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PRUDENT INVESTMENT PRACTICES

Practice No. 1.1

I nvestments are managed in accordance with applicable laws, trust documents, and written
investment policy statements

ERI SA Requirements

The Employee Retirement Income Security Act of 1974 (ERISA) requires that fiduciaries must
follow its provisons, the provisons of the plan document, and the other documents and
ingruments governing the plan.

ERISA 8402(a)(1) requiresthat plans be written.

Every employee benefit plan shall be established and maintained pursuant to a written
Instrument.

In addition to a written plan, ERISA requires that plan assets be held in a trust. [ERISA 8403(a)]
Furthermore, courts have held that the trust documents are part of the documents governing-the
plan. For example, in Morse v. New York State Teamsters Conference Pension and t
Fund, 580 F. Supp. 180, 1983 U.S. Dist. LEXIS 11852 (W.D.N.Y. 1983), aff’'dna7

(2d Cir. 1985), the court stated:

) e with the
4(a)(1IXD), the Trust
ment¢ with which the

such documents and instruments are consistent with the provisions of thistitle and title
V.
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Practice No. 1.1 (continued)

The question of whether retirement plan invesments must be managed in accordance with an
investment policy datement (IPS) is more complicated. [Note: We use “investment policy
datement” or “IPS’ to mean a written document containing a plan’'s “investment policy” (or
“IP")]. Thefirst step isto determine if ERISA requires awritten investment policy statement.

ERISA does not have a specific requirement that plan fiduciaries establish investment policy
statements. However, DOL Reg. §2509.94-2(2) states that

[ t] he maintenance by an employee benefit plan of a statement of investment policy designed
to further the purposes of the plan and its funding policy is consistent with the fiduciary
obligations set forth in ERISA 8404(a)(1)(A) and (B).

The referenced sections describe ERISA’s generd  fiduciary requirements of loydty and
prudence.

While there is no explicit requirement that plan fiduciaries develop an investment policy
datement, the generd fiduciary responghility rules require tha the fiduciaries engage in a
prudent process for the sdection and monitoring of the investment dternatives and may, in
certain cases, require that those procedures be reduced to writing. For example, in Interpretive
Bulletin 94-2, the DOL dated that investment policy statements

serve a legitimate purpose in many plans by helping to ensure that invest
a rational manner and are designed to further the purposes of the pla

policy.

2. The requirement O
duties “in accr \X;Pt the\dgeum

euments needed to operate the plan must be reduced to writing.

ed by the DOL’s explanation in Interpretive Bulletin 94-2 that

\ ts ofnvestment policy ... would be part of the ‘documents and instruments
ingthe plan’ within the meaning of ERISA 8404(a)(1)(D).” [29 CFR §2509.94-2]

[\
O
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Practice No. 1.1 (continued)

3. The requirement of ERISA 8104(b)(4) that, upon request by the participants, plan
adminigrators “ furnish a copy of the latest updated summary plan description, [various
other enumerated documents] and other instruments under which the plan is established
or operated.” [Emphasis added] In order to furnish a copy of a document, it must be
reduced to writing. One reading of this section is that the plan adminidrator is only
required to furnish a document where it actudly exists, but does not require that the plan
creste documents for purposes of operating a plan.  Conversdy, another plausible
interpretation of this section, when coupled with the other sections noted above, is tha
sgnificant plan policies and procedures must be written so that the participants have an
opportunity to review those policies in order to understand the operation of the plan and
determine if the fiduciaries are complying with the policies tha can sgnificantly impact the
plan.  (This reading is supported by Interpretive Bulletin 75-5 deding with fidudary
reponghilities.  In that Bulletin, the DOL dates that “the purpose of the funding policy
requirement set forth in section 402(b)(1) is to enable plan participants and beneficiaries
to ascertain that the plan has a funding policy that meets the requirements of [ ERISA].”
[29 CFR §2509.75-5 FR-4])

4. The requirements, discussed in the Legd Memorandum for Practice 3.2, that the
dlocation of responshbiliies among fiduciaries be in the plan document and that the
acknowledgment of fiducary daus by an investment manager be in writing. [ERISA
§8402(b)(2) and 3(38)(C)]

The preamble to the DOL’s 404(c) regulatiions, which dates the affirmative
ERISA tha fiduciaries prudently sdlect and monitor investments c 0::*‘&
plans, implies the requirement for an invesment policy. It see jcult,” i

monitor investments without the use of sdected Standards :
expenses of the investment options. This is confirmed
DOL dated:

Qjﬁ% k | | . .
It is the view of the Departmy : , cewith the duty to monitor necessitates

Findly, in Interprefive gtin 9 2_PDOL explaned the purpose of an investment policy
Satement: %‘

in this\interpretive bulletin, a statement of investment policy provides general
s or guidelines to be applied in all applicable situations, such as identification of

positions in proxy contests ... rather than specific instructions as to the purchase or sale of
a specific investment at a specific time or specific instructions to vote specific plan proxies
a certain way. [29 CFR 82509.94-2, Interpretive Bulletin 94-2 — Written Statements of
invesment policy, including proxy voting policy or guidelines (July 29, 1994)]
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Practice No. 1.1 (continued)

The duty to monitor is a part of the invesment policy of a plan. Further, the monitoring process
to be used, the criteria for monitoring, and the actions to be taken as a result of the nonitoring
are pat of the investment policy. Thus, it is dear that plan fiduciaries must develop a least the
key dements of an invetment policy. However, it is not clear that ERISA requires that the
policy dways must be reduced to writing.

In some cases, though, ERISA’s generd fiduciary provisons require that the policy be reduced
to writing. Liss v. Smith, 991 F. Supp. 278, 1998 U.S. Digt. LEXIS 238 (S.D.N.Y. 1998) held
that

ERISA does not have a specific requirement that a written investment policy be maintained
by the trustee. | find, at least in this instance, that such a policy is necessary to ensure that
the plan investments are performing adequately and meeting the ... needs of the Funds.

In referring to DOL Interpretive Bulletin 94-2, the court held:
While this regulation states only that a written investment plan is “consistent” with

ERISA's fiduciary duty requirements, in the circumstances here, absence of any plan
constitutes a breach of fiduciary duty. [Liss at 296]

of“the agreement. In its earlier opinion, the digtrict court in Dardaganis held,
irmed by the gppellate court, that

.. by agreeing to become the Fund’'s investment manager, Grace Capital assumed the
obligation to manage the assets prudently and solely in the interest of plan participants. It
also assumed the statutory obligation to manage the assets “in accordance with the
documents and instruments governing the plan.” 29 U.S.C. §1104(a)(1)(D)[ Dardaganisv.
Grace Capital, Inc., 664 F. Supp. 105, 108 (SD.N.Y. 1987)]
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Practice No. 1.1 (continued)

Citing fromthe district court’s opinion, the appellate court stated that “ any violation of the
terms of [the] Agreement constitutes a breach of Grace Capital’s fiduciary duty under
§1104(a)(1)(D) and creates liability to the fund.” [Dardaganis v. Grace Capital, Inc., 889
F.2d 1237 at 1239]

Thus, case law has concluded that the phrase “documents and instruments governing the plan” of
ERISA 8404(a)(1)(D) includes investment management policies and agreements.

UPI A Requirements

The Uniform Prudent Investor Act [UPIA] requires that the assets of a trust be managed in
accordance with statutory and trust provisons.

The UPIA explicitly requires the fiduciary to manage the assets in conformance with the terms of
the trust and the provisions of the UPIA in 84, “Duties at Inception of Trusteeship.” This section
dates:

[w]ithin a reasonable time after accepting a trusteeship or receiving trust assets, a trustee
shall review the trust assets and make and implement decisions concerning the retention
and disposition of assets, in order to bring the trust portfolio into compliance with the

estandard of prudence is applied to any investment as part of the total portfolio, rather
than to individual investments.
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Practice No. 1.1 (continued)
Specifically, 82(b) provides:

A trustee's investment and management decisions respecting individual assets must be
evaluated not in isolation but in the context of the trust portfolio as a whole and as a part
of an overall investment strategy having risk and return objectives reasonably suited to the
trust.

While the UPIA does not have a specific requirement for an IPS, its provisons contemplate that
a fiduciary will engage in a prudent process in managing a trus’s assats. An investment policy is
a pat of that prudent process, since it covers issues such as the sdection and review of
investments, the use of advisors, and so on. [IBP] While there is not any additiond guidance on
whether the policy must be reduced to writing, we believe that, in a given case, a court may find
that a fiduciary breached its duties by not documenting an invesment policy - much as the Liss
court did under ERISA.

MPERS Requirements

The gened fiducdary duties ae contaned in 87 of the Uniform Management of Public
Employee Retirement Systems Act [MPERS)]. Subsection 7(6) requires that

[a]trustee or other fiduciary shall discharge duties with respect to a retirement \n
accordance with a good-faith interpretation of the law governing the retir
and system.

Section 4(a) of MPERS states the basic principle: @( f 5 t

ons of the principle.  Inherent
at its terms be followed. The law

rall, the desired rates of return and acceptable levels of risk for each asset class, asset-
allocation goals, guidelines for the delegation of authority, and information on the types of
reports to be used to evaluate investment performance. At least annually, the trustee shall
review the statement and change or reaffirmit. [MPERS 88(b)]
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PRUDENT INVESTMENT PRACTICES

Practice No. 1.2

Fiduciaries are aware of their duties and responsibilities

ERI SA Requirements

A fiduciary must act

with the care, skill, prudence, and diligence under the circumstances then prevailing that a
prudent man acting in alike capacity and familiar with such matters would use in the
conduct of an enterprise of a like character and with like aims. [ERISA 8404(a)(1)(B)]

The prudence stlandard is that of a hypothetica person who is “ familiar with such matters.” Asa
result, the standard requires that a fiduciary for a retirement plan be familiar with the issues and

repongbilities of the management of an enterprise tha is worth investing for retirement
benfits.

A fiduciary's conduct isto be judged againgt a presumption of a high degree of knowledge.

measures the decisions of plan fiduciaries against the decisions that
experienced investment advisers. [Joint Committee on Taxat'

Enforcement and Administration of the Employee Retiremen
at 12 (JCX-16-90, June 6, 1990)]
C

Ignorance of the dutles |mposed on aflduaary |s No-exa

N A

%J ho Is not aware that he
lation. The ERISA sandard of

LS )
for breach of fiduciay duty due to ther falure to seek outdde assstance to help
. [Katsaros at 279]
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Practice No. 1.2 (continued)

Especidly with regard to invesing plan assats, a fiducdary mugst act as a prudent and
knowledgesble person would under gmilar circumdances, teking into account dl relevant
factors as they gppeared a the time of the investment decison, not in hindsght. This is generdly
referred to as the "prudent expert rule.” Sad the court in Marshall v. Shyder, 1 E.B.C. 1878
(E.D.N.Y. 1979):

... the framers of 8404(a)(1)(B) established a standard of conduct based on a measure of
how a prudent man in a like capacity (administration of employee benefit plans) and
familiar with such matters would act. Thus, ERISA’s prudence test is not that of a prudent
lay person but rather that of a prudent fiduciary with experience dealing with a similar
enterprise. [ Marshall at 1886]

Under ERISA, the fiduciary is held to the so-cdled prudent expert rule even if he lacks the
capabilities required to cary out his fiduciay responshilities. Under these circumgtances, he
must engage experts who have the requisite skill, knowledge, and experience needed by the plan.
[Donovan v. Mazzola, 716 F.2d 1226, 4 E.B.C. 1865 (9th Cir. 1983)] However, the fiduciary
retains the ultimate respongibility for the decison.

A fiduciary’s independent investigation of the merits of a particular investment is at the
heart of the prudent person standard. [Fink v. National Savings and Trust Company, 772
F.2d 951, 957, 6 E.B.C. 2269 (DC Cir. 1985)]

So by faling to meke any independent invedigetion and evaduation of
XQ

invesment, the fiduciary in Fink was held liable for breach of fiduciary obligatio D®
g the

Hduciary decisons will be scrutinized based on the care the fiduci i
facts beforehand. In Donovan, the court stated that the test for g

The duty to invedtigate i I
falureto be aware of.\0 3

URI u en
ionl, the Prudent Investor Rule, imposes the obligation of prudence on the trustee.

-, [A] trustee who invests and manages trust assets owes a duty to the beneficiaries of the
trust to comply with the prudent investor rule set forth in this[ Act]. [UPIA §1(3)].
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Practice No. 1.2 (continued)

The standard of care under the UPIA is smilar to that required by ERISA: to act as a prudent
person would. As described in 82, the standard is that of a prudent investor Smilarly Stuated:

[a]trustee shall invest and manage trust assets as a prudent investor would, by considering
the purposes, terms, distribution requirements, and other circumstances of the trust. In
satisfying this standard, the trustee shall exercise reasonable care, skill and caution.

[UPIA 82(a)]
The trustee has a duty to monitor and investigate. As stated in UPIA 82(d):

A trustee shall make a reasonable effort to verify facts relevant to the investment and
management of trust assets.

The Comments to the Act note that “managing” includes monitoring, or the trustee€'s continuing
responghbility to oversee the suitability of invetments dready made as wel as those that are
new. Subsection (d) aso describes the traditional fiduciary responghility to examine information
likely to have importance regarding the vaue or security of an investment.

MPERS Requirements

MPERS requires the fiduciary (i.e, the trustee) to understand and be aware of its duties
language of MPERS is virtudly identicd to the language of ERISA and the discussco
this memorandum applies here as well.

Generd fiduciary duties under MPERS are enumerated in 87 and mi
ERISA, sounding the well-recognized trust duties of loyaty and prudexce:

(2) For the exclusive p
..., and
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Practice No. 1.2 (continued)

What sets MPERS apat from ERISA is that these duties apply in the public retirement system
setting. The Comments to 87 note that, in the public retirement system setting, the duty of loyalty
includes the obligation to set asde the interests of the party that appoints a trustee or fiduciary.

The trusee must act soldy in the interests of participants and beneficiaries, and not in the
interests of the union or employer responsible for the trustee's gppointment. See National Labor
Relations Board v. Amax Coal Co., 453 U.S. 322, 101 S. Ct. 2789, 69 L.Ed. 2d 672 (1981),
where the Supreme Court looked to the language and legidative history of 8302(c)(5) of the
Labor Management Relations Act, 29 U.SC.S. 8141 et seq. (as well as ERISA) and reasoned
that:

[they] therefore demonstrate that an employee benefit fund trustee is a fiduciary whose
duty to the trust beneficiaries must overcome any loyalty to the interest of the party that
appointed him. [NLRB at 2796]

Copyright Notice: L egal M emorandums, Copyright © 2002. Reish Luftman McDaniel & Reicher.
This document may not be copied or redistributed without the written permission of:
Reish Luftman McDaniel & Reicher (310) 478-5656 or the Foundation for Fiduciary Studies (412) 390-5077.
Page 13



PRUDENT INVESTMENT PRACTICES
Practice No. 1.3

Fiduciaries and partiesin interest are not involved in self-dealing

ERI SA Requirements

Title 1 of the Employee Retirement Income Security Act of 1974 (ERISA) prohibits certan
specified transactions between a plan and parties in interest. [ERISA 8406(a)] A party in interest
is a person or entity who is closdly related to the plan as defined in ERISA 83(14) and includes,
among others.

(A) any fiduciary (including but not limited to, any administrator, officer,
trustee, or custodian), counsel, or employee of such employee benefit plan;
(B) a person providing services to such plan .... [ERISA 83(14)(A) and (B)]

Note The ERISA Title | definition of a paty in interes is Smilar to the Internd Revenue
Code definition of “disqudified person” under IRC 84975. In addition to the remedies
under ERISA, a disquaified person is subject to a tax on each prohibited transaction under
IRC 84975.

paties in interet are found in ERISA 8406 and, in gened,
transactions: engaging in sales, exchanges, or leases of property wi

[ERISA § 406(a)]

In addition, ERISA 8406(b) prohibits fi

ving the plan on behalf of a part (or represent a party) whose
Interests are adverse to the interests of the plan or the interests of its
participants or beneficiaries, or

(3) Receive any consideration for his own personal account from any
party dealing with such plan in connection with a transaction
involving the assets of the plan. [ERISA 8406(b)]
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Practice No. 1.3 (continued)

In one case, a court explained the rationale for these prohibited transaction rules.
In addition to the general fiduciary duties of loyalty and prudence, ERISA also regards
specific types of transactions between a plan and related persons, known as “ parties in
interest,” as inherently susceptible to abuse. [Whitfield v. Tomasso, 682 F. Supp. 1287, 9
E.B.C. 2438 (E.D.N.Y. 1988)]

Furthermore, the court said:
In addition to the prohibitions of section 406(a), section 406(b), 29 U.SC. 81106(b),
prohibits plan fiduciaries from placing themselves in a conflict of interest situation where
their loyalty to the plan may be divided. [Whitfield at 1301]

Some exemptions from the prohibitions of 8406 are dlowed, and exemptions come in severd

forms. satutory, regulatory, class, and private exemptions.

UPI A Requirements

Unlike ERISA, UPIA does not have a provison explicitly prohibiting self-deding. However, the

Comments to severd sections of the UPIA make it clear that the generd fiduciary provisons
prohibit self-dedling. Under the UPIA, asin ERISA 8404(a)(1)(A), the trustee must @

%

n-the Comments to 8§82, which
One of the modern investment

invest and manage the trust assets solely in the interest of beneficiari

Were the trustee to invest in a second mortgage on a piece of real property owned by the
trustee, the investment would be wrongful on account of the trustee’s breach of the duty to
abstain from self-dealing .... [UPIA 82, Comments]
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Practice No. 1.3 (continued)

Thus, the requirements of UPIA 882 and 5 require the loydty of the fiduciaries to the
beneficiaries and prohibit self-dedling on the part of the trustee.

MPERS Requirements

MPERS requires trustees to act exclusvely for the participants and beneficiaries, as opposed to
acting for thefiduciaries own interests or those of third parties.

A trustee or other fiduciary shall discharge duties with respect to a
retirement system:

(1) Solely in the interest of the participants and beneficiaries; and

(2) For the exclusive purpose of providing benefits to participants and
beneficiaries.... [MPERS §7(1) and (2)]

This generd requirement that fiduciaries place the interests of the participants and beneficiaries
above ther own effectivdy places any sdf-deding under great scruting and may, in effect,
prohibit sdif-dedling. That is it is difficult to imagine a Stuation in which a fidudary engages in
a transaction with a retirement system without placing its own interests equd to or ahead of the
interests of the participants and beneficiaries. To avoid violaions of the genera fiduci

fiduwciaries should either avoid sdf-dedling or have an independent fiduciary negotiate On

of the retirement system. @

MPERS does not contain a set of negative duties or prahibited l:i. .-. oes ERISA
a\ reasons\for this.o

semisson: ERISA’s
datutory exemptions and
meive duties of MPERS, the
ERS’ requires disclosure of transactions
87, Comments|

This last reason hap! e _Mmos “-important judtification for the specific prohibition againgt
sdf-dedliny i S 81Y(€)(12) and (13) the plan must include, in its annud disclosure of

A description of any material interest, other than the interest in the
tirement program itself, held by any public employer participating in the
system or any employee organization representing employees covered by the
system in any material transaction with the system within the last three
years or proposed to be effected;
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Practice No. 1.3 (continued)

(13) A description of any material interest held by any trustee,
administrator, or employee who is a fiduciary with respect to the investment
and management of assets in the system, and, if the fiduciary is an
individual, by a related person of the beneficiary, in any material
transaction with three system within the last three years or proposed to be
effected. [MPERS 817(c)(12) and (13)]

The requirement of the disclosure of information about self-dedling and conflicts reinforces the
limitations on sdf-deding between aretirement sysem and afiduciary.
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PRUDENT INVESTMENT PRACTICES

Practice No. 1.4

Service agreements and contracts are in writing, and do not contain provisions that conflict
with fiduciary standards of care

ERI SA Requirements

ERISA recognizes that a fiduciary, in discharging his duties, may need to seek assgtance from
other persons, such as invetment advisors and managers, and may delegate certain
responshilities to them.

