to the extent that he possesses or

~ exercises the requisite discretion and control. “

That court went on to say that an individual’s

| fiduciary responsibility under ERISA is dlrectly

and solely attributable to his or her possession or
exercise of discretionary authority. This fiduciary

liability arises in specific increments correlated to

the vesting or performance of a particular fidu-
ciary function relating to the management of the‘
plan, not in broad, general terms t ‘
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_and Trust Compat

\ “Bneﬂy, a group of pilots partlapatrng in the

Eastern Airlines defined contribution plan

. brought a breach of fiduciary duty claim when =

this plan became depleted because of faulty val-

uations provided to the directed trustee. Partici-

pants had been paid based on over-valuations
~ of the plan’s real estate investments. In this

decision the appeals court stated that the pilots
had failed to state a cause of action against the
plan trustee. Under the terms of the trust agree-
ment, drscretronary mvestment authority was
given to an appomted investment manager and
not the trustee. The decision in this case

~ demonstrates that use of a directed trustee

doesn’t provide the protection many plan spon-‘ .

sors believe they are buying. A key element in

this case was whether the trustee had a fidu-
ciary duty to independently evaluate the real

estate values provrded by the investment man- .

~ager and appraiser. The appeals court found

that the trustee didn’t until it became obvious

_ that the valuations were too high.
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~ The district

~‘ if‘that deusron earlier this year ‘
i“‘How was the trustee’s role defmed m -

- that case?

 The court looked to the wrltten agreement

i between the plan and the trustee. The plan’s

_ administrative committee retained State Street
- Bank and Trust Company to hold the plan’s
assets in trust, manage them as directed, and

o penodrcally report their value (so that the com- .
~ mittee could pay benefits). The bank's specrflc -
~ duties and obligations were spelled out in the

_ trust agreement. Essentially, the bank was

retained to pay claims and report the value of
the investments as provlded to them by the

~ investment advisor. .
- Durmg the time State Street acted asa dlrected -

_ trustee, the plan invested heavily in real estate

 The bank reported the value of these invest-

~_ments based on information obtained from
- Hawthorne Associates, Inc., the plan'’s pnncrpal
~_investment manager. These values were devel-
- oped under periodic appraisals prepared by

_ Blake, a consultant engaged by Hawthorne.
_‘Desplte a decline in the real estate market, Blake

- assigned consistently high valuations to the

_ plan’s propertres and the bank used those valua- .

tions in its reports.

igures supplled by Hawthorne. Eventually, the
~ bank hired an independent appraisal firm, to
~review Blake’s work. This firm issued a report
~ that criticized Blake’s valuations and recom- -

mended that new appraisals be secured from a

~different appraiser. The bank then stated that it

~ was not willing to continue to carry these valua-

tions on its books without some type of qualifi-

cation. Within a- matter of weeks, Hawthorne

~ informed the bank that it had lowered the
~ appraised values of certain properties. The bank

accepted the new ﬁgures without further mvestl-

: fgatlon

The net eftect of the mflated apprarsal fxgures |
was to pay retiring pilots who opted for lump-

. _sum retirement benefits durlng that period a
~ windfall, leaving the remaining plan participants

k wrth devalued account balances.
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urt dismissed the suit after review-
~ing the trust agreement and concluding that the»
 trustee was not subject to ERISA liability asa
_fiduciary or co-fiduciary in respect to the alleged
~ losses. The First Circuit Court of Appeals afﬁrmed‘ .

~ The pilots were not a

n 1991 the bank expressed concern about the “

Q Why wasn t the bank lmble as a co- fuluciary7 '
A The bank’s obligation with respect to the man-
- agement of the plan was limited to those duties
specified in the trustee document. It was to act

he investment manager

s o establish a violation

~ of ERISA's co-fiduciary provisions. ERISA renders a

_ fiduciary vulnerable to I|abrl|ty for breaches com-

. mrtted by other flduuarles in only three srtua— ;
tions: -

1. The co-flducrary partrcrpates knowmgly in, or

‘knowmgly undertakes to conceal an act or omis-
~sion of such other frducrary, knowmg such act or‘ ~
_omission is a breach; ‘

2. The flducrary fails to comply wrth h|s specn‘lc .
' respon5|b|l|tres whrch give rise to his status as a -
~ fiduciary, and as a result has enabled such other :
~ fiduciary to commit a breach; or . .
. 3. 1he co-flducrary ha knowledge ofa breach
by such other fiducia 'y and fails to make reason-
~ able efforts under ‘
; ithe breach. : L
- decause the trust agreement along wrth the -
- appointment of the iny

rcumstances‘to remedy

ment advisor, estab-
lishes that the bank retained no dlscretlonary

L authonty over the plan’s real estate. mvestments, -

~the court stated that the pilots failed to statean
- actionable claim against the bank for the over-

;valuatlon of those assets. ‘ .

- What are the lessons that can be drawn from -
this decision regarding a directed trustee? k
Plan sponsors should recognize that specrﬁc -
agreements between the plan ; and plan profes-
sional (e.g., investment manager, trustee thlrd- -

party administrator) determine who is

~ responsible (and to what extent) for various
- functions of plan management Form contracts
~ prepared by a fiduciary and given to the sponsor
- may not fully reflect the intentions of the plan
- sponsor. To limit the plan sponsor liability these
~ documents ought to be drafted by ERISA specral-f
~sts hired by the sponsor. -

~ | have seen an increasing number of prototype

documents offered under the bundled 401(k)

_investment administration packages that contam: ,
“hold harmless” and indemnification provrsrons
- These can obllgate the sponsor to reimburse a
: flducrary s cost to defend a partncrpant lawsurt
‘ anslng from that partys negllgence
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