A fiduciary ... may employ one or more persons to render advice with regard to any
responsibility such fiduciary has under the plan. [ERISA 8402(c)(2)]

However, when hiring advisors or purchasng goods or services, ERISA’s generd fiduciary rules
would require that the fiduciaries take reasonable steps to protect the plan from losses and
misundergandings.  Thus, fiduciaries should reduce any agreement of subgtance to writing in
order to define the scope of the parties duties and respongbilities, to ensure that the plan is
managed in accordance with the written documents that govern the plan, and to confirn

parties have clear, mutua understandings of their roles in conducting plan business.

fiduciary with respect to a plan. [ERISA 83(38)(C)] Except for n e
there is nothing explicit in ERISA requiring a written seniice. agree
fiduciary standards of ERISA imply that service

thé cods for these services, and could
provider is a “party in interest” under

The fiduciary must discern if the fees paid for services are reasonable, and this would be difficult
if not impossible without a written service agreement to review.
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Practice No. 1.4 (continued)

A written agreement dso furnishes the plan fidudary with a document for measuring and
monitoring the service provider's activities A falure to monitor can lead to breach of fiduciary
duty under the generd duties of ERISA 8404(a)(1). In Interpretive Bulletin 94-2, the DOL
expressed itsview that:

... compliance with the duty to monitor necessitates proper documentation of the activities
that are subject to monitoring. [DOL Reg. 82509.94-2, Interpretive Bulletin 94.2 — Written
statements of investment policy (July 29, 1994)]

In at least one court case the court explained that:

... at the very leadt, trustees have an obligation to (i) determine the needs of a fund’s
participants, (ii) review the services provided and the fees charged by a number of different
providers, and (iii) select the provider whose service level, quality and fees best match the
fund’s needs and financial situation. [In addition,] [t]rustees also have an ongoing
obligation to monitor the fees charged and services provided by service providers with
whom a fund has an agreement, to ensure that renewal of such agreements is in the best
interest of the fund. [Liss v. Smith, 991 F. Supp. 278, 300 (S.D.N.Y. 1998), citing Whitfield
v. Tomasso, 682 F. Supp. 1287, 1304, 9 E.B.C. 2438 (E.D.N.Y. 1988)]

UPI A Requirements
The duties of loyaty and prudence dso are fiduciary requirements under the UPI x
A trustee shall invest and manage the trust assets solely in %@g sficiaries.
[UPIA §5]
(S A entiny

r would, by considering
eitcumstances of the trust. In

Stee may delegate investment and management functions that a prudent trustee of
comparable skills could properly delegate under the circumstances. The trustee shall
exercise reasonable care, skill, and caution in ... establishing the scope and terms of the
delegation, consistent with the purposes and terms of the trust .... [UPIA 89(a)(2), smilar
to the delegation rule under ERISA 8403(a)(2)].
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Practice No. 1.4 (continued)

[IBP] Bed practices aso favor reducing the terms of the delegation to a writing since it would
be difficult to establish the scope and terms of the ddegation without a written agreement.  This
adso would ensure that the trustee and the service provider have cler understandings of their
roles and respongibilities.

UPIA 87 requires the trustee to be prudent with beneficiaries money and to minimize costs.

In investing and managing trust assets, a trustee may only incur costs that are appropriate
and reasonable in relation to the assets, the purposes of the trust, and the skills of the
trustee.

A written agreement, therefore, would provide a mechanism for monitoring costs and the scope
of services.

MPERS Requirements

In the powers authorized to the trustee in 85 of MPERS, the trustee has the exclusive authority to

obtain by [employment or] contract the services necessary to exercise the trustee’ s powers
and perform the trustee's duties including actuarial, auditing, custodial, investment, and
legal services.... [MPERS §5(a)(2)]

Thus, a contract supports the best practice of outlining roles and respons
involved in adminigering the trugt.

MPERS dso follows the modern investment trend
trustee’s duties, here in the retirement system i

T the fiduciaries must define the scope and terms of the engagement. And

(% ance, where a misunderstanding or conflict could result in a material loss or

N he/plan, prudence customarily would dictate that the provisons of the engagement be
reduiced to a detailed written agreement between the parties.
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PRUDENT INVESTMENT PRACTICES

Practice No. 1.5

Thereis documentation to show timing and distribution of cash flows, and the payment of
liabilities

ERI SA Requirements
To provide benefits to participants, plan fiduciaries must ensure that sufficient asssts are
avalable to cover payments as they come due. Section 402(b) of ERISA requires every
employee benefit plan to

... provide a procedure for establishing and carrying out a funding policy and method
consistent with the objectives of the plan .... [ERISA 8402(b)(1)]

DOL regulaions under ERISA 8404(a) direct plan fiduciaries, in fulfilling ther invesment
duties, to take into consderation such factors as;

(i) The liquidity and current return of the portfolio relative to the anticipated cash
flow requirements of the plan; and

(iii)The projected return of the portfolio relative to the funding obj
plan. [29 C.F.R. 82550.404a-1(b)(2)]
Aiona @m ent for a funding

erpretive Bulletin 94-2, written gtatements of investment policy (July 29, 1994),
citing from H.R. Report No. 93-1280, 93" Cong. 2d Sess. at 297 (1974)]
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Practice No. 1.5 (continued)

The fiduciaries of the plan should document the funding policy and rdated investment practices
in writing. By reducing the policies to writing, the fiduciaries will have taken gppropriate Steps
to comply with ERISA’s requirements, to prove ther compliance and facilitate the
implementation and adminidration of those policies. As explained by the DOL in an andogous
Stuation (thaet is, the fiduciary responsbility to monitor investment-rel ated decisions):

It is the view of the Department that compliance with the duty to monitor
necessitates proper documentation of the activities that are subject to
monitoring. Thus, the investment manager or other responsible fiduciary
would be required to maintain accurate records as to proxy voting.
Moreover, if the named fiduciary is to be able to carry out its
responsibilities under ERISA 8404(a) in determining whether the investment
manager is fulfilling its fiduciary obligations in investing plan assets in a
manner that justifies the continuation of the management appointment, the
proxy voting records must enable the named fiduciary to review not only the
Investment manager’s voting procedure with respect to plan-owned stock,
but also to review the actions taken in individual proxy voting situations.
[DOL Reg. §2509.94-2, Interpretive Bulletin 94-2]

UPI A Requirements

the’ permanent disposition of their funds,
as the probable safety of the capital to be

with risk/return objectives that reasonably suit the trust. [UPIA
to 82 describe how this section supports the theme of modern investment
] to the risk/return curve, with risk tolerance varying greetly with the purposes

rust and the relevant circumgances of the beneficiaries. In making decisons about
esting and managing trust assats, the trustee must consider such factors as:

(1) General economic conditions;

(2) The possible effect of inflation or deflation;
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Practice No. 1.5 (continued)
(3) The expected tax consequences of investment decisions or strategies,

(4) Therole that each investment or course of action plays within the overall trust
portfolio.... [UPIA 82(c)(1 - 4)]

In addition, the trustee must aso consider the

(7)needs for liquidity, regularity of income, and preservation or appreciation of
capital .... [UPIA 82(c)(7)]

Thus, as with ERISA, the trustee under the UPIA mugt take into account the provisons of the
trus and the needs of the beneficiaries and maich the invesments with those “liadilities’ and
cash flow needs.

Also, by documenting the requirements for cash flow and liquidity, and the investment policies
to satify those needs, the trustee has documented its compliance with the legd requirements and
has taken reasonable steps to implement and administer those decisions.

MPERS Requirements

Although MPERS, unlike ERISA, does not contan a separate requirement for a fundin ,

the plan trustee, as part of its generd fiduciary duties described in MPERS §7, ill
that the plan will be able to pay benefits: «X

3) The possible effect of inflation or deflation;

(C) The role that each investment or course of action plays within the overall
portfolio of the retirement program or appropriate grouping of progras;

(D) The expected total return from income, and preservation and appreciation of
capital; and
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Practice No. 1.5 (continued)

(E) Needs for liquidity, regularity of income, and preservation or appreciation of
capital. [MPERS 88(a)(1)(E)]

The documentation of the decisons necessary to saidfy these requirements facilitates their
implementation and adminigtration, and provides proof that the fiduciaries consdered and
reached conclusions on these requirements.
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PRUDENT INVESTMENT PRACTICES

Practice No. 1.6

Assets are within the jurisdiction of U.S. Courts, and are protected from theft and
embezzl ement

ERI SA Requirements
Under ERISA,

except as authorized by the Secretary [of Labor] by regulation, no fiduciary may maintain
the indicia of ownership of any assets of a plan outside the jurisdiction of the district courts
of the United States. [ERISA 8404(b) and DOL Reg. §2550.404b-1]

The rule requiring that plan assets be subject to federal court jurisdiction is to prevent fiduciaries
from frudrating efforts to supervise ther activities and to effect remedies for breach of trust.
[H.R. Report No. 93-1280 (93rd Cong., 2d Sess., 1974), p. 306]

In addition, plans subject to ERISA aso are required to maintain a fiddity bond, coveri
plan fiduciaries and other persons who handle funds or other property of the plan.

Every fiduciary of an employee benefit plan and every person Wh
property of such a plan ... shall be bonded as provided in this set

The purpose of the bond is to ensure that the assets o
acts of theft or embezzlement by persons having access

Howe et al, 516 U.S. 489, 496, !
duties draw much of their_con
benefit plans before :

purposes
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Practice No. 1.6 (continued)
UPI A Requirements

UPIA does not contain explicit requirements smilar to those for plans subject to ERISA.
However, by implication, to fulfill its fiduciary duty to invest and manage the trust assets for the
excdusve bendfit of the beneficiaries of a trugt, the trustee would need to take prudent steps to
protect the assets from theft and other reasonably foreseesble injury. [UPIA 85] That is, it would
be a breach of fiduciary duty to fal to take ordinary and customary steps (such as bonding) to
protect againgt losses due to theft or embezzlement.

[IBP] Further, the prudence requirement of 82(a) would reasonably require that the assets be
maintained within the jurisdiction of the United States court system so that the appropriate courts
would have jurisdiction to protect the participants and to enforce the UPIA provisons. [UPIA
§2] Consgent with this premise, in UPIA 89, where the trustee is given the ability to delegate

investment and management functions to an agent, the agent submits to the jurisdiction of the
courts of the particular state:

(d) By accepting the delegation of a trust function from the trustee of a trust that is
subject to the law of this State, an agent submits to the jurisdiction of the courts of
this Sate. [UPIA 89(d)]

MPERS Requirements

MPERS provides that the trustee may delegate certain functions so long as &X@@

|Strator, an agent

“State” is defined as one of the States o tetesthe Digtrict of Columbia, Puerto Rico,
the United States Virgin I1dands, it a possesson subject to the jurisdiction
of the United States. [MPERS 82

nent system may (emphasis added) insure itself against liability or losses occurring
a breach of duty under the Act by a trustee or other fiduciary. [MPERS §11(c)]
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Practice No. 1.6 (continued)

The Comments to 8§11 date that the intent of §11(c) is to permit retirement systems to pursue a
wide vaiety of arangements for insuring agang losses resulting from fiduciary violations
induding sdf-insurance, risk-retention groups, and commercid fiduciary liability  insurance.
[MPERS 811, Comments] [IBP] While this provison covers insurance and not fiduciary
bonding, it highlights the dautory intent that fiduciaries take prudent steps to preserve and
protect plan assets from risk.

[IBP] Further, as with the UPIA, the genera prudence requirement of MPERS 87 would require
that the fiduciaries take reasonable steps to protect the plan’s assets, which would ordinarily
include bonding persons who have access to those assets and maintaining the assets in a manner
subject to the jurisdiction of the U.S. courts and the enforcement of MPERS provisions.
[MPERS §7]
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PRUDENT INVESTMENT PRACTICES
Practice No. 2.1

A risk level has been identified

ERI SA Requirements

Higoricdly, fiduciaries were governed by the common law of trusts, which required that the
riskiness of each investment in a portfolio be measured n isolation. [Laborers National Pension
Fund v. Northern Trust Quantitative Advisors, Inc., 173 F.3d, 313, 23 E.B.C. 1001 (5™ Cir)),
cert. denied, 528 U.S. 967, 1999); see adso Chase v. Pevear, 383 Mass. 350, 419, N.E. 2d 1358,
1366 (1981)] But in Labor Reg. §2550.404a-1 (42 FR 54122, 1977), the DOL determined that
ERISA redefined the investment duties of fiduciaries to require thet:

... thefiduciary shall be required to act as a prudent investment manager under the modern
portfolio theory .... [Laborers, 173 F. 3d 313, at 317]

Specificdly, the fiduciary’s investment duties under ERISA 8404(8)(1)(B) are sidfied if the
fidudary:

(i) Has given appropriate consideration to those facts and circumstanc
fiduciary knows or should know are relevant to the particulari
investment course of action involved, including the role™
investment course of action plays in that portion of the S iy
with respect to which the fiduciary has investmen i€ ? ‘R. §2550.404a-

1(b)(1)(A)]

In addition:

urse of action is reasonably designed, as part of the
to further the purposes of the plan, taking into
eration the risk of loss and the opportunity for gain (or other

& return) associated with the investment or the investment course of
action,

(if) Consideration of the following factors as they relate to such
portion of the portfolio:
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Practice No. 2.1 (continued)

(A) The composition of the portfolio with regard to
diversification;

(B) The liquidity and current return of the portfolio relative
to the anticipated cash flow requirements of the plan; and

(C) The projected return of the portfolio relative to the
funding objectives of the plan. [Emphasis added] [29
C.F.R. 82550.404a 1(2)(B)(i-iii)]

The focus of the regulations is on sructuring a portfolio that takes into account the relationship
between risk and return, and on properly baancing that rdationship in light of the objectives of
the trust. That process requires that the levels of risk and reward must be identified and
compared.

UPI A Requirements

Section 2 of the UPIA sas forth the standards a trustee must use in deciding on the trust's

portfolio drategy, and risk and return objectives. It requires that the trustee employ modern
investment practices.

A trustee's investment and management decisions respecting individu
evaluated not in isolation but in the context of the trust portfolio as

of an overall investment strategy having risk and return objecti
the trust. [Emphasis added] [UPIA §2(b)] Q
Act S ki t

main theme of moden

sensiblerelation to other trust assets.... [UPIA 82, Comments]

Copyright Notice: L egal M emorandums, Copyright © 2002. Reish Luftman McDaniel & Reicher.
This document may not be copied or redistributed without the written permission of:
Reish Luftman McDaniel & Reicher (310) 478-5656 or the Foundation for Fiduciary Studies (412) 390-5077.
Page 29



Practice No. 2.1 (continued)

Subsection 2(c) of the Act describes some of the factors the trustee should consider in investing
and managing trust assets. According to the Commentsto 82, these factors

... commonly bear on risk/return preferencesin fiduciary investing. [UPIA 82, Comments]
Thefactorsinclude:

(1) General economic conditions;
(2) The possible effect of inflation or deflation;
(3) The expected tax consequences of investment decisions or strategies,

(4) Therolethat each investment or course of action plays within the overall
trust portfolio ...,

(5) The expected total return fromincome and the appreciation of capital;

(6) Other resources of the beneficiaries; and

(7) The needs for liquidity, regularity of income, and preservation or
appreciation of capital.... [UPIA 82(c)(1-7)] §
As a result, the trustee needs to determine the trust’s purpose and objecti@

investment strategy to achieve the needed returns at an appropriate | '

N

MPERS Requirements

retirement system. MPERS
management authority, identif

, the desired rates of return and acceptable levels of risk for each asset class, asset-
ocation goals, guidelines for the delegation of authority, and information on the types of
reports to be used to evaluate investment performance. [Emphasis added] [MPERS §8(b)]
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Practice No. 2.1 (continued)

In the Comments to 88, the commentators discuss different types of invesment risks and offer
indght into the condderations the trustee should use in evduating those risks. Risk is divided
into the categories of “compensated” and “uncompensated” risk, with “compensated” risk having
a higher expected rate of return in order to induce investors to bear the greater risk associated
with the paticular invesment. Risk can be reduced by configuring the portfolio to include
investments in a variety of industries and categories s0 that the risk in a diverdfied portfolio will
be less than the average risk of the separate holdings. [MPERS 88, Comments]

Under MPERS, then, trustees are required to identify and evduae the different risk levels of
esch investment in the portfolio to create an overal investiment dirategy for the plan.

Copyright Notice: L egal M emorandums, Copyright © 2002. Reish Luftman McDaniel & Reicher.
This document may not be copied or redistributed without the written permission of:
Reish Luftman McDaniel & Reicher (310) 478-5656 or the Foundation for Fiduciary Studies (412) 390-5077.
Page 31



PRUDENT INVESTMENT PRACTICES

Practice No. 2.2

An expected, modeled return to meet investment objectives has been identified

ERI SA Requirements

Section 404(a) of ERISA imposes on fiduciaries an obligation to act prudently. Specificdly, a
fiduciary isrequired to act:

.. with the care, skill, prudence, and diligence under the circumstances then prevailing
that a prudent man acting in a like capacity and familiar with such matters would use in
the conduct of an enterprise of a like character and with like aims [ERISA §404(a)(1)(B)]

Thefidudary will fulfill itsinvesment dutiesif it gives
.. appropriate consideration to those facts and circumstances that ... the fiduciary knows

or should know are relevant to the particular investment or investment course of action
involved .... [29 C.F.R. §2550.404a-1(b)(1)(A)]

For these purposes, “gppropriate consderation” is defined in the DOL regulati
without limitation:

he projected return of the portfolio relative to the funding objectives of the plan. [29
C.F.R. §2550.404a-1(b)(2)]

This last aspect, congdering the projected return of the portfolio relaive to the plan's funding
objectives, can be accomplished by the fiduciary by “modding” the probable return a given
investment strategy should produce.

Copyright Notice: L egal M emorandums, Copyright © 2002. Reish Luftman McDaniel & Reicher.
This document may not be copied or redistributed without the written permission of:
Reish Luftman McDaniel & Reicher (310) 478-5656 or the Foundation for Fiduciary Studies (412) 390-5077.
Page 32



Practice No. 2.2 (continued)

[IBP] Although modding a probable return and its associated risk for a given asset dlocation
drategy is difficult, most investment professonds develop expected asset class returns usng a
“risk premium” mode. Under this modd, an edimaed premium for the greater risk of the
particular investment is added to the risk-free rate of return on U.S. government bonds. This
“risk premium” modd has been recognized by the courts in severd cases, as early as 1944 in
Federal Power Commission v. Hope Natural Gas Company, 320 U.S. 591, 64 S.Ct. 281, 88
L.Ed. 333 (1944), and later in Communications Satellite Corporation v. Federal
Communications Commission, 611 F.2d 883 (D.C. Cir. 1977) and Tennessee Gas Pipeline
Company v. Federal Energy Regulatory Commission, 926 F.2d 1206 (1991). This system
follows modern portfolio theory, whereby a risk premium compensates for the risk associated
with a particular investment or investment class.

The concept of modding a probable return for a given assat alocation strategy goes to the core
of therole of the fiduciary in discharging his duties -

... for the exclusive purpose of providing benefits to participants and their beneficiaries.
[ERISA 8404(a)(1)(A)]

UPI A Requirements

Section 2 of the UPIA identifies the sandard of care, portfolio srategy,
objectives of the trust, including the obligation of the trustee to identify an inv

trust. [UPIA 8§2(b)]

Subsection 2(c) describes
managing trust assets i

inffation or deflation, the expected tax consequences of
e expected totd return from income and the gppreciation of
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Practice No. 2.2 (continued)

The direction to the trustee to look a “the expected total return from income and the
appreciation of capital,” as well as the needs of the trugt, require that the trustee determine the
investment objectives of the trus and then develop an investment course of action reasonably
designed to produce the return and liquidity needed to achieve these objectives.

MPERS Requirements

Section 8 of MPERS imposes duties on the trustee when investing and managing trust assets.
Section 8(a) is smilar to section 2(c) of the UPIA in its lig of non-exclusve factors the trustee
should condgder in investing and managing the assts of a retirement sysem. [MPERS
88(a)(1)(A-F)] Specificdly, MPERS §8(g)(1)(D) Sates.

In investing and managing assets of a retirement system pursuant to Section 7 [ of MPERY],
a trustee with authority to invest and manage assets shall consider, among other
circumstances, the expected total return from income and the appreciation of capital.

Under MPERS, the trustee with invesment and management authority is required to have a
datement of investment objectives and policies for each retirement program, with the statement
including, among other factors, the desired rate of return on assets overdl and the desired rates\of
return and acceptable levels of risk for each asset class. [MPERS 8§8(b)] These rates '
esimates and are not intended to be specific predictions of actua returns, but
mandates that the trustee, at least annudly, review the statement and change or_resi

P ]
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PRUDENT INVESTMENT PRACTICES

Practice No. 2.3

An investment time horizon has been identified

ERI SA Requirements

ERISA does not specificdly address a requirement that fiduciaries identify an investment time
horizon. Neverthdess, thisisimplicit in the fiduciary duties imposed by ERISA.

Tofulfill its obligation to act prudently under ERISA 8404(a)(1)(B), the fiduciary must give:
... appropriate consideration to those facts and circumstances that ... the
fiduciary knows or should know are relevant to the particular investment or

investment course of action involved .... [29 C.F.R. §2550.404a-1(b)(1)(A)]

According to the DOL, “ gppropriate consderation” includes the following:

time horizon.

ment time horizons in its Interpretive Bulletin

The DOL has recognized
nve O CFR. 82509.96-1] The DOL notes that, with

relating to partici

information designed to assist them in making investment and retirement-related
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Practice No. 2.3 (continued)

Among the information the DOL suggests may be rdevant to a paticipant (which the plan
sponsor may provide to participants without being deemed to give “invesment advice’ under
ERISA) isthe following:

Information and materials that inform a participant or beneficiary about:... (V)
determining investment time horizons.... [29 C.F.R. §2509.96-1(d)(2)]

At least one court adso has recognized the importance of considering appropriate investment time
horizons for the plan. In Metzler v. Graham, 112 F.3d 207 (5" Cir. 1997), the court considered
the duty of a plan fiduciary to diversfy unless it was cearly prudent not to do so. The court
reesoned that dthough no datute or regulation specifies what conditutes “diverdfication,”
ERISA’s legidative history provides some guidance:

The degree of investment concentration that would violate this requirement to
diversify cannot be stated as a fixed percentage, because a fiduciary must consider
the facts and circumstances of each case. The factors to be considered include (1)
the purpose of the plan; (2) the amount of the plan assets; (3) financial and

industrial conditions; (4) the type of investment, whether mortgages, bonds, or
shares of stock or otherwise; (5) distribution as to geographical location; (6

distribution as to industries; and (7) the dates of maturity. [Emphasis
[Metzer, 112 F. 3d 207 at 29, citing H.R. Rep. No. 1280, 93d
(1974)]

The Metder court faced the issue of whether the plan|(fi ‘
asats in one piece of red estate on which the s:*‘:\\r. m, had breached its duty to

after purchasing the property,

had sufficient cash remaining in the ed plan payouts for the next 20 years.
The Secretary of Labor h e horizon shoud not be a factor in evauating
whether the plan trustee ersfied to reduce the risk of large losses, snce
losses are not po The Metder court disagreed,
concluding t e i gppropriate for a fiduciary to condder the time horizon over

whi equired to pay out benefits in evduaing a given investment dSraegy.

[ hus, while there is no explicit requirement in ERISA to establish a time horizon for the
plats invesments, both the DOL and the courts have recognized the necessity of an identified
plan horizon for the appropriste investments, teking into account issues such as voldility and
diversfication.
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Practice No. 2.3 (continued)

UPI A Requirements

UPIA does not directly address the issue of identifying an invesment time horizon, but it does
require the trustee to consder the issue by implication.

Section 2 of the UPIA identifies the standard of care, portfolio Strategy, and risk and return
objectives of the trust that the trustee must observe. The first requirement is that:

The trustee shall invest and manage trust assets as a prudent investor would, by
considering the purposes, terms, distribution requirements, and other considerations of the
trust. [UPIA 82(a)]

Section 2 goes on to address the trustee’ s obligation to identify an investment sirategy.

A trustee’s investment and management decisions respecting individual assets must be
evaluated not in isolation, but in the context of the trust portfolio as a whole and as a part
of an overall investment strategy having risk and return objectives reasonably suited to the
trust. [UPIA 8§2(b)]

The remainder of Section 2 describes various factors the trustee should teke into account in
investing and managing the trust assets. The comments under Section 2 make clear the S
on modern portfolio theory. For example:

decisions, and goes on to point out that Subsection (b) als
modern investment practice, sensitivity to the risk/return

' . ) het the trugt time horizon
is important by requiring the trustee to foc . C the trust and by requiring the

trustee to invest prudently, using an o (@ t Sretedy that takes into account risk and

refurn objectives. By considering yrigte lovesment time horizon, the trust is more
likedy to meet its objectives ' sk that the volaility of the chosen investments
will result in lossesto ¢

(b) The trustee’ s investment and management decisions must be evaluated not in isolation
but in the context of the trust portfolio as a whole and as a part of an overall investment
strategy having risk and return objectives reasonably suited to the program or appropriate
grouping of programs. [MPERS §10(b)]
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Practice No. 2.3 (continued)

The comments to this section explain the requirement in more detail:

Subsection (b) also sounds the main theme of modern investment practice, sensitivity to the
risk/return curve. Returns correlate strongly with risk, but tolerance for risk may vary with
the circumstances of the retirement program or appropriate grouping of programs. A
program that has a large proportion of its participants and beneficiaries near and beyond
retirement age may have a lower risk tolerance than a program that has a large proportion
of young participants.

The example in the quoted language identifies the need for fiduciaries to focus on the reevant
time horizon and to teke tha into account in developing the risk tolerance of the trust. This is
seen in the emphads on the “ circumstances of the retirement program” That is, the nvesment
time horizon of the trust's assts will affect whether the plan can meet its objective of providing
retirement benefits, and how well it can minimize losses during a short time horizon by choosing
invesments that are less volatile.
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PRUDENT INVESTMENT PRACTICES

Practice No. 2.4

Selected asset classes are consistent with the identified risk, return, and time horizon

ERI SA Requirements

Section 404(a) of ERISA imposes on fiduciaries an obligation to act prudently. A fiduciary is
required to act:

... with the care, skill, prudence, and diligence under the circumstances then prevailing that
a prudent man acting in a like capacity and familiar with such matters would use in the
conduct of an enterprise of a like character and with like aims. [ERISA 8404(a)(1)(B)]

The fiduaary will fulfill itsinvestment dutiesif he or she gives:

... appropriate consideration to those facts and circumstances that ... the fiduciary knows or
should know are relevant to the particular investment or investment course of actioni
... [29 C.F.R. §2550.404a-1(b)(1)(A)]

For these purposes, “@ppropriate consderation” is defined in DOL ' e,

without limitation:

estment course of
er the purposes of the

ment course of action .... [Emphasis

) of the current return of the portfolio relative to the anticipated cash flow
ents of the plan; and

(C) The projected return of the portfolio relative to the funding objectives of the plan.
[Emphasis added] [29 C.F.R. §2550.404a 1(b)(2)(B)(i-iii)]
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Practice No. 2.4 (continued)

A centrd theme of the regulations is that the fidudiaries diversfy the plan’'s invesment portfolio
“as a mechanism for reducing the risk of large losses.” [See Preamble to DOL Regulation
§2550.404a-1, 44 FR 37255 (June 25, 1979)] In discussng the duties of the fidudaries in
invesing plan assts, the DOL dso emphasized the importance of looking at individud
invetments within the context of the plan’s portfolio as a whole and the fact that certain
investments may, in themsdves, ental risk but thet, in the context of the portfolio, may be
gppropriate.  For example, in the Preamble to the regulaions under ERISA Section 404(a), the
DOL explained:

The Department is of the opinion that (1) generally, the relative riskiness of a specific
investment or investment course of action does not render such investment or investment
course of action either per se prudent or per se imprudent, and (2) the prudence of an
investment decision should not be judged without regard to the role that the proposed
investment or investment course of action plays within the overall plan portfolio.
[ Emphasis added)]

The importance of asset dlocation Srategy is emphasized in case law. In GIW Industries, Inc. v.
Trevor, Sewart, Burton, & Jacobsen, Inc., 895 F.2d 729 (11" Cir. 1990), the court examined the
role of the invement manager and whether a breach of fiduciary duty, specificaly the to

diversfy under ERISA, had occurred. The court, in examining the investment )

diversify, cited the reasoning of the court in Leigh v. Engle, 858 F.2d 361 (7" Cir,

levels of risk and return for the mvestor :
somewhat when the |nvestment IS com 1) s diversified portfolio. The

Ideally, after leGI’Slflcatl 0 T
should & moxe
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Practice No. 2.4 (continued)

The DOL has emphasized the importance of asset dlocation draegy in DOL  Interpretive
Bulletin 96-1, Participant Investment Education. [29 C.F.R. 82509.96-1] In explaning its views
on the cdrcumstances under which providing invesment-related information to participants and
beneficiaries in participant-directed individua account penson plans would not conditute the
rendering of investment advice under ERISA, the DOL recognized the use of asset dlocation
models as an investmert Strategy. It stated that:

Asset allocation models must be based on generally accepted theories that take into
account the historic returns of different asset classes (e.g., equities, bonds, or cash) over
defined periods of time.

The DOL further stated that:

This requirement was included to ensure that any models or materials presented to
participants or beneficiaries will be consistent with widely accepted principles of modern
portfolio theory, recognizing the relationship between risk and return, the historic returns
of different asset classes, and the importance of diversification.

Thus, the fiduciary is responsble for sdecting different asset classes consst it e
identified risk, return, and time horizon. %&

Section 2 of the UPIA identifies the standard of "cs ' tegy, and risk and return

UPI A Requirements

n ' 2 point out that “Returns corrdate strongly with risk, but tolerance
greetly with the financial and other circumstances of the investor, or in the case
e purposes of the trust and the relevant circumstances of the beneficiaries”

Thel Comments further point out that UPIA 82(b) follows the Prudent Investor Rule of the
Restatement of Trusts which provides that the stlandard of prudent investing

is to be applied to investments not in isolation, but in the context of the trust portfolio and
as part of an overall investment strategy, which should incorporate risk and return
objectives reasonably suitable to the trust.
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Practice No. 2.4 (continued)

Further, the investment drategies reflected in UPIA are based in the modern portfolio theory and
the concept of dlocating among asset dasses as a tool for minimizing volaility and risk. Thus,
the UPIA incorporates the concept of utilizing prudent asset dlocation among different classes of
investments to meet the trust’ s identified risk, return, and time horizon.

MPERS Requirements

MPERS requires a trustee who has the responghility for investing and managing the assats of a
retirement system to adopt a datement of investment objectives and policies. This Statement
identifies, among other factors, the trust’'s risk and return objectives, and asset dlocation goas.
More specificdly:

A trustee with authority to invest and manage assets of a retirement system shall adopt a
statement of investment objectives and policies for each retirement program or appropriate
grouping of programs. The statement must include the desired rate of return on assets
overall, the desired rates of return and acceptable levels of risk for each asset class,
asset-allocation goals guidelines for the delegation of authority, and information on the
types of reports to be used to evaluate investment performance. [Emphasis added]

[MPERS 88(b)]

As a reault, under MPERS, the trustee has the obligation to select asset classes and identi
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PRUDENT INVESTMENT PRACTICES

Practice No. 2.5

The number of asset classesis consistent with portfolio size

ERI SA Requirements

The fiduciay dandard of care, including the standards for prudent investment management,
under ERISA generdly is not rdated to plan or portfolio sze. Neverthdess, the sze of the
portfolio has been recognized to be a factor in determining which investments are appropriate for
a plan. The 1974 Conference Report on ERISA, in discussing the requirement under ERISA
Section 404(a)(1)(C) to diversfy the plan’sinvestments, States.

The degree of investment concentration that would violate this requirement to diversify
cannot be stated as a fixed percentage, because a fiduciary must consider the facts and
circumstances of each case. The factors to be considered include (1) the purposes of the
plan; (2) the amount of the plan assets (3) financial and industrial conditions; (4) the
type of investment, whether mortgages, bonds, or shares of stock or otherwise; (5)
distribution as to geographical location; (6) distribution as to industries; and (7) the da

of maturlty [Emphass added] [H R. Rep. No. 1280, 93rd Cong., 2d Sess. (1974)18

Under the “prudence’ rule, the standard to
discharge of his investment duties is defined
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Practice No. 2.5 (continued)

UPI A Requirements

Section 2 of the Uniform Prudent Investor Act (UPIA) identifies the standard of care, portfolio
strategy, and risk and return objectives of the trudt.

A trustee’s investment and management decisions respecting individual assets must be
evaluated not in isolation, but in the context of the trust portfolio as a wholeand as a
part of an overall investment strategy having risk and return objectives reasonably suited
to the trust. [Emphasis added] [UPIA 8§2(b)]

Nether the Act itsdf nor the Comments provided under the Act specify tha the size of the
trus’s invesment portfolio is a factor to be taken into account in sdecting invetments for the
trust, though the language requiring that the trustee evduae the “trust portfolio as a whol€’
could be read to indicate thet trust Sze is arelevant factor.

However, comments to the Restatement of Trusts 3d, upon which UPIA is largely based, do
provide a further indication that the trust fiduciaries will fulfill ther invesment responghilities
even if the number of asset dlassesis limited:

There is no defined set of asset categories to be considered by fiduciary investors. Nor
does a trustee’s general duty to diversify investments assume that all basic categoriesare
to be represented in a trust’s portfolio. In fact, given the variety of defensibleirve
strategies and the wide variations in trust purposes, terms, obligation

particular trust....

Sgnificant diversification advantages
selected securities representing diffe
qualities. Broader diversificati
[Restatement of Trusts 3d:

or rule (or to the diversification requirement of Section 3) in the case of
sts. The Committee believes that subsections (b) [ quoted above] and (c) [which
des factors a trustee should consider in investing trust assets| of the Act emphasize
ctorsthat are sensitive to the traits of small trusts.... [Comment, UPIA 82]

By implication, then, the trustees may take into account portfolio dze in the sdection of the
classes of assetsin which the trust’s assets will be invested.
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Practice No. 2.5 (continued)

MPERS Requirements

Section 8(8)(1) of MPERS dsates what a trustee should congder in investing and managing the
assts of the retirement systlem. These include:

(C) The role that each investment or course of action plays within the overall portfolio of
the retirement program or appropriate grouping of programs.... [Emphasis added]

As under the UPIA, there is no explicit requirement in MPERS or explanation in the Comments
under the Act that would suggest plan Sze is a rdevant factor in sdlecting asset classes for a
plan's invesments. The Prefatory Note to MPERS does indicate, however, that it is derived
from the Prudent Investor Rule under the Restatement of Trusts 3d (discussed above). The
Commentators indicate:

The Act fadilitates the incorporation of modern investment practices ... Five generdly accepted
principles of modern fiduciary investment practice areimplemented ...

(1) The standard of prudence is applied to any investment as part of the total portfolio,
rather than to individual investments. In the retirement system setting, the term portfolio
embraces the assets of each retirement program or appropriate grouping of programs.

MPERS Act §10(2)
(2) The tradeoff in all investing between risk and return is identifi b
central investment consideration. MPERS Act §10(2) %

invest in anything that plays an appropriate role in
the program and that meets the other requiremer
88(a)(4)

[Remaining sections are omitt
Since the Act requires

a <the fi *
Nﬁ* ent theory a rdevant factor in cregting a portfolio is

portfolio, and 9 0 . ‘

the amou derl \management (and the rdlated cost condderations), the fiduciary
sand incorporate, by implication, the congderation of the sze of the fund in
d @h estment structure and determining the asset classes.
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PRUDENT INVESTMENT PRACTICES

Practice No. 3.1

Thereisdetail to implement a specific investment strategy

ERI SA Requirements

The fiduciary standards of ERISA for a written investment policy are discussed in Practice No.
1.1. For purposes of this Practice, we assume the exisence of an investment policy statement
(IPS). But what must an IPSinclude?

The generd fiduciary respongbility rules of ERISA require tha the fiduciaries engage in a
prudent process for the sdection and monitoring of invesment dternatives. In Interpretive
Bulletin 94-2 (July 1994) [29 CFR §2509.94-2], the DOL stated that:

[t] he maintenance by an employee benefit plan of a statement of investment policy designed
to further the purposes of the plan and its funding policy is consistent with the fiduciary
obligations set forth in ERISA 8404(a)(1)(A) and (B). [Emphasis added]

The referenced <ections describe ERISA’s generd  fiduciary requirements  of
prudence. The DOL went on to state that investment policy statements

serve a legitimate purpose in many plans by helping to assure tha
arational manner....

Findly, in Interpretive Bulletin 94- 2, the DOL explained: %
tin\ g % 0 $S

pcable situations, such as identification
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Practice No. 3.1 (continued)

[IBP] In order for a fiduciary to comply with its legd obligation to prudently sdect and monitor
the invesments and fulfill the plan’'s funding policy, and in order to provide (as noted by the
DOL) “generd indructions or guiddines’ that may be “gpplied in al applicable dtuaions” the
IPS would need to incude sufficient detail to implement and monitor the plan's investment
draegy.  This presumably would include, among other things, information on sdection criteria
for asset classes and investment types (again as noted by the DOL in Interpretive Bulletin 94-2),
a description of the monitoring process to be used, the criteria for monitoring, and the actions to
be taken as areault of the monitoring.

UPI A Requirements

The UPIA explicitly requires the fiduciary to manage the assets in conformance with the terms of
the trust and the provisions of the UPIA. UPIA 84, “Duties a Inception of Trusteeship,” states:

[w]ithin a reasonable time after accepting a trusteeship or receiving trust assets, a trustee
shall review the trust assets and make and implement decisions concerning the retention
and disposition of assets in order to bring the trust portfolio into compliance wth the
purposes, terms, distribution requirements, and other circumstances of the trust, and with
the requirements of this[Act].

itsduties. (SeeLegd Memorandum for Practice No. 1.1)

The UPIA in 82(b) describes the trustee's duty to manage th
folows

o

trustees will be required to engage in a series of gpecific steps in the sdection and

ressonable level of detall. [IBP] By reducing tha detall to writing in the IPS, the trustees can
avoid unnecessary differences of opinion and the resulting conflicts, can minimize the posshility
of missteps due to lack of clear guideines, can edablish a reasoned basis for measuring their
compliance, and can communicate with the beneficiaries to edtablish reasonable and clear
expectations.
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Practice No. 3.1 (continued)
MPERS Requirements

In Section 8(b) of MPERS, the requirements for a Statement of investment objectives and
policies are lad out in some detall:

A trustee with authority to invest and manage assets of a retirement system shall adopt a
statement of investment objectives and policies for each retirement program or grouping
of programs. The statement must include the desired rate of return on assets overall, the
desired rates of return and acceptable levels of risk for each asset class, asset-allocation
goals, guidelines for the delegation of authority, and information on the types of reports
to be used to evaluate investment performance. At least annually, the trustee shall review
the statement and change or reaffirmit. [Emphasis added] [MPERS 88(b)]

Contrary to ERISA and the UPIA, MPERS is explicit in requiring a Statement of investment
policies prepared in sgnificant detall.  The specified leve of detail in Section 8(b) is designed to
facilitate achieving the plan’ s investment dtrategy.

Copyright Notice: L egal M emorandums, Copyright © 2002. Reish Luftman McDaniel & Reicher.
This document may not be copied or redistributed without the written permission of:
Reish Luftman McDaniel & Reicher (310) 478-5656 or the Foundation for Fiduciary Studies (412) 390-5077.
Page 48



PRUDENT INVESTMENT PRACTICES
Practice No. 3.2

The investment policy statement defines the duties and responsibilities of all partiesinvolved

ERI SA Requirements

ERISA requires employee benefit plans to be written and to establish the procedures for the
alocation of regponghilities for the operation and adminidration of the plan, and permits plans
to dlocate fiduciary responghilities under the plan.

ERISA §402(a)(1) states:
Every employee benefit plan shall be established and maintained pursuant to awritten

instrument. Such instrument shall provide for one or more named beneficiaries who jointly
or severally shall have authority to control and manage the operation and administration

of the plan.
ERISA 8402(b)(2) then requires that the plan describe “ any procedure under the plan for the
allocation of responsibilities for the operation and administration of the plan ...” E
8402(c) goes on to provide:

fi
%dw requires that plan assets be held in trust by one or more trustees, and that the trustee
must be named in the trugt instrument or the plan ingrument. In the description of the authority

of the trustees, ERISA sets out the following standards.
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Practice No. 3.2 (continued)

(a) Except as provided in subsection (b), all assets of an employee benefit plan shall be
held in trust by one or more trustees. Such trustee or trustees shall either be named in the
trust instrument or in the plan instrument described in section 402(a) [29 USC 8§1102(a)]
or appointed by a person who is a hamed fiduciary, and upon acceptance of being named
or appointed, the trustee or trustees shall have exclusive authority and discretion to
manage and control the assets of the plan, except to the extent that ...

(2) authority to manage, acquire, or dispose of assets of the plan is delegated to one
or more investment managers pursuant to section 402(c)(3). [29 USC §1102(c)(3)]
[ERISA 8403(3)(2)]

We have discussed in detal the requirement for a written Statement of investment policy in
Practice No. 1.1. For the reasons discussed in that Memorandum, we conclude that the
dlocation and definition of duties for plans governed by ERISA would need to be in writing.
Further, under ERISA 83(38)(C), an investment manager is specificaly required to acknowledge
itsfidudary satus in writing.

The foregoing sections demondrate the necessty for a plan governed by ERISA and for the
fiduciaries of such plans to dealy ddineate the respongbilities of fiduciaries to the plan,
including those with investment responghility and those who asss the fidudaries in carrying

out thair functions.

nctions of the

UPI A Requirements

O
S

Section 9 of the UPIA identifies the delegation of inv
trustee:

(a) A trustee may delegate investme

992, which follows the modern trend of favoring delegation of trustee responshilities,
50 fong as the trustee maintains its duty to exercise fiduciary discretion and to act as a prudent
person would act in Smilar circumstances.

Section 9(8)(2) is explicit in requiring the trustee to define the duties and respongibilities of those
to whom it delegates authority under the trust.
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Practice No. 3.2 (continued)
MPERS Requirements

Section 6 of MPERS describes the delegation of trustee or adminidrator functions. This section
follows the modern trend permitting prudent del egetion:

(@) A trustee or administrator may delegate functions that a prudent trustee or
administrator acting in a like capacity and familiar with those matters could properly
delegate under the circumstances, and

(b) Thetrustee or administrator shall exercise reasonable care, skill, and caution in:

(1) Selecting an agent, and

(2) Establishing the scope and terms of the delegation, consistent with the purposes
and terms of the retirement program .... [MPERS 86(a) and (b)]

MPERS 88(b) requires the trustee with the authority to invest and manage assats of a retirement
system to adopt a statement of investment objectives and policies:

A trustee with authority to invest and manage assets of a retirement system shall adopt a

statement of investment objectives and policies for each retirement program or appropriate
grouping of programs. The statement must include the desired rate of return o%

overall, the desired rates of return and acceptable levels of risk for each

of reports to be used to evaluate investment performance. At leastha \

Thus, in Section 6(b)(2), fiduciaries are authorized—to| deleya duties and, under Section
8(b), are required to adopt a forma writt ablishing the guiddines for that
delegation and defining the duties and (65O ) person to whom authority under

the plan is delegated.
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PRUDENT INVESTMENT PRACTICES

Practice No. 3.3

The investment policy statement defines diversification and rebalancing guidelines

ERISA Requirements

ERISA requires a fiduciary to discharge his duties with respect to the plan soldy in the interest
of plan participants and beneficiaries

(C) by diversifying the investments of the plan so as to minimize the risk of large losses,
unless under the circumstances it is clearly prudent not to do so .... [ERISA 8404(a)(1)(C),
29 USC 81104(a)(1)(O)]

The 1974 ERISA Conference report states that the reason for the diverdfication requirement is to
eiminate therisk of large losses:

A fiduciary usually should not invest the whole or an unreasonably large proportion of the
trust property in one type of security or in various types of securities dependent u e
success of one enterprise or upon conditions in one locality, since the effect | i

the risk of large losses. [H.R. Rep. No. 1280, 93" Cong., 2d Sess. 304]
The report went on to say: &(f 5 t

uirement to diversify
must consider the facts and
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Practice No. 3.3 (continued)

Ordinarily, the fiduciary should not invest the whole or an unduly large proportion of the
trust property in one type of security or in various types of securities dependent upon the
success of one enterprise or upon conditions in one locality, since the effect is to increase
the risk of large losses. Thus, although the fiduciary may be authorized to invest in
industrial stocks, he should not invest a disproportionate amount of the plan assets in the
shares of corporations engaged in a particular industry. If he is investing in mortgages on
real property, he should not invest a disproportionate amount of the trust in mortgagesin a
particular district or on a particular class of property so that a decline in property values
in that district or of that class might cause a large loss. [H.R. Rep. No. 1280, 93d Cong.,
2d Sess. (1974), reprinted in 1974 U.S. Code Cong. & Admin. News 5038, 5084-85
(Conference Report at 304)]

In its regulations under ERISA, the DOL has described the investment duties of fiduciaries. One
of the factors deemed important by the DOL is the “ composition of the portfolio with regard to
diversification.” [DOL Regulation §2550.404a-1(b)(2)(i)]

The courts have dso recognized the importance of diversfication. In Leigh v. Engle, 858 F.2d
361, 368 (7\" Cir. 1988), cert. denied, 489 U.S. 1078 (1989), the court said:

risk inherent in the entire portfolio is less than that of certainasse that portfolio.
Ideally, after diversification, only market risk rem ' return from a
portfollo over time should be more stable thal

N enly be maintained as markets fluctuate and investment classes
rebdancing the portfolio periodicdly to mantan agppropriate
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Practice No. 3.3 (continued)
UPI A Requirements

Section 2 of the UPIA identifies the standard of care, portfolio strategy, and risk and return
objectives of the trust.

A trustee’s investment and management decisions respecting individual assets must be
evaluated not in isolation, but in the context of the trust portfolio as a whole and as a part
of an overall investment strategy having risk and return objectives reasonably suited to the
trust. [UPIA 82(b)]

Further, Section 3 requires the trustee to
... diversify the investments of the trust unless the trustee reasonably determines that,
because of special circumstances, the purposes of the trust are better served without

diversifying.

In the Comments under Section 3, the Committee explained the requirement with reference to
modern portfolio theory:

Diversification reducesrisk ... [because] stock price movements are not uniform. They are
imperfectly correlated. This means that, if ones holds a well diversified portfolio, the gains
in one investment will cancel out the losses in another .... As long as stock pric t
move exactly together, the risk of a diversified portfolio will be less than the av,

the separate holdings. [UPIA, Comments under §3]

to be represented in a trust’s portfolio. In fact, given the variety of defensible investment
strategies and the wide variations in trust purposes, terms, obligations, and other
circumstances. diversification concerns do not necessarily preclude an asset allocation
plan that emphasizes a single category of investments as long as the requirements of both
caution and impartiality are accommodated in a manner suitable to the objectives of the
particular trust ....
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Practice No. 3.3 (continued)

Sgnificant diversification advantages can be achieved with a small number of well-
selected securities representing different industries and having other differencesin their
qualities. Broader diversification, however, usually is to be preferred in trust investing.”
[Restatement of Trusts 3d: Prudent Investor Rule 8227, comment g, at 26-27]

As under ERISA and the UPIA, there is no explicit requirement for rebaancing. Nevertheess,
implicit in this requirement for divergfication and in the recognition of a variety of acceptable
ast dlocation drategies is the concept that the portfolio will be rebaanced periodicaly to
maintain the divergfication, and to execute the drategy in order to achieve the plan's investment
objectives.
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PRUDENT INVESTMENT PRACTICES

Practice No. 3.4

The investment policy statement defines due diligence criteria for selecting investment options

ERI SA Requirements

There is no explicit requirement under ERISA for fiduciaries to define due diligence criteria for
the sdection of plan invetments. However, it is implicit in other requirements under ERISA for
the performance of fiduciary duties. Fiduciaries are required to act prudently in carrying out
their duties under a plan, including their invesment duties. [ERISA 8404(3)(1)(B)]

In describing those invesment duties, in its regulations, the DOL dates that the fiduciay must
give
... appropriate consideration to those facts and circumstances that, given the scope of
such fiduciary’ s investment duties, the fiduciary knows or should know are relevant to the

particular investment or investment course of action involved, including the rolecthe
investment or investment course of action plays in that portion of the plan’s.i t

portfolio with respect to which the fiduciary has investment duties.
§2550.404a 1(b)(1)(i)] @

the fiduciary
that the particular investment or investment course of I A igned, as part of
the portfolio ... to further the purposes of the plan ) )4 1(b)()(A)]

Further, in Interpretive Bulletin estment policy statements, the DOL stated
that such a policy should structions or guidelines to be applied in all
applicable situatio Ich.\as [ o of applicable classes or types of investments, and
limitations on i ' ' . [29 CRR

§2509.9

N
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Practice No. 3.4 (continued)

The ERISA requirements for the adoption of a written Statement of investment policy are
discussed in detal in the Legd Memorandum for Practice No. 3.1. Of redlevance here is the
following satement by the DOL in Interpretive Bulletin 94-2:

... Such statements serve a legitimate purpose in many plans by helping to ensure that
investments are made in a rational manner and are designed to further the purposes of
the plan and its funding policy. [29 CFR §2509.94-2]

In commenting on the duty to peform due diligence when sdecting investments for a plan, one
court has said: “ The most basic of ERISA’s investment fiduciary duties [is] the duty to conduct
an independent investigation into the merits of the particular investment.” [In re Unisys Savings
Plan Litigation, 74 F.3d 420, 435 (3d Cir.), cert. denied, 510 U.S. 810 (1996)]

Accordingly, a fiducdary must invedtigate the qudities, characterigics and merits of each
invetment option consdered for the plan, and define the role each investment option plays in
furthering the purposes of the plan. However, such an investigation — and the related analyss —
cannot be conducted in a vacuum — it must be within the mntext of the needs of the plan. Once
the needs have been defined, and the generad drategies developed, the specific investments
should be chosen within the context of those drategies, that is, based on criteria desgned to
sect invesments condstent with the drategies for the plan or for the particular portion of the

plan.
UPI A Requirements
UPIA explicitly reguires the trustee to manage the assets in co ith\the of the

trust and the provisions of the UPIA. UPIA 84 provides that:

elving trust assets, a

| est and manage trust assets as a prudent investor would, by

purposes, terms, distribution requirements, and other circumstances of
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Practice No. 3.4 (continued)

While there is no explicit requirement for the trustee to establish due diligence criteria regarding
the sdection of assets for the trudt, this duty is implicit in the review requirement of section 4
and the prudence requirement of section 2. That is, because the trustee must perform a review to
“bring the trust portfolio into compliance” with the trust’s purposes and needs, and because the
trustee mugt condder the trust purpose and financid requirements in order to fulfill its obligation
to act prudently, the trusee must develop an invesment drategy to accomplish the trust's
purposes, and then must sdect invesments consstent with that drategy (thet is, using criteria for
selection that are consistent with the portfolio Strategy).

[I1BP] As discussed in more detail in the Legd Memorandum for Practice No. 3.1, the trustee
should adopt an investment policy and reduce it to writing to enable the trustee to carry out its
invesment duties. A key dement of a written invesment policy would to be the process and
criteriaused in the selection of trust investment options.

MPERS Requirements

MPERS specificdly requires fiduciaries to adopt an investment policy statement. MPERS 88(b)
dates.

A trustee with authority to invest and manage assets of a retirement system shall adopt a
statement of investment objectives and policies for each retirement prog

desir

%‘&_

and”to identify the role each invesment option plays in the furtherance of the
e plan in the context of the total investment portfalio.
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PRUDENT INVESTMENT PRACTICES

Practice No. 3.5

The investment policy statement defines monitoring criteria for investment optionsand service
vendors

ERI SA Requirements

The fiduciary duty to monitor the performance of invesment managers and other sarvice
providers is inherent in the obligations of fiduciaries to act prudently in carrying out ther duties
under ERISA.

Not long after the adoption of ERISA, the DOL issued a series of questions and answers
regarding fiduciary duties under the Act. In response to a question about the duty of a fiduciary
who has appointed other fiduciaries, the DOL stated:

At reasonable intervals, the performance of trustees and other fiduciaries should be
reviewed by the appointing fiduciary in such manner as may be reasonably expected to
ensure that their performance has been in compliance with the terms of the plan and
statutory standards and satisfies the needs of the plan. [29 CFR §2509.75-8 FR-17]

In Interpretive Bulletin 94-2, the Department of Labor (DOL) stated that:

A investment has been made, a fiduciary has an ongoing
A reasonable diligence and remove plan assets from an
arley V. Mlnnesota Mining and Manufacturlng Company 42 F.
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Practice No. 3.5 (continued)

In addition to explaining the duty to monitor the performance of investment managers and the
investments themsalves, the DOL dso has clearly sated the duty to monitor the performance of
al savice providers. In its interpretive bulletin discussng when the provison of investment
education becomes the provision of investment advice, the DOL dated:

As with any designation of a service provider to a plan, the designation of a person(s) to
provide investment education services or investment advice to plan rticipants and
beneficiaries is an exercise of discretionary authority or control with respect to
management of the plan; therefore, persons making the designation must act prudently and
solely in the interests of the plan participants and beneficiaries, both in making the
designation(s) and in continuing such designations(s). [29 CFR §2509.96-1(e)]

In Liss v. Smith, 991 F. Supp. 278 (SD.N.Y., 1998), the district court found that the fiduciaries
of an employee bendfit plan breached the fiduciary duty imposed by ERISA 8404(a) by failing to
exercise due diligence in the sdection and monitoring of service providers to the plan. In
defining the due diligence required to be followed in connection with the sdection of sarvice
providers, the court stated, At the very least, trustees have a duty to (i) determine the needs of a
fund's participants, (ii) review the services provided and fees charged by a number of different
providers, and (iii) select the provider whose service level, quality and fees best match the fund's
needs and financial situation. [lbid. a 300] These dements should likewise be present in the
ongoing monitoring of a plan's service providers.

However, ERISA’s overriding duty for fiduciaries to discharge their duti
plans with care, <ill, prudence, and diligence imposed by ERISA 8

ees regading the deegation and monitoring of various trust
A dates.

UPIA Requireme
s divection
[ ection 9'of\the U

exercise reasonable care, skill, and caution in:

(1) Seecting an agent;

(2) Establishing the scope and terms of the delegation, consistent with the purposes
and terms of the trust; and
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Practice No. 3.5 (continued)

(3) Periodically reviewing the aent’s actions in order to monitor the agent’s
performance and compliance with the terms of the delegation. [Emphass added]
[UPIA 89(a)]

Thus, the plan trustee has a duty to define regponghiliies and to monitor how those
responsbilities are being caried out by the invesment manager and by other trust service
providers. The duty to “edtablish the scope and terms’ of the delegation and to effectively
communicate with and monitor the performance of a service provider, a prudent fiduciary would
reduce the procedures to be followed and the expected standards of performance (or criteria) in
such monitoring to writing.  Further, implicit in the requirement that the agent be monitored for
its “performance and compliance with the terms of delegation” is the establishment of standards
for peformance and specific terms of the delegation — in other words, criteria for monitoring
peformance. [IBP] Ordinarily, prudence would mandate that those standards and terms be
reduced to writing to ensure clarity and amutua understanding by the parties.

MPERS Requirements

MPERS, in 88, is clear in its requirement that the fiduciaries establish a statement of criteria for
the ddlegation of functions under the plan:

of reports to be used to evaluate investment performance,\ At\lea ualy, the trustee
shall review the statement and change or reaffir 153 MPERS 88(b)]

(2) Establishing the scope and te
terms of the retiremen 3
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PRUDENT INVESTMENT PRACTICES

Practice No. 3.6

The investment policy statement defines procedures for controlling and accounting for
investment expenses

ERI SA Requirements

ERISA does not contan a specific requirement that an invesment policy Staement be
maintained by the fiduciaries of an employee bendfit plan. However, support for the propostion
that an employee bendfit plan must have a written invesment policy statement is found in the
Department of Labor regulations:

The maintenance by an employee benefit plan of a statement of investment policy
designed to further the purposes of the plan and its funding policy is consistent with
the fiduciary obligations set forth in ERISA 8404(a)(1)(A) and (B).... For purposes
of this document, the term "statement of investment policy” means a written

statement that provides the fiduciaries who are responsible for plan investments
with guidelines or general instructions concerning various types or categories of@

investment management decisions.... A statement of investment policy S
distinguished from directions as to the purchase or sale of a specifici a{%
specific time.... [29 CFR 2509.94-2(2)]

h

he fiduciaries

muesgk a) by faling to
..%\M while the above-cited
ansistent’ with ERISA's fiduciary duty

an conditutes a breach of fiduciary
duty. [Ibid. a 296] The court aso\st¢ i s instance ...such a policy is necessary to
ensure that the plan invest S are dequately and meeting the actuarial, liquidity

"

In Liss v. Smith, 991 F. Supp. 278 (SD.N.Y., 1998), the di
of an employee benefit plan breached the fiduciary duty
have a written invesment policy datement.
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Practice No. 3.6 (continued)

ERISA specificaly requires fiduciaries to control and account for the costs of administering an
employee benefit plan, including investment expenses. Section 404(a) requires the fiduciary of
an employee benefit plan to:

.. discharge his duties with respect to a plan solely in the interest of the participants and
beneficiaries, and for the exclusive purpose of: (i) providing benefits to participants and
their beneficiaries; and (ii) defraying reasonable expenses of administering the plan.
[ERISA 8404(8)(1)(A)(i) and (ii)]

Moreover, a fiducdary of an employee bendfit plan is specificdly prohibited from usng plan
assets to pay a party in interest such as a trustee, custodian, investment manager, investment
advisor, or broker for services which are not gppropriate and helpful to the plan in carrying out
the purposes for which the plan is edtablished or maintained, or to pay more than reasonable
compensation for such services. [ERISA  88406(8)(1)(C) and 408(b)(2); 29 CFR
§2550.408(b)(2)]

Accordingly, in order for the respongble fiduciaries to fulfill the generad obligation of a fiduciary
to discharge duties to an employee benefit plan with the requiste care, skill, and prudence
required under ERISA; and the specific obligation of the fiduciary to defray only reasonable and
necessary expenses of the plan; the fiduciaries must establish procedures for controlling and
accounting for plan expenses, including invesment expenses. [IBP] In order to clearl '
those procedures and to fecilitate ther implementation, they should be reduced tow
certanly as a mater of best practices and, mogt likely as a factor in m

conduct of the fiduciaries.

things, (i) the use of and fees paid, direct and n gparatdy Jand in aggregation, to
invesment service providers such as trus 3 SME i investment managers,
brokers, and custodians, (ii) the expense rati ' - ent option compared againgt the
appropriate peer group, and (iii) the use\ef\ \12b- 1)\ Suk ans‘er agency fees, and other revenue

sharing to offsat recordkeeping. ano 1 administrative costs of adminisering the plan, where

s that a'trustee shall invest and manage trust assets as a prudent investor would, by
e-purposes, terms, distribution requirements, and other circumstances of the trust.
SHyiAQ this standard, the trustee shall exercise reasonable care, skill and caution. [UPIA

: Managing, as used in UPIA 82(a), embraces monitoring, that is, the trustee's continuing
respongbility for oversght of the suitability of investments dready made as wel as the trustee's
decisions respecting new investments. [Commentsto UPIA 82]
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Practice No. 3.6 (continued)

UPIA 87 specificaly addresses investment costs and requires that [i]n investing and managing
trust assets, a trustee may only incur costs that are appropriate and reasonable in relation to the
assets, the purposes of the trust, and the skills of the trustee.” In other words, as the Comments
to 87 explan, wading the money of plan paticipants and beneficiaries is not prudent and
therefore is forbidden.

The reasonableness of fees and costs associated with investments was addressed by the Office of
the Comptroller of the Currency (OCC) in an Interpretive Letter and is relevant here because it
relies on language of the Restatement of Trusts 3d 8227 (from which the language in UPIA §7
was derived). The Restatement, in discussng mutud funds and other pooling arrangements, sad
that “ ... it isimportant for trustees to make careful cost comparisons, particularly among similar
products of a type being considered for a trust portfolio.” The Interpretive Letter continued the
explandtion:

Even assuming fiduciary care in comparing costs and avoiding excessive charges,
fund managers inevitably must be compensated in one way or another. If the
trustee also received commissions from the trust, they must be appropriate to the
duties performed; and overall management costs to the trust estate must not be
unreasonable in light of alternatives realistically available to the particular trustee.
[OCC Interpretive Letter No. 722 (March 12, 1996), citing the Restatement of
Trusts 3d: Prudent Investor Rule 8227, comment m, at 58 (1992)]

Section 7 of M R enerd requirement that a trustee or other fiduciary shall
dischar ies Spect \to, aretirement system with the care, skill, and caution under the
circupn th r ng which a prudent person, acting in a like capacity and familiar

' ters,\would use in the conduct of an activity of like character and purpose.”
Moreover, MPERS 887(2) and (5) specificaly require that a trustee or other

(2) For the exclusive purpose of providing benefits to participants and
beneficiaries, and paying reasonabl e expenses of administering the system;

(5) Incurring only costs that are appropriate and reasonable ....
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Practice No. 3.6 (continued)
The Commentsto 87(5) provide:

Wasting the money of participants and beneficiaries is imprudent ... determining
what costs are appropriate and reasonable will depend on factors such as the
purposes of the trust (which for retirement systems covered by this Act are specified
in [MPERS 87(2) set forth above], the types of assets held, and the skills of the
trustee or fiduciary. On this last factor, for example, trustees who are quite
inexperienced on investment issues may be justified in expending more for
investment advice than trustees who are quite experienced.

Furthermore, MPERS requires that the investments be managed in accordance with an
investment policy Satement:

A trustee with authority to invest and manage assets of a retirement system shall
adopt a statement of investment objectives and policies for each retirement program
or appropriate grouping of programs. The statement must include the desired rate
of return on assets overall, the desired rates of return and acceptable levels of risk
for each asset class, asset-allocation goals, guidelines for the delegation of
authority, and information on the types of reports to be used to evaluate investment
performance. At least annually, the trustee shall review the statement and change
or reaffirmit. [MPERS §8(b)]

gopropriate and reasonable expenses from trust assets requ uE taries establish

practices or procedures for controlling and accountirg f etment “exy [IBP] The
documentation of those procedures in the dHa pe ' t—objectives and policies
required by MPERS 88(b) facilitates thel genta ponitoring. At the least, such
documentation is a best practice. In ¥ise concerning the performance of a
fiduciary, the deveopment and procedures will be a factor in determining

the prudent behavior of the fid

W
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PRUDENT INVESTMENT PRACTICES

Practice No. 3.7

The investment policy statement defines appropriately structured, socially responsible
investment strategies (when applicable)

ERI SA Requirements

ERISA 8403(c)(1) specificdly mandates that, except in circumstances not relevant to this
discusson, plan assets may not inure to the benefit of the employer, and must be held for the
exclusve purpose of providing benefits to the participants in the plan and their beneficiaries, and
defraying reasonable expenses of adminidering the plan. This “exclusve purposg’ rule is
echoed in the fiduciary duties set forth in ERISA 8404. Section 404(a)(1) requires the fiduciary
discharge his duties with respect to a plan soldy in the interet of the participants and
beneficiariesand

(A) For the exclusive purpose of:
(1) Providing benefits to participants and their beneficiaries; and
(i) Defraying reasonable expenses of administering the plan.

(B) With the care, skill, prudence, and diligence under the cis

that a prudent man acting in a like capacity and familia
the conduct of an enterprise of a like character andwi

(D) In accordance wi
documents and ins
[ERISA §

C\1104 (3)(1)]

regulations promulgated by the DOL under ERISA provide guidance as to the

S. In s0 doing, the fiduciaries mugt, among other things, consder the role
investment or investment course of action in the plan's investment portfolio,
into account such factors as diverdfication, liquidity, and risk/return characteridtics.
every investment necessarily causes a plan for forgo other investment opportunities,
fiduciaries must condder expected return on dternative invesments with smilar risks avalable
to the plan. [29 CFR 8§82550.404& 1 and 2509.94-1]
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Practice No. 3.7 (continued)

In ERISA Opinion Letter No. 98-04A (the Opinion Letter), the DOL opined on the issue of
whether a plan fiduciary's sdection of a socially responsible fund as a plan investment or a
designated invesment for a plan desgned to comply with ERISA 8404(c) would, in itsdf,
violate the generd fidudiary duties and responghilities imposed by 88 403(c) and 404(a)(1) of
ERISA, as et forth above. The Opinion Letter described a socially responsible fund as a mutua
fund desgned to achieve a defined investment god through the use of traditionad investment
processes and, in addition, by investing in enterprises that the fund managers believe make a
ggnificant contribution to society through therr products and services and the way they do
busness. In this regard, the Opinion Letter dtates that potentia investments are first screened for
ther financid soundness and then evaluated according to the paticular fund's socid criteria,
which vary from fund to fund and may include such indicia as the effect of a company’s products
on the environment, whether the company being invested in is managed with participation of its
employees, whether the company negotiates fairly with its workers and provides a good working
environment, and whether the company fosters a commitment to such human gods as credivity
and productivity.

The Opinion Letter ated that the fiduciary standards of 88403 and 404 do not preclude
congderation of collatera benefits, such as those offered by a “socidly responshble’ fund, in a
fiduciary’s evauation of a particular invetment opportunity. However, the Opinion Letter goes

on to provide:
!
2

The existence of collateral benefits [such as those offered by a social
fund] may be decisive only if the fiduciary determines that the
the collateral benefits is expected to provide an investme
alternative investments having similar risks. In thi

construed the requirements that a fiduciary aet solefyin
and beneficiaries as prohibiting a fidy @.\

NCOIME
&Sl o‘, an investment alternative, may

\L O

A decision to make an investment
not be influenced by ner~economic
for the plan, whermjudged $

a has issued an Interpretive Bulletin  addressng the sdection of ETI's

n others gpart from their return to the employee benefit plan). Consgent with the above-
cited Opinion Letter, the Interpretive Bulletin provides, in pertinent part:
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Practice No. 3.7 (continued)

The fiduciary standards applicable to ETls ... are no different from the standards
applicable to plan investments generally. Therefore, if the [requirements of ERISA
88403 and 404(a), as described above are satisfied] the selection of ETIs will not
violate [ERISA] section 404(a)(1)(A) and (B) and the exclusive purpose
requirements of [ERISA] section 403. [DOL Interpretive Bulletin 94-1, 59 Fed.
Reg. 32606 (June 23, 1994), 29 C.F.R.§2509.94-1]

Accordingly, if a fiducary will condder, or intends for those to whom it has ddegaed
invesment responsbility to condgder, collatera benefits, such as those offered by socially
responsible funds or ETIs as described above, in sdecting plan invesments or designated
invetments, it must do 0 in a manner which is designed to provide returns to the participants
which are commensurate with compstitive investments (determined without regard to the overlay
of socid responghility).

[IBP] While ERISA does not explicitly require tha such ingructions be incuded in an
investment policy statement, it would be a best practice to do so (for example, to ensure dlarity,
to prove compliance, to facilitate implementation, and so forth). In addition, should a dispute
develop about the intent or actions of the fiduciaries in this regard, the development of the
invetment policy and its documentation amost certainly would be factors in the determination
of the prudence of thefiduciaries.

UPI A Requirements

AN P

e expected otal return from income and the gppreciation of capitd;
\\“ resources of the beneficiaries;
Needs for liquidity, regularity of income, and preservation of capital; and
8. An asset's gpecid relationship or specia vaue, if any, to the purposes of the trust or

to one or more of the beneficiaries.
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Practice No. 3.7 (continued)

As does ERISA 8404(a)(1)(A), UPIA 85 imposes a duty of loyalty upon trustees gating thet [a]
trustee shall invest and manage the trust assets solely in the interest of the beneficiaries.
[Emphasis added] With respect to socially responsible investing the Comments to 85 provide
thet:

[n]o form of so-called “social investing” is consistent with the duty of loyalty if the
investment activity entails sacrificing the interests of trust beneficiaries—for example, by
accepting below-market returns — in favor of the interests of the persons supposedly
benefited by pursuing the particular social cause. [Emphasis added)]

Accordingly, as with a fiduciary subject to ERISA, a trustee subject to UPIA is bound by dua
duties of prudence and loydty in making invesments As such, the exigence of collaterd
benefits associated with a particular invesment may only be decigve if the trusee determines
that the invesment offering the collaterd benefits is expected to provide an investment return
commensurate to dterndive investments having smilar risks and is equad or superior to
aternative available investments.

[IBP] If collaterd benefits are to be taken into account by a trustee or his delegate, then the best
practice would be to document the intent to sdect socidly conscious investments, subject to the
UPIA dandards for protecting bendficiaries, in the invesment policy Satement. Further, as
explaned in the discusson of ERISA’s dandards (above), that documentation will amost
certainly be afactor in determining the prudence of the conduct of trustees on these issues.

AN

MPERS Requirements

87(1), (2) and (3). Moreover, in managing and

consider, among other circumstances. \
0 g%
(i) a?v i ion,

(iii) Fcourse of action plays within the overall portfolio of

V)

actors. [MPERS 88(a)(1)]

Further, the fiduciary is required to diversify the investments of each retirement program
or appropriate grouping of programs unless the trustee reasonably determines that,
because of special circumstances, it is clearly prudent not to do so. [MPERS §8(a)(2)]
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Practice No. 3.7 (continued)

MPERS, unlike ERISA and the UPIA, addresses the issue of socidly respongble investing in the

body of the statute. MPERS 88(a)(5) specifically provides that a trustee with authority to invest
and manage assets

may consider benefits created by an investment in addition to investment return only if the
trustee determines that the investment providing these collateral benefits would be prudent
even without the collateral benefits.

The Comment to 88(a)(5) dates that the section follows the basic approach of the DOL’'s
Interpretive Bulletin 94-1. [Id.] The Comment goes on to state:

Arrangements designed to bring areas of investment opportunity which provide
collateral benefitsto the attention of the trustee will not, by themselves, constitute a
fiduciary violation, so long as the arrangements do not restrict the exercise of the
trustee's investment discretion. Smilarly, the trustee does not violate any fiduciary
responsibilities by making a decision based upon collateral benefits if the
investment isjustified even absent the collateral benefits. [Emphasisadded] Thus,
as under [Interpretive Bulletin 94-1; 29 CFR 2509.94-1] an investment would be
appropriate under this section if it is expected to provide an investment return
commensurate with available alternative investments having similar risks. On the
other hand, an investment will not be prudent if it is expected to produce a lower

expected rate of return that available investment alternatives with commensurat
risks, or if it is riskier that available alternative investments with commensu

rates of return.

Accordingly, a trustee or other fiduciary with the authority to IR
under MPERS may take the collaterd benefits of invesme _' -

ts overall, the desired rates of return and acceptable levels of risk
class, asset-allocation goals, guidelines for the delegation of

or reaffirmit. [MPERS 8§8(b)]
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Practice No. 3.7 (continued)

Accordingly, if a fiduciary is to take collaterd benefits into account in making decisons
regarding the invesment or management of trus assets, the invetment policy datement
governing the invesment of the plan's assats should define agppropriately sructured, socidly
reponsble investment drategies. [IBP] Such invesment policy statement should require the
fiduciary to subordinate consderations related to collaterd benefits offered by investments to the
other consderations listed in MPERS 88(a) which are directly tied to the economic benefits such
investments are designed to yied to the retirement syssem. As explained under the discusson of
ERISA’s fiduciary standards (above), because of the legd senstivity to the possible sacrifice of
employee benefits due to socidly conscious investing, if a dispute arises, the development and
documentation of the policy on this issue dmost cartanly will be a factor in determining the
prudence of afiduciary’s conduct.
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PRUDENT INVESTMENT PRACTICES
Practice No. 4.1

The investment strategy isimplemented in compliance with the required level of prudence

ERI SA Requirements

ERISA provides that the trustee of an employee benefit plan has the exclusve authority and
discretion to manage and control the assets of such a plan, except to the extent that either:

(i) the plan expressly provides that the trustee is subject to the direction of a named
fiduciary who is not a trustee or

(i1) the authority to manage, acquire, or dispose of assets of the plan is delegated to one or
mor e investment managers pursuant to ERISA 8402(c)(3). [ERISA 8403(a)(1) and (2)]

ERISA 8402(c)(3), in turn, states that an employee benefit plan may provide that a person who is
a named fiduciary with respect to control or management of the assets of the plan may appoint an
investment manager or managers to manage any assets of the plan.

implementation of the investment policy. Then, because the sdection of an inv
may be a key factor in such implementation, the duty to exercise pruden

manager will be discussed.

Duty to Act Prudently. Whether the trustee, a
implements the investment drategy, it must be
fiduciary's duty to act prudently. In this reg

shdl discharge his duties with respect to af

satlsfles the responsble
(B) requires that a fiduciary

ay is held to the standard of a “prudent expert,” that is, “ of a prudent
such matters.” [See Howard v. Shay, 100 F.3d 1484, 1488 (9™ Cir. 1996)]
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Practice No. 4.1 (continued)

Due Diligence Process. ERISA 8404(3)(1)(B) imposes on fiduciaies a duty to investigate
prudently the merits of any potentid invetment they might make on behdf of an employee
benefit plan. Fink v. National Savings & Trust Co., 772 F.2d 951, 957 (D.C. Cir. 1985);
Katsaros v. Cody, 744 F.2d 270 (2d Cir.), cert. denied, 469 U.S. 1072 (1984); Donovan V.
Mazzola, 716 F.2d 1226 (9™ Cir. 1983), cert. denied, 464 U.S. 1040 (1984)

One possble way of fulfilling this duty would be to adopt a due diligence process for
implementing the investment drategy. Such a process could include the criteria to be examined
in making invesments in furtherance of the investment draegy and in recording relevant
information concerning the investment options condgdered in making eech invesment. The
process dso could include a liging of the facts and circumstances that the fiduciary knows are
relevant to the particular invesment drategy, including the role the invesment drategy plays in
that portion of the plan's portfolio over which the fiduciary has investment responsbility. [See
29 CFR 2550.404a-1(b)(1)]

[IBP] While ERISA contans no explicit requirement that there be a written due diligence
process in implementing an investment drategy, such a process could provide the basis for and
evidence the organization, planning, and invedigetion tha satisfaction of the duty of prudence
requires. Different invesment drategies may require different dements in a written due
diligence process but, in any event, it would appear to be prudent for such process to require and
document sufficient invedtigation of investment options to support the fiduciary's determination
that the particular invesment or invesment course of action made or taken is reasonakly

taking into congderaion the risk of loss and the opportunity for gain (
with theinvesment. [See 29 CFR 2550.404a-1(b)(2)]

and current return relative to the anticipated

relative to the funding objectives rdevant to-thd

nothing in ERI
investment ma

sions\with respect to investments, their fiduciary obligations require them to hire
yofessional advisors. [See United Sates v. Mason Tenders Dist. Council of
York, 909 F. Supp. 882, 886 (S.D.N.Y. 1995) (Mason Tenders) (a trustee has a
d \@seek independent advice where he lacks the requisite education, experience, and skill);
Trapani_v. Consolidated Edison Employees Mutual Aid Society, 693 F. Supp. 1509, 1516
(S.D.N.Y. 1988) (A fiduciary who is ill-equipped to evaluate a claim may have a duty to seek
outside assistance.)]

Copyright Notice: L egal M emorandums, Copyright © 2002. Reish Luftman McDaniel & Reicher.
This document may not be copied or redistributed without the written permission of:
Reish Luftman McDaniel & Reicher (310) 478-5656 or the Foundation for Fiduciary Studies (412) 390-5077.
Page 73



Practice No. 4.1 (continued)

Accordingly, under the generd fiduciary standards of ERISA, which require among other things
that the fiduciaries act prudently in carrying out their invesment duties, if the fiduciary lacks the
necessary knowledge or sophigtication to manage the plan’s invesment portfolio, the fiduciary
should delegate the investment duties to a knowledgeable professond.

In gopointing an investment manager, the named fiduciary is required to act with the care, «ill,
prudence, and diligence under the circumstances then prevailing that a prudent man, acting in a
like cgpacity and familiar with such matters, would use in the conduct of an enterprise of a like
character and with like aims. [ERISA 404(a)(1)(B)]

[I1BP] While there is no specific requirement under ERISA for a written due diligence process to
be followed in sdecting an invesment manager, a logicd outgrowth of the duty to exercise
prudence in dl of his or her functions would gppear to be tha a prudent fiduciary establish
practices or procedures for doing so. In effect, the due diligence process becomes the roadmap
for the fiduciary to follow in making its sdection of a money manager or, as discussed above, in
sdecting investments for the invesment drategy. Presumably, the development, documentation,
and following of such procedures would be factors taken into account in determining whether a
fiduciary acted prudently if the sdection of an investment manager were questioned after the
fact.

aufficient inquiry to ascetan whether the investment manager has the reguiste

knowledge, and information necessary to prudently implement the investment h
G
S0

delegated to such investment manager. [Donovan v. Mazzola, 716 F.2d
cert. denied, 464 U.S. 1040 (1984) (* A fiduciary who lacks the traj
investigate adequately and structure a transaction may retain @

Moreover, if the implementation of
manager, the named fiduciary who s
performance of the investment manage

“ peler a continuing duty to monitor the
ew of the DOL that compliance with this
duty to monitor necess n of the activities that ae subject to monitoring,
as well as of the ) 29 CFR 2509.94-2(1) and (2)] Thus, a written
due diligence. pr jovens the implementation of the investment strategy would serve

py the DOL in the above-cited regulaion, would make execution of a
extremdy difficult, if not impossble.
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Practice No. 4.1 (continued)

UPI A Requirements

Under the UPIA, the trustee is under a duty to:

. invest and manage trust assets as a prudent investor would, by considering the
purposes, terms, distribution requirements, and other circumstances of the trust. In
satisfying this standard, the trustee shall exercise reasonable care, skill and caution.
[UPIA 82(3a)]

The comments to UPIA 82(a) provide that:

[E]arly formulations of the prudent person rule were sometimes troubled by the effort to
distinguish between the standard of a prudent person investing for another and investing
on his or her own account. The language of subsection [2](a), by relating the trustee's
duty to “the purposes, terms, distribution requirements, and other circumstances of the
trust,” should put such questions to rest. The standard is the standard of the prudent

investor similarly situated.

Moreover, UPIA 82(f) provides that, [A] trustee who has special skills or expertise, or is named
trustee in reliance upon the trustee's representation that the trustee has special skills or
expertise, has a duty to use those special skills or expertise. The comments to UPIA &z

provide asfollows:

etion that the Act should create an exception
case of smdler trusts. The Committee believes that
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Practice No. 4.1 (continued)

A trusee under the UPIA is given the authority to delegate invesment and management
functions, as long as the following requirements are met:

A trustee may delegate investment and management functions that a prudent trustee of
comparable skills could properly delegate under the circumstances. The trustee shall
exercise reasonable care, skill, and caution in:

(1) Selecting an agent;

(2) Establishing the scope and terms of the delegation, consistent with the
purposes and terms of the trust; and

(3) Periodically reviewing the agent’s actions in order to monitor the agent’s
performance and compliance with the terms of the delegation. [UPIA 89(a)(1-

3)]

Whether the trustee or an investment manager sdlected by the trustee implements the investment
drategy, the implementation of an investment drategy must be carried out in a manner that will
satisfy the duty of prudence st forth in UPIA 82(a) and, in so doing, the responsble fiduciary
mugt take into congderation such of the following factors as are rdevant to the trust or_ its
beneficiaries (@) generd economic condltlons, (b) the possble effects of inflation or deflaio

return from income and the gppreciation of capitd, (f) other resour
needs for liquidity, regularity of income, and preservation or app '

of the beneficiaries. [UPIA 82(c)]
[IBP] One approa:h for fquiIIing this d

specificaly required by UPIA
imposed upon the fiduc

serve asthe only credible evi -\
[IBP] As uciary deegates invetment respongbility to an investment
iay is under a continuing obligation to monitor the actions of the

implementing the investment srategy. [UPIA 89(@)(3)] Agan, it would
itten due diligence process, and documentation of the results of that process,
e the monitoring function.
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Practice No. 4.1 (continued)

MPERS Requirements
MPERS providesthat:

A trustee or other fiduciary shall discharge duties with respect to a retirement system ...
with the care, skill, and caution under the circumstances then prevailing which a prudent
person, acting in a like capacity and familiar with those matters would use in the conduct
of an activity of like character and purpose. [MPERS 8§7(3)]

The comments to MPERS 8§7(3) state asfollows:

On the one hand, [8§8 7(3)] is not ntended to impose a rigid “ prudent expert” rule.
Retirement systems differ on a wide variety of parameters, and the prudence standard is
sensitive to factors such as the size, complexity, and purpose of each system. Fiduciaries
should be evaluated, not against a single prudent expert, but in terms of the actions of
prudent fiduciaries for other similar systems facing similar circumstances. At the same
time, [87(3)] does not permit comparison to a prudent amateur. Fiduciarieswill be held to
no lower standard that that of others“ familiar” with those matters.

As with ERISA and UPIA, MPERS provides that a trustee may deegate duties, including the
duty to manage and invest trust assets, to an investment manager. [MPERS 86(a)] In so doing,
MPERS requires that the trustee act with reasonable care, skill, and caution. [MPERS 86(b)(1

plays within the overdl portfolio of the retireme
(d) the expected totd return from income a ‘

plans, the adequacy of funding fa
may bear this responghility eirectl
to exercise reasonable '
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Practice No. 4.1 (continued)

Section 8(b) of MPERS, the requirements for a statement of investment objectives and policies
arelaid out in some detal:

A trustee with authority to invest and manage assets of a retirement system shall adopt a
statement of investment objectives and policies for each retirement program or grouping
of programs. The statement must include the desired rate of return on assets overall,
the desired rates of return and acceptable levels of risk for each asset class, asset-
allocation goals, guidelines for the delegation of authority, and information on the
types of reports to be used to evaluate investment performance. At least annually, the
trustee shall review the statement and change or reaffirmit. [Emphasis added] [MPERS
88(b)]

Contrary to ERISA and the UPIA, MPERS is explicit in requiring a statement of investment policies be
prepared in significant detail. The specified level of detail in Section 8(b) is designed to facilitate
achieving the plan’'s investment strategy. At a minimum, the due diligence process should include
requirements that the factors listed in MPERS 88(a)(1) are consdered in the implementation of
an invesment drategy, and that the investment manager's or trustee's findings or conclusons as
to such factors are documented. Such a practice would provide (i) a means to ensure that the
minimum dadard of care and bare legad requirements imposed by MPERS are being satisfied
by the individud implementing the investment drategy, (i) a tool to evaduate the performance of
an invesment manager where the implementation of an investment drategy has been delegated,

and (iii) a means to demondrate that the required level of care, skill, and caution was
in the implementation of the investment drategy.
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PRUDENT INVESTMENT PRACTICES
Practice No. 4.2

Thefiduciary isfollowing applicable “ Safe Harbor” provisions (when elected)

ERI SA Requirements

There are no bright-line safe harbors under ERISA, that is, provisons that set forth clear,
specific, and objectively measurable guidelines which, if satisfied, will assure a fiduciary that he
may not be held lidble for a breach of fiduciary duty in connection with the performance of his
invesment duties with respect to an employee benefit plan. There are, however, three
exculpatory provisons that sometimes are referred to as safe harbors. A determination that the
fiduciary has complied with these provisons will insulate a fiduciay from cdams that he or she
has breached its fiduciary duty in connection with the plan's invesments  These three
exculpatory provisons are set forth in the regulaions promulgated under ERISA 8404(Q)
(rdldting to the exercise of the requidte prudence in making investment decisons), ERISA
8402(c)(3) (relating to the prudent appointment and monitoring of an investment manager), and
ERISA 8404(c)(1)(B) (relating to participant directed investments).

Section 404(a) Regulations.  Section 404(8)(1)(B) of ERISA provides that a fiduci
discharge his duties with respect to a plan with the care, kill, prudence, and dil

crcumstances then prevailing that a prudent man, acting in a like capacity 3
matters, would use in the conduct of an enterprise of a like character
DOL has promulgated regulations concerning the application of thi
with the fiduciaries fulfillment of ther invesment duties. -CER
preamble to those regulations states that the regulation

e satisfied the requirements of the

who comply with the provisions o
i eregulation as to the status of activities

“prudence’ rule, but no opir
undertaken or perfor e

The regulation

an invest or aHNVES ‘
thi iay:
iven appropriate consideration to those facts and circumstances that,
lven the scope of such fiduciary's investment duties, the fiduciary knows or should

know are relevant to the particular investment or investment course of action
involved, including the role the investment or investment course of action playsin
that portion of the plan's investment portfolio with respect to which the fiduciary
has investment duties; and
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Practice No. 4.2 (continued)
(B) has acted accordingly. [29 CFR 2550.404a-1(b)(1)]

The regulation goes on to provide that:

“ appropriate consideration” shall include, but not necessarily be limited to, (A) a
determination by the fiduciary that the particular investment or investment course
of action is reasonably designed, as part of the portfolio ... to further the purposes
of the plan, taking into consideration the risk of loss and the opportunity for gain
(or other return) associated with the investment or investment course of action, and
(B) consideration of the following factors as they relate to such portion of the
portfolio:

(i) The composition of the portfolio with regard to diversification;

(ii) The liquidity and current return of the portfolio relative to the anticipated
cash flow requirements of the plan; and

(i) The projected return of the portfdio relative to the funding objectives of
the plan. [29 CFR §2550.404a-1(b)(2)]

[IBP] Nether ERISA nor DOL regulaions explicitly require tha an invesment fiduciary
comply with the safe harbor provided in the regulation under Section 404(a). The preamblg

for fiducaries to comply with this safe harbor.

Appointment of Investment Manager. If a plan aopoi
fiduciary is ligble for the acts or omissons of such i

A0S )
inting the investment

manager and in monitoring its activities - “ 15-8 (FR-17Q) and 2509.94-2].
While not a safe harbor as such, opointment Of an-iAvestment manager does relieve the

u-\ ¥, complies with the requirements of ERISA Section 404(c), the
eved |of Midbility for losses sustained by paticipants arisng out of ther
Adthough the preamble to ERISA 8404(c) provides that it is not a safe
, it ‘eften is often described as such. [See, e.g., DOL Miscelaneous Document,
v of 401(k) Plan Fees and Expenses] Again, even though not a safe harbor,
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Practice No. 4.2 (continued)
UPI A Requirements

As with ERISA, UPIA provides no objectively determinable safe harbors. A determination that
a fiduciay has complied with UPIA 89(a), rdaing to ddegation of investment responghility,
however, will protect such fiduciary from clams for breach of fiduciary duty with respect b the
investments made on behdf of the trust. Section 9(a) of UPIA provides asfollows:

A trustee may delegate investment and management functions that a prudent trustee
of comparable skills could properly delegate under the circumstances. The trustee
shall exercise reasonable care, skill, and caution in:

(1) Sdecting an agent;

(2) Establishing the scope and terms of the delegation,
consistent with the purposes and terms of the trust; and

(3) Periodically reviewing the agent's actions in order to
monitor the agent’s performance and compliance with the
terms of the delegation. [UPIA 89(a)(1-3)]

UPIA 89(c) then shidds the trustee from liability for the invesment decisons of a ey
manager as long as the prudence requirements of UPIA 89(a) are met. Section 9(c) provides:

whom the function was delegated. [UPIA 89(c)]

These sections credte a type of safe harbor for the tr
manager, 0 long as the trustee acts prudently in

and in monitoring its activities periodically th Q

the UPIA, MPERS adso provides an exculpatory
, abolves the trustee of ligbility for the actions of a
anager if the trustee exercises the requidite care, skill, and caution
to, and monitoring the invesment manager. That provison is st

aga
CIHTh

MPERS Requirements

A trustee or administrator who complies with subsections [6](a) and (b) is
not liable to the retirement system, or to its participants or beneficiaries for
the decisions or actions of the agent to whom the function was del egated.
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Practice No. 4.2 (continued)

Section 6(a) gives the trustee the authority to delegate investment functions subject a prudence
dandard, s0 that the trustee is able to “ddlegate functions a prudent trustee acting in a like
capacity and familiar with those matters could properly delegate under the circumstances”
[MPERS 86(a)] Section 6(b) then establishes the guidelines for the del egation:

Thetrustee ... shall exercise reasonable care, skill and caution in:
(1) Selecting an agent;

(2) Establishing the scope and terms of the delegation,
consistent with the purpose and terms of the retirement
program; and

(3) Periodically reviewing the agent’'s performance and
compliance with the terms of the delegation.

While limited in scope, MPERS does afford relief from liability for fiduciaries who act prudently
in the selection, delegation, and monitoring of money managers.
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PRUDENT INVESTMENT PRACTICES

Practice No. 4.3

I nvestment vehicles are appropriate for the portfolio size

ERI SA Requirements

A fiduciay of an employee benefit plan is required to discharge his duties with respect to an
employee benefit plan with the care, sill, prudence, and diligence under the circumstances then
prevailing that a prudent man, acting in a like capacity and familiar with such matters, would use
in the conduct of an enterprise of a like character and with like ams. [ERISA 8404(a)(1)(B) and
29 U.S.C. 81104(a)(1)(B)] One of the circumstances then prevailing when afiduciary makes an
investment decision is the sze of the plan. Another requirement imposed on such a fiduciary is
that he or she diversfy plan investments so that the risk of large lossesis minimized:

A fiduciary shall discharge his duties with respect to a plan solely in the interest of the
participants and beneficiaries and
.. by diversifying the investments of the plan so as to minimize the risk of |larg
losses, unless under the circumstances it is clearly prudent not to do so
8404(a)(1)(C) and 29 U.S.C. 81104(a)(1)(C)]

Although no datute or regulation <specifies jut what condit
invetments, the legidaive higory of ERISA contemplaes th
account in meeting the diversfication requirement isthe Sze of ¢ S

uirement to diversfy cannot
er the facts and circumstances of

974 U.S. Code Cong. & Admln News 5038 5084- 5085 (Conference Report at 304)]
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Practice No. 4.3 (continued)

Numerous court cases have examined the importance of diversfication of plan assets. See, eg,
Metzler v. Graham, 112 F.2d 207, 20 E.B.C. 2857 (5" Cir. 1997) and Marshall v. Glass/Metal
Ass'n. and Glaziers and Glassworkers Pension Plan, 507 F. Supp. 378 (D.Hawaii 1980). In one
case, GIW Industries, Inc. v. Trevor, Sewart, Burton, & Jacobsen, Inc., 10 E.B.C. 2290 (SD.Ga
1989), aff'd 895 F.2d 729 (11" Cir. 1990), the court examined the role of the investment
manager and whether a breach of the duty to diversfy under ERISA, had occurred. The court,

quating Leigh v. Engle, 858 F.2d 361, 368 (7th Cir. 1988), cert. denied, 489 U.S. 1078 (1989)
sad:

When investment managers make decisions, they do not view individual investments in
isolation. Rather, the goal is to create a diversified portfolio that balances appropriate
levels of risk and return for the investor. The risk of a given instrument is neutralized
somewhat when the investment is combined with othersin a diversified portfolio. The risk
inherent in the entire portfolio is less than that of certain assets within that portfolio.

Ideally, after diversification, only market risk remains. Likewise, the return from a
portfolio over time should be more stable than that of isolated investments within that
portfolio. [Leigh at 368]

Where the amount to be invested is rdativey limited, it may be more difficult to achieve the

levd of divergficatiion required by ERISA. Although arisng in a different context, 29 CFR
§2550.404c-1(b)(3)(1)(C), deding with participant directed invesment, suggests a m f
doing so:
e
means

that the opportunity to invest in look-through investment vehi
to ensure an opportunity to achieve appropriate diversificati 5 y satisfy the

A trustee shall diversify the investments of the trust unless the trustee reasonably

determines that, because of special circumstances, the purposes of the trust are better
served without diversifying.
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Practice No. 4.3 (continued)

The Comments to UPIA 83 then discusses how the sze of the trust can contribute to the
difficulty of diversfying and suggests investments suitéble to endble a gndl trust fund to
diversfy thoroughly by congtructing its own portfolio of individualy sdected investments.

Transaction costs such as the round lot (100 share) trading economies make it relatively
expensive for a small investor to assemble a broad enough portfolio to minimize
uncompensated risk. For this reason, pooled investment vehicles have become the main
mechanism for facilitating diversification for the investment needs of smaller trusts. [UPIA
§3, Comments]

These comments recognize that, where a smdl trust is unable to achieve appropriate
diversfication through individua securities (because, for example, of transaction cogts),
prudence requires the use of pooled investment vehicles g.g., mutud funds). And while a large
trus might be adle to utilize eight or ten asset classes to achieve suitable diverdfication, a
smdler trus might only be able to use four or five (again, through pooled \ehicles) because there
are not enough assets to invest in any one category to make the investment meaningful.

MPERS Requirements

Section 7(3) of MPERS sats forth the general requirement that a trustee or other fiduciary
discharge his or her duties with respect to a retirement sysem with the care, skill, and caution

character and purpose. The Sze of the trust corpus is one of the circumsta:
that a trustee or other fiduciary must teke into account when making i '
discussed above with respect to ERISA and the UPIA, the Sze G

Section 8(a)(1) of MPERS provides(a u -

) \\@e

t or course of action plays within the overall portfolio of
phasis added) or appropriate grouping of programs; [ and]

A gly, under MPERS, invesment decisons will be dependent to some degree on the
overdl portfolio, including its sze, and the plan's needs for liquidity, income, and capita
preserveion or gppreciation, which are dso, in pat, a function of the sze of the invesment
portfalio.
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PRUDENT INVESTMENT PRACTICES
Practice No. 4.4

A duediligence processisfollowed in selecting service providers, including the custodian

ERISA Requirements

ERISA requires that the written ingrument of every employee benefit plan must name one or
more fiduciaries who have the authority to control and manage the operation and administration
of the plan and describe any procedure under the plan for the dlocation of responshilities for the
operation and administration of the plan. [ERISA 88 402(a)(1) and (b)(2)]

ERISA dso requires that a fiduciary of an employee benefit plan discharge his duties soldy in
the interest of plan participants and beneficiaries and with the care, kill, prudence, and diligence
under the circumstances then prevaling that a prudent man, acting in a like capacity and familiar
with such matters, would use in the conduct of an enterprise of like character and like ams.
[ERISA 8404(8)(1)(B)]

In sdecting sarvice providers for the plan, induding the cugtodian of the plan assets, the
fiducary will need to comply with the genera loydty and prudence standards imposed by
ERISA 8404(8)(1). The DOL has amplified on this requirement. For example, in disc g \the
provison of investment education to participants, the DOL clearly dtated the regui

NS

pecifical
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Practice No. 4.4 (continued)

The DOL has stated that:

[1]n choosing among service providers, as well as in monitoring and deciding whether to
retain a service provider, the [responsible fiduciary] must objectively assess the
qualifications of the service provider, the quality of the work product, and the
reasonableness of the fees charged in light of the services provided. [DOL Information
Letter, Qudified Plan Services (07/28/1998); See dso, DOL Information Letter, Service
Employeds International Union (02/19/1998)]

These Information Letters indicate the DOL’s view that, in order to fulfill the duty of prudence
in sdecting a sarvice provider (which would include a custodian for plan assets), plan fiduciaries
must employ a due diligence process. While ERISA does not impose specific criteria for that
process, such a process mugt include examination of the factors lised in the cited Information
Letters as wdl as other factors which may be rdevant in a particular Stuation including, for
example, the security policies and practices of a custodian.

UPI A Requirements
Section 9(a) of the UPIA providesthat:

A trustee may delegate investment and management functions that a prudent trustee
comparable skills could properly delegate under the drcumstances. It adso co't| S
power by providing that: The trustee shall exercise reasonable care, skill and
(1) selecting an agent; (2) establishing the scope and terms of the

delegation.

This specific duty of prudence is coupled with
8§2(a) which provides as follows:

A trustee shall invest anc
the purposes, ter i

satisfying t

trustee shall make a reasonable effort to verify facts relevant to the investment and
management of trust assets. [Emphasis added)]
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Practice No. 4.4 (continued)

The trustee a0 is under an obligation to only incur costs that are appropriate and reasonable in
relation to the assets, the purposes of the trust, and the skills of the trustee. [UPIA 87] The
commentsto UPIA 87 provide that:

[W] asting beneficiaries money is imprudent. In devising and implementing strategies for
the investment and management of trust assets, trustees are obligated to minimize costs.

[IBP] Thus, the trustee subject to UPIA has the authority to engage service providers, including
a cugtodian, subject to the foregoing conditions. These requirements would appear to require the
trusee to engage in a ratonad due diligence process designed to engage service providers
(including a cugtodian, where gppropriate), who are competent to render the required services for
the management of the trust a& no more than reasonable costs. The establishment of a written
due diligence process, and documenting the trustee’s actions in connection with these duties,
would provide evidence of the trusteg's satisfaction of the duty of prudence.

MPERS Requirements

As do ERISA and the UPIA, MPERS imposes an overriding genera standard of prudence upon
trustees or other fiduciaries in the performance of dl of ther duties, induding the sdection of a
custodian or other service provider. This standard is set forthin MPERS 87 asfollows:

Atrustee or other fiduciary shall discharge duties with respect to aretir

(2) For the exclusive purpose of providing benefits to p
reasonabl e expenses of administering the system;

(3) With the care, skill, and caution under the Ci
prudent person acting in a like capacity a f% (8
{ dl 10

delegation requir
ERISA.

stor administrator may delegate functions that a prudent trustee or
strator acting in a lke capacity and familiar with those matters could properly
al

.g“@» s \0f\ ERIS o\ 03(8)(2) and 404(8)(1)(B), but is more permissve than

te under the circumstances.
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Practice No. 4.4 (continued)

(b) The trustee or administrator shall exercise reasonable care, skill, and caution in:
(1) Secting an agent; and

(2) Establishing the scope and terms of the delegation, consistent with the purposes
and terms of the retirement program ... [MPERS 86(a) and (b)(1) and (2)]

[IBP] As with ERISA and the UPIA, the genera prudence standard imposed under MPERS, as
well as the specific duty of the trustee or fiduciary to control codsts, as discussed above, would
seem to imply a requirement that a due diligence process be developed and implemented with
repect to the sdection of a service provider that will establish standards for the qudifications of
such provider, require that an appropriate investigation is under taken to ensure that the provider
satisfies such qudifications, and set forth procedures to ensure that the cods for the services
obtained are no more than reasonable under the circumstances and that the contract or other
arrangement to be entered into does not impose any unreasonable or disadvantageous provisions
upon the retirement system.
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PRUDENT INVESTMENT PRACTICES

Practice No. 5.1

Periodic reports compare investment performance against appropriate index, peer group, and
| PS objectives

ERI SA Requirements

ERISA dates that any employee benefit plan may provide that the named fiduciary of such plan
who controls the management of the plan assets may appoint an investment manager or
managers to manage any assats of the plan. [ERISA 8402(c)(3)] The investment manager must
be prudently sdected by the named fiduciary, and must saisfy the requirements of ERISA
83(38). The named fiduciary who made the gppointment has an ongoing responshility to
monitor the performance of the investment manager. This duty to monitor is described in 29
CFR 82509.75-8 (FR-17Q) asfollows:

At reasonable intervals, the performance of trustees and other fiduciaries [such as
investment managers] should be reviewed by the appointing fiduciary in such
manner as may be reasonably expected to ensure that their performance has been
in compliance with the terms of the plan and statutory standards, and satisfies
needs of the plan. No single procedure will be appropriate in all ;
procedure adopted may vary in accordance with the nature of the
facts and circumstances relevant to the choice of the procedure

The duty to monitor has also been recognized by the cou

F.2d 113 (7" Cir. 1984), the court held that the fiducidri ".:
plan adminigrators with the authority to d|r @ ) ments had a concomitant
duty to appropriately monitor the administ S, \actions F2d a 134-35] [See also,
Atwood v. Burlington Indus. Equi ‘ ) EB.C.\2009 (M.D.N.C. 1999) (failure to monitor
gppointees leads to liability for breac

igh'v. Engle, 727
ecting and retaining
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Practice No. 5.1 (continued)

In addition, some degree of informa monitoring should take place between the scheduled
monitoring meetings so that immediate action can be teken if there are extreme or sudden
deviations from the standards in the invesment policy. On a practical bass, most large plans
have quaterly monitoring meetings, while smdl plans ae more likdy to monitor the
invesments annualy. Even quarterly monitoring meetings may not be frequent enough if the
facts and circumstances of a given case or time frame indicate that it would be reasonable and
prudent to monitor more frequently.

Although ERISA does not have a specific requirement that plan fiduciaries edablish an
invesment policy statement (“IPS’) (see Practice No. 1.1), DOL regulations ties the duty of
prudence under ERISA to an IPS;

The maintenance [ by an employee benefit plan] of a statement of investment policy

.. is consistent with the fiduciary obligations set forth in ERISA 8404(a)(1)(A) and
(B) ... the term "statement of investment policy” means a written statement that
provides the fiduciaries who are responsible for plan investments with guidelines or
general instructions concerning various types of investment management decisions.
[DOL Reg. §2509.94-2]

The cited regulations go on to describe the import and the contents of an invesment policy
gatement as follows:

governing the plan” within the meaning of ERISA 8404(a)(1)(D).
manager to whom such investment policy applies would be required t

issues of prudence, diversification, and other fiduciary requirements of ERISA.
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Practice No. 5.1 (continued)

Therefore, the DOL’s regulatory interpretation of ERISA is tha the activities of an investment
manager must be periodicdly monitored by the gppointing fiduciary a reasonable intervds, and
there must be written documentation of such monitoring.

[IBP] The IPS should set forth the appropriate benchmarks, indices, peer groups, and investment
objectives agangt which the performance of the invesments sdected by the investment manager
and the performance of the investment manager are to be evaluated Gee Practice No. 3.5). The
IPS dso should describe the actions to be taken when an investment fals to meet the criteria
edablished in the IPS. Findly, when the performance of the investment manager is evauated,
reports should be prepared which document the information reviewed; the performance of the
investments sdected by the investment manager agangt the benchmarks, indices, peer groups,
and investment objectives set forth in the IPS; and the conclusions reached.

UPI A Requirements
UPIA providesthat:
[a] trustee shall invest and manage trust assets as a prudent investor would, by considering
the purposes, terms, distribution requirements, and other circumstances of the trust .« In
satisfying this standard, the trustee shall exercise reasonable care, skill, gaution.
[UPIA 82(a)]
ng

Managing as used in UPIA 82(a) embraces monitoring, that | : %
e \aS e trusteg's

when a trusee has acted within UPIA’S dandards in sdecting an  investment

trustee retains the fiduciary respongbilities to define the scope and terms of the
delegation, and to evduate the invetment manager's performance in light of the scope and terms
of the delegation.
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Practice No. 5.1 (continued)

[IBP] While the UPIA does not have a specific requirement for an investment policy statement,
its provisons contemplate that a fiduciary will engage in a prudent process in managing a trust’s
asHs.  An invesment policy is inherent in that process, snce it covers issues such as the
section and review of invesments, the use of advisors, and so on. Whether that investment
policy must be reduced to writing is a manner of best practices and of the facts of the particular
case (See Practice No. 3.1).

As under ERISA, UPIA does not edtablish specific criteria for the timing of the review of an
investment manager's performance. Rather, it provides that the trustee must

exercise reasonable care, skill, and caution in periodically reviewing the [investment
manager's] performance and compliance with the terms of the delegation. [UPIA

89(a)(3)]

Accordingly, there is no safe harbor upon which a trustee can rdy in determining the frequency
of monitoring which will satidy its obligation to periodicaly review the invesment manager's
actions. A trusee appointing an investment manager must determine the frequency of the
reviews under the circumstances, teking into account such factors as the genera economic
conditions then prevaling, the sze of the trust corpus, the invesment srategies employed, the
investment objectives sought, and the volatility of the invesments sdected. [IBP] As noted in
the discusson concerning ERISA, some degree of informa monitoring should take
between the scheduled monitoring meetings so that immediate action can be taken witl

to extreme or sudden deviations from the standards established in the investment policy.

[IBP] While there is no explicit requirement, best practices
requirements) suggest that the monitoring meetings and

manager's performance agangt the benchmark
in the investment policy statement.

setsout t ori
ee or-administrator may delegate functions that a prudent trustee

N
\ Intstrator, acting in a like capacity and familiar with those matters,

outd properly delegate under the circumstances.
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Practice No. 5.1 (continued)

(b) The trustee or administrator shall exercise reasonable care, skill, and
caution in:

(1) Selecting an agent;

(2) Edablihing the soope and terms of the ddegation, conggtent
with the purposesand terms of the retirement program;, and

(3) Periodically reviewing the agent’s performance and compliance with the
terms of the delegation. [MPERS 8§6(a) and (b)(1 - 3)]

The Comments to 86 contemplate that the power to delegate includes the authority to delegate
the investment and management of trust assts in Sating that:

[A] trustee could not prudently agree to an investment management agreement containing
an exculpation clause that leaves the trust without recourse against reckless
mismanagement.

MPERS specifically requires that an IPS be devel oped:

A trustee with authority to invest and manage assets of a retirement system shall
adopt a statement of investment objectives and policies for each retirement prograw@

or reaffirmit. [MPERS §8(b)]
The Comments to Section 6 sate:

Subsection 6(a) would gene
adopt a statement of

Further, the trustee gppointing an investment manager has a specific duty to periodicdly review
the investment manager’s performance and compliance with the terms of the delegation, i.e., the
goplicable provisons of the IPS. Moreover, in so doing, the trustee must act with reasonable
care, ill, and caution.
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Practice No. 5.1 (continued)

[IBP] Neither MPERS nor its comments specify the frequency for the periodic reviews required
by MPERS 86(b)(3). Accordingly, in keeping with the duty of prudence, a trustee gppointing an
invetment manager must determine the frequency of the reviews necessasy under the
crcumgances, teking into account such factors as the generd economic conditions then
prevaling, the sze of the trus corpus, the invesment drategies employed, the investment
objectives sought, and the voldaility of the invesments sdected. Some degree of informd
monitoring should teke place between the scheduled monitoring meetings o that immediate
action can be taken with respect to extreme or sudden deviations from the standards established
in the investment policy.

The generd fiduciary dtandards may require documentation of the monitoring and performance
reviews. A trusee who has delegated investment and management functions in compliance with
the requirements of MPERS 886(a) and (b), including the duty to monitor, is not ligble to the
retirement system or to its participants and beneficiaries for the decisons or actions of the
investment manager. [MPERS 86(d)] It may be difficult to prove compliance with MPERS
886(a) and (b) without written periodic performance reports which evidence the trustee's
monitoring of the investment manager's peformance againg the benchmarks, indices, peer
groups, and investment objectives set forth in the investment policy satement.

Copyright Notice: L egal M emorandums, Copyright © 2002. Reish Luftman McDaniel & Reicher.
This document may not be copied or redistributed without the written permission of:
Reish Luftman McDaniel & Reicher (310) 478-5656 or the Foundation for Fiduciary Studies (412) 390-5077.
Page 95



PRUDENT INVESTMENT PRACTICES

Practice No. 5.2

Periodic reviews are made of qualitative and/or organizational changes of investment
decision-makers

ERI SA Requirements

ERISA provides that any employee benefit plan may provide that the fiduciary named by the
plan to manage the plan's assets may gppoint an investment manager or managers to manage any
asts of the plan. [ERISA 8402(c)(3)] An investment manager must be prudently sdected and
monitored, and must satisfy the requirements of ERISA 83(38). If an investment manager is
gopointed, the named fiduciary tha made the gppointment has an ongoing responghility to
monitor the performance of the investment manager a reasonable intervals. [29 CFR §2509.75-
8 (FR-17Q)]

[IBP] There is no specific standard that dictates how often the monitoring must be conducted.
Such monitoring must occur a intervals that are reasonable and appropriate under the
crcumgtances.  Accordingly, monitoring must be conducted a intervals tha are approprlate
given the congderations which could materldly |mpa:t the mv&tment managers and

ot fees paid to service providers,
incuding invetment managers, a S the levd and qudity of sarvices
provided. [See, eg., DO . 8265
401(k) Plan Fees, U.

Reprinted 9/1998

of e qudltatlve performance and/or organizationa changes to the mv&stment
made at reasonable intervals. Factors such S those Ilsted belovv may be

(& Staff turnover - Has there been turnover in the professord or service staff of the
invesment manager such as that the qudity of the sarvice and invetment results
provided by the invesment manager in the past may not be maintained in the future?
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Practice No. 5.2 (continued)

(b) Organizational dructure - Are there, or have there been, any changes to the
organization gdructure of the invesment manager, including mergers and/or acquigitions
involving the invesment manager, such as tha the quaity of the service and investment
results provided by the investment manager in the past may not be mantained in the
future?

(c) Level of service provided - Does the invessment manager provide the same or better
level of service tha is avalable in the maketplace for comparable fees? Where
goplicable, does the investment manager provide online access to account information for

participants?

(d) The quality and timeliness of the investment manager's reports to the fiduciary
and, where applicable, to the plan participants and beneficiaries - Do the reports
contain al of the information that is necessay and useful to the appointing fiduciary?
Are the reports consstently provided on atimely basis?

(e) The quality and timeliness of the investment manager's response to requests for
information - Does the invetment manager consstently respond to requests for
information by the gppointing fiduciary in a timey manne? Do the responses contan
the information requested? Are the responses easily understood?

() Investment education - Where gpplicable, does the investment
adequate explandion of the investment decisons it makes and the factor:

invesment education to plan paticipants on a levd tha |

L %®

age st Sssel sas a prudent investor would, by considering the

UPI A Requirements

UM A providesthat a

sed in UPIA 82(a) embraces monitoring, that is the trustegs continuing
for overdght of the suitability of investments dready made as wel as the trustee's

[a] trustee may delegate investment and management functions that a prudent trustee of
comparable skills could properly delegate under the circumstances.

Copyright Notice: L egal M emorandums, Copyright © 2002. Reish Luftman McDaniel & Reicher.
This document may not be copied or redistributed without the written permission of:
Reish Luftman McDaniel & Reicher (310) 478-5656 or the Foundation for Fiduciary Studies (412) 390-5077.
Page 97



Practice No. 5.2 (continued)
That section goes on to ate that:

[t]he trustee shall exercise reasonable care, skill, and caution in ... periodically reviewing
the agent's actions in order to monitor the agent's performance and compliance with the
terms of the delegation.

The fiduciary must exercise reasonable care, ill, and caution in the performance of his or her
duties with respect to the invessment and management of trust assats. [UPIA 82(a)] As noted
above, such duties include the duty to monitor the peformance of invesments and the
invetment manager a reasonable intervas.  These duties aso include the duty to only incur
codts that are appropriate and reasonable. [UPIA 87] The comments to UPIA 87 succinctly
date that: Wasting beneficiaries money is imprudent. If the qudity of the services provided by
an invesiment manager do not meet the requirements of the trudt, the fees being paid for such
services could be found to have been wasted.

[IBP] The intervals a which such reviews are conducted should be reasonable and appropriate
under the crcumdances. The following factors may be materid in determining the frequency,
extent and monitoring of the invesment managers in mogt crcumdances the volaility of
investments, the trus sze, and the sarvices being required of the investment manager. The
review would likely include the ligt of issuesin the ERISA section of this Practice.

MPERS Requirements @
A trustee subject to MPERS may deegate the authority to invest tr 0
manager. MPERS 86(a) provides:

or administrator
erly delegate under the

) Establishing the scope and terms of the delegation, consistent with
he purposes and terms of the retirement program; and

(3) Periodically reviewing the agent's performance and compliance
with the terms of the delegation.
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Practice No. 5.2 (continued)

Accordingly, if invesment duties have been ddegaied to an invetment manager, the trustee
making such gppointment is under a continuing duty to exercise reasoreble care, <kill and
caution in monitoring the performance of the invesment manager. A trustee subject to MPERS
is under a duty to incur only costs that are reasonable and appropriate. [MPERS 8§7(5). The
duty to exercise reasonable care <kill and caution in monitoring the peformance of an
investment manager coupled with the duty to only incur costs that are reasonable and gppropriate
under the circumstances, requires that a periodic review of the qudity and cost of the services
provided by an invesment manager be performed to ensure that the assets of the trust are
prudently managed and the expenditures are properly applied. [See Comments to MPERS 87(5)]

Such a review could include such of the issues lisged a the end of the ERISA section of this
Practice.
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PRUDENT INVESTMENT PRACTICES

Practice No. 5.3

Control procedures arein place to periodically review policies for best execution, soft dollars,
and proxy voting

ERI SA Requirements

ERISA dates that any employee benefit plan may provide that the named fiducdiary of such plan
for the management of the plan assets may gppoint an investment manager or managers to
manage any asts of the plan. [ERISA 8402(c)(3)] An investment manager must be prudently
sdected and monitored, and must satisfy the requirements of ERISA 83(38). The named
fiducary that made the gppointment has an ongoing responsbility to monitor the performance of
the investment manager at reasonable intervals. [See, eg., 29 CFR 82509.75-8 (FR-17Q)] [ BP]
It should be noted that this is a common issue for large plans, but not smal plans which do not
typicdly use investment managers.

[IBP] There is no specific sandard for the frequency or timing of the monitoring. The
gopointing fidudary must discharge his duty to monitor the investment manager with the Ca

kill, prudence, and diligence required by ERISA 8404(a)(1)(B). Such monitoring :
intervas that are reasonable under the circumstances. [See, Practice No. 5.1] \

Best Execution. The DOL has described best execution asfollows;
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Practice No. 5.3 (continued)
The duty to monitor an investment manager includes the duty

to ensure that the manager has secured best execution of the plan's brokerage transactions
(considering the cost of commissions for the transaction as well as the quality and
reliability of the execution) and the commissions paid on such transactions are reasonable
in relation to the value of the brokerage and research services provided to the plan. [DOL
Information Letter, Prescott Asset Management (01/17/1992)(fn. 1)] [See adso, DOL
Information Letter, Refco, Inc. (02/03/1989) ([T]he plan fiduciary has an initial
responsibility to determine that the broker is capable of providing the best execution for the
plan's brokerage transactions. In addition, the plan fiduciary has an ongoing
responsibility to monitor the quality of the services provided by the broker and the
reasonableness of the commissions in relation to the totality of services received by the

plan.)]

Soft Dollars. PWBA ERISA Technicd Reease 86-1 (May 22, 1986) (the Technical Release)
describes soft dollar arrangements, with respect to employee bendfit plans, as typicdly involving
gtuations in which an invesment manager of an employee benefit plan or other plan fiduciary
purchases goods or services with a portion of the brokerage commisson paid by a plan to a
broker for executing a securities transaction. The Technical Release describes the import of soft
dollar arangements in connection with the obligations of fiduciary's of employee benefit plans
asfollows

securities transactions will be deemed to have acted unlawfully or
a fiduciary duty solely by reason of paying brokerage commis

vided by Section 28(e) is
to persons who exercise

ces, the transaction falls outside the protection afforded
e 1934 Act, and may be in violation of the securities laws and
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Practice No. 5.3 (continued)

Where an investment manager has entered into a "soft dollar” arrangement, Section
29(e) does not relieve anyone other than the person who exercises investment
discretion from the applicability of the fiduciary provisions of ERISA. Therefore,
the fiduciary who appoints the investment manager is not relieved of his ongoing
duty to monitor the investment manager to ensure that the manager has secured
best execution of the plan's brokerage transactions and to ensure that the
commissions paid on such transactions are reasonable in relation to the value of
the brokerage and research services provided to the plan. [footnotes omitted)]

Thus, in connection with soft dollar arangements, the fiduciary who appoints an investment
manager retains his or her obligations to (i) monitor the investment manager's performance (as
discussed above) and (ii) ensure that plan assets are used for the exclusive purpose of providing
benefits to plan participants and their beneficiaries, and defraying ressonable expenses of
adminigering the plan as required by ERISA 8404(a)(1)(A) in a manner which satisfies the
fiduciary's duty to exercise the care, sKill, prudence, and diligence required pursuant to ERISA
8404(a)(1)(B). This means tha the agppointing fiduciary should investigate whether the
invesment manager is engaging in any oft dollar arrangements and, if it is the fiducary must
ensure that the soft dollars are expended only for brokerage and research services which are
gopropriate and helpful to the plan, and ensure that no more than reasonable compensation was
paid by the plan for the value of the brokerage and/or research services rendered to the plan.

Proxy Voting. The fiducay respongbility to vote proxies appurtenant to shares of

Trust Co., (Georgia), 126 F.3d 1354, 1368 (11" Clr 1997 Bt e i 5 6 1998]
With respect to monitoring an mveﬂment manager's 3 onne Ith voting proxies,

and benefici
also requi

t of\ plan—assets, including decisions made and actions taken by the
manager with regard to proxy voting decisions. The named fiduciary
out this responsibility solely in the interest of the participants and
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Practice No. 5.3 (continued)

It is the view of the Department that compliance with the duty to monitor
necessitates proper documentation of the activities that are subject to monitoring.
Thus, the investment manager or other responsible fiduciary would be required to
maintain accurate records as to proxy voting ... the proxy voting records must
enable the fiduciary to review not only the investment manager's voting procedure
... but also to review the actions taken in individual proxy voting situations. [29
CFR 2509.94-2(1)]

Accordingly, the fidudary gppointing an invesment manager must nonitor the procedures
employed by an invessment manager in voting proxies and actions teken in connection with the
voting of proxies to ensure tha the interests of plan participants and beneficiaries are protected
by such actions (or inaction), and are not subordinated to other considerations.

UPI A Requirements

A trustee subject to the requirements of the UPIA is under an obligation to

invest and manage trust assets as a prudent investor would, by considering the purposes,
terms, distribution requirements, and other circumstances of the trust. [UPIA 82(a).

delegation.

UPIA 82(d) providesthat:

anaging trust assets, a trustee may only incur costs that are appropriate
in relation to the assets, the purposes of the trust, and the skills of the

T together, these fiduciary obligations require that the terms of the delegation of investment
and management functions are prudent and in the best interests of the beneficaies including
requiring that best execution practices are followed in dl securities transactions made involving
trust assets.  Falling this, the trust would be subject to the incurrence of unnecessary expense,
either because to high a price was paid for investments made or too low a price was obtained for
investments sold.
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Practice No. 5.3 (continued)

For the same reasons, a trustee's fiduciary obligations require that a prudent delegation of
invesment management authority include directions to the invesment manager with respect to
soft dollar arrangements.  The failure to do so would subject the trust to possible expenditures
that yidd no benefit to the trust. The ddegation could redtrict such arrangements so that the soft
dollars are expended for brokerage, research, or other services for the benefit of the trust, and not
for the bendfit of the investment manager, the employer, or any other person or entity.
Moreover, prudent monitoring would seem to require that procedures are in place to periodicaly
review a money manager’s policies with respect to soft dollar arrangements to make sure that the
trusts assets are not wasted in violation of UPIA §7.

With respect to proxy voting, the trustee is under a duty to invest and manage trust assets as a
prudent investor would, exercisng reasonable care, skill, and caution in so doing. [UPIA 82(a)]

The trustee a0 is under a duty, pursuant to UPIA 89(a) to exercise care, ill, and caution to: (i)
edtablish the scope and terms of the delegation consstent with the purposes of the trugt, and (i)
periodicaly review the invetment manager's actions in order to monitor the agent's performance
and compliance with the terms of the delegation. These duties would gppear to require that: (i)
any ddegaion of invetment management duties include a reguirement that the investment
manager have policies and procedures in place to assure that the voting of proxies associated
with stock owned by the trust are voted in a manner most likely to preserve or enhance the vaue
of such stock, and (ii) the investment manager's voting of proxies is periodicaly reviewed to
ensure compliance with such requirement.

Of course, the efforts of the trustees or other fiduciaries, and the expe
commenaurate with the vaue obtained for the trust and its beneficiaries. /™

the trusee would produce little or only minor benefit, then the\ &fo
likewise be limited. @

MPERS Requirements

el [MPERS §7(3)]
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Practice No. 5.3 (continued)
Moreover, MPERS requires that:

A trustee with authority to invest and manage ... shall make a reasonable effort to verify
factsrelevant to the investment and management of assets of a retirement system. [MPERS

§8(a)(3)]

MPERS further requires that:

A trustee or other fiduciary shall discharge duties with respect to a retirement system ...
incurring only costs that are appropriate and reasonable. [MPERS 8§87(5)]

In making a delegation of the authority and duty to invest and manage assets, a trustee is under
an obligation to:

exercise reasonable care, skill, and caution in ... establishing the scope and terms of the
delegation, consistent with the purposes and terms of the retirement system ... periodically
reviewing the agent's performance and compliance with the terms of the delegation.
[MPERS 86(b)(2) and (3)]

Taken together, these fiduciary obligations require that the terms of the delegation of investment
and management functions are prudent and in the best interests of the beneficiaries, and therefore
must require thet:

() Best execution practices are followed in executing securities tr.
assets are not wasted,;

(ii)

(iii)
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PRUDENT INVESTMENT PRACTICES

Practice No. 5.4

Feesfor investment management are consistent with agreements and with the law

ERI SA Requirements

ERISA requires that the fiduciary of an employee benefit plan control the costs associated with
adminigering the plan and tha in so doing the fiduday must satisfy the generd duty of
prudence imposed by ERISA. ERISA 8404(a) states that:

[A] fiduciary shall discharge his duties with respect to a plan solely in the
interest of the participants and beneficiaries and,

(A) For the exclusive purpose of:

(1) Providing benefits to participants and their
beneficiaries; and

(i1) Defraying reasonable expenses of administering the plan ...

W

ng

3 (the July 28, 1998 Letter), relied on the
for fiduciaries to follow in determining

documents and instruments governing the plan insofar as such
s and'instruments are consistent with Title | of ERISA. In evaluating the
a plan of particular expenses, the fiduciaries must first examine the

of the plan documents, then the fiduciaries must determine whether such payment
would be consistent with Title | of ERISA ... In choosing among potential service
providers, as well as in monitoring and deciding whether to retain a service
provider, the trustees must objectively assess the qualifications of the service
provider, the quality of the work product, and the reasonableness of the fees
charged in light of the services provided ... [1998 WL 1638072 (P.W.B.A.)]
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Practice No. 5.4 (continued)

Accordingly, it is the pogtion of the DOL that the first duty of a fiduciary in connection with the
payment of fees to an investment manager is to determine whether the fees are condggtent with
the goplicable lav and with the terms of the plan. In fulfilling this duty, the fiducdary must
determine whether the law and the plan documents permit investment managers to be paid from
plan assts; then the fiduciary must determine that the fees charged are reasondble in light of the
services to be provided to the plan.

In Advisory Opinion 89-28A dated September 25, 1989 (the Opinion Letter), the Department of
Labor highlighted the fiduciary's duty to undersand the manner in which an invesment
manager's compensation was determined so that the fiduciary could determine that the fees were
reasonable:

[ERISA] Section 404 requires, among other things, a fiduciary to discharge his
duties respecting a plan solely in the interest of the plan's participants and
beneficiaries in a prudent fashion. Accordingly, the plan fiduciary must act
prudently with respect to the decison to enter into a performance-based
compensation arrangement with an investment manager, as well as to the
negotiation of the specific formula under which compensation will be paid
(including, where relevant, the choice of an appropriate index in relation to which
the investment manager's performance is to be compared). The Department further
emphasizes that it expects a plan fiduciary, prior to entering into a performance-
based compensation arrangement, to fully understand the compensation formul
and the risks associated with this manner of compensation, following disclosu

the investment manager of all relevant information pertaining to th

arrangement.  In addition, the plan fiduciary must be capabl |
monitoring the actions taken by the manager in the perfor S
compensation formula, the underlying p

duties. [1989 WL 435076 (E.R.I.S.A.)]
adan, §
to invetment managers. That | i

YA
undergand the amount of thefee (s e pad the investment manager, and the vaue of

the services.

Once the fiduci ds\the: amount and nature of the compensation to be pad to an

i Xt mahag e iay must determine whether the amount of the fees are reasonable.
S\NOte the July, 28, 1998 Letter, this determination must be made in light of the vadue of the

and as dluded to in the last sentence of the Opinion Letter, the plan fiduciary has an
ion to periodicdly review the peformance of the invesment manager. [29 CFR
§2509.75-8 (FR-17Q)] This review should incdude an evaduatiion of whether the fees reman
reasonablein light of the services provided.

ressonableness of fees
mplicated performance-based

ction 404(a) gpply to dl fees pad

While the foregoing definition of a plan fiducia
pad to an investment manager was written i
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Practice No. 5.4 (continued)

Moreover, ERISA Section 406(a)(1) provides that, except as provided in ERISA Section 408, a

fiduciary with respect to a plan shdl not cause the plan to engage in a transaction, if he knows or
should know that such transaction

... constitutes a direct or indirect ... furnishing of goods, services, or facilities between the
plan and a party in interest; [or] transfer to, or use by or for the benefit of, a party in
interest or any assets of the plan. [Emphasis added] A “party in interest” incudes a
person providing services to the plan. [ERISA 83(14)(B)] ERISA Section 408(b)(2),
however, provides that: The prohibitions provided in section 406 shall not apply to ...
[C]ontracting or making reasonable arrangements with a party in interest for office space,
or legal, accounting, or other services necessary for the establishment or operation of the
plan; if no more than reasonable compensation is paid therefor. [Emphass added)]

A sarviceis necessary

if the service is appropriate and helpful to the plan ... in carrying out the purposes for
which the plan is established or maintained. [29 CFR §2550.408(b)(2)]

Thus a fiducary tha engages an invetment manager to provide investment management
sarvices will not violate ERISA Section 406(@) in so doing, so long as the investment
management fees conditute no more than reasonable compensation for the services obtained and
such services are appropriate and helpful to the plan.

. "ga“

ticipantsin 401(k) plans, the DOL stated:

Ensure that fees are paid to service providers and other expenses of the
plan are reasonable in light of the level and quality of services provided

[“A Look at 401(k) Plan Fees,” U.S. Department of Labor, Pension
and Wedfare Benefits Adminigtration (2000)]
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Practice No. 5.4 (continued)

Thus a fiduciary under ERISA, in order to meet his responghilities, must ensure that the fees
pad to plan invesment managers and other service providers are reasonable under the
circumstances, and do not exceed those provided for in the investment manager's contract with
the plan.

UPI A Requirements

The duty of prudenceis aso arequirement of the UPIA.
A trustee shall invest and manage trust assets as a prudent investor would, by considering
the purposes, terms, distribution requirements, and other circumstances of the trust. In
satisfying this standard, the trustee shall exercise reasonable care, skill, and caution.
[UPIA 82(3a)]

The UPIA adso contains a specific section that addresses investment codts.
In investing and managing trust assets, a trustee may only incur costs that are appropriate
and reasonable in relation to the assets, the purposes of the trust, and the skills of the
trustee. [UPIA §7]

Asthe Comments to §7 state:

Wasting beneficiaries money is imprudent. In devising and |mpI
the investment and management of trust assets, trustees are ohtige
[UPIA §7, Comments]

iy to act prudently.
and management of

orms of compensation to be pad to the investment manager, directly or
the plan to be adle to ensure that the aggregate of dl such forms of compensation is
no\.more than ressonable compensation for the services the invesment manager will render to the
plan.
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Practice No. 5.4 (continued)

Moreover, UPIA 89(a) requires that when a trustee delegates investment duties, the trustee is
under aduty to exercise

reasonable care skill and cautionin . . . establishing the scope and terms of the delegation .
. and periodically reviewing the agents actions in order to monitor the agent's
performance and compliance with the terms of the delegation.

In order to facilitate a common understanding of the terms of the delegation, and to assg in the
monitoring function, al forms of compensation to be received by the invesment manager should
be addressed in the engagement agreement and the forms of indirect compensation received by
the investment manager should be periodicdly reviewed to insure compliance with any fee offset
provisons in the agreement's compensation terms.

[IBP] There is no explicit requirement that the delegation of the investment management be in
writing. However, as a matter of best practices, the terms of the deegation should be
documented. In addition, in a given case {.e, facts and circumstances), a court may find that the
generd fidudary prudence rules of UPIA required that the terms of the delegation be reduced to
writing.

MPERS Requirements

MPERS contains a section describing the duty of the trustee of a public
incur only reasonable cods. The trustee’'s generd fiduciary duties 3
section issmilar to ERISA.

A trustee or other fiduciary shall discharge duti
system:

equires fiduciaries to be motivated only by the objective of providing benefits and paying
reasonable expenses. [MPERS 87, Comments]

As to the issue of reasonable expenses, the Comments to 87(5) dtates that the duty to incur only
expenses that are reasonable and appropriate is a traditiona fiduciary duty under the law of
trusts.
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Practice No. 5.4 (continued)

As under the Restatement of Trusts and the Uniform Prudent Investor Act, determining
what costs are appropriate and reasonable will depend on factors such as the purpose of
the trust, the type of assets held, and the skills of the trustee or other fiduciary ... [F]or
example, trustees who are quite inexperienced on investment issues may be justified in
expending more for investment advice than trustees who are quite experienced. [MPERS
§7, Comments]

As under UPIA, the delegation of duties by as trustee subject to MPERS with respect to the
investment and management of trust assets in and of itself raises additiona issues with respect to
the reasonableness of codts incurred on behdf of the trust by the fiduciary. In deciding whether
to make such a ddegation, the trustee must be dert to protect the trust beneficiaries from
unnecessary duplication of expenses. If, for example the trustee’'s regular compensation
schedule presupposes that the trustee will conduct the investment manegement function, it
should ordinarily follow that the trustee will lower his or her fee when delegeting the investment
function to an outside investment manager. [MPERS 86, Comments|

Since an MPERS fiduciary has a legd duty to only pay reasonable expenses, the fiduciary must
understand the totad compensation to be paid to an investment manager, and must evauate the
reasonableness of that compensation relative to its vaue and to the marketplace. All forms of
compensation to be received by the investment manager should be addressed in the engagement
agreement, and the forms of indirect compensaion received by the investment managerxs
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PRUDENT INVESTMENT PRACTICES

Practice No. 5.5

“Findersfees,” 12b-1 fees, or other forms of compensation that have been paid for asset
placement are appropriately applied, utilized, and documented

ERI SA Requirements

ERISA 8404(a)(1)(A) provides that the fiduciary of an employee benefit plan

... shall discharge his duties with respect to a plan solely in the interest of the participants
and beneficiaries, and for the exclusive purpose of: (i) providing benefits to participants
and their beneficiaries; and (ii) defraying reasonable expenses of administering the plan.

ERISA 8404(3)(1)(B), in turn, requires that, in performing his duties with respect to a plan, a
fiduciary shdll act

... with the care, skill, prudence, and diligence that a prudent man, acting in a like capacity
and familiar with such matters, would use in the conduct of an enterprise of a like
character and with like aims.

to its dient plans (i) a volume submitter pla
adminidrative services, and (iii) investment~ Opti

he paticipants in their participant
es in the Opinion Letter, including
to its client plans. The Opinion Letter
n pat, the DOL's agpplication of ERISA
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Practice No. 5.5 (continued)

[1]t should be noted that ERISA's general standards of fiduciary conduct also would
apply to the proposed arrangement. Under section 404(a)(1) of ERISA, the
responsible Plan fiduciaries must act prudently and solely in the interest of the Plan
participants and beneficiaries both in deciding whether to enter into, or continue,
the abovedescribed arrangement with ALIAC, and in determining which
investment options to utilize or make available to Plan participants and
beneficiaries. In this regard, the responsible Plan fiduciaries must ensure that the
compensation paid directly or indirectly by the Plan to ALIAC is reasonable, taking
into account the services provided to the Plan as well as any other fees or
compensation received by ALIAC in connection with the investment of Plan assets.
The responsible Plan fiduciaries, therefore, must obtain sufficient information
regarding any fees or other compensation that ALIAC receives with respect to the
Plan's investments in each Unrelated Fund to make an informed decision as to
whether ALIAC's compensation for servicesis no more than reasonable.

Thus, it is the DOL's postion that compensation received by a party rendering services to an
employee bendfit plan in the form of 12b-1 fees, finder's fees marketing fees, and sub-transfer
agency fees or other amilar forms of compensaion based upon the plan's investments is paid
indirectly by the plan. Further, the Opinion Letter dates the DOL's pogtion that plan fiduciaries
have aduty to:

(i) Know whether its service providers are receiving such compensation,

(i)  Know the amount of such compensation; and

(i) Ensure that the total compensation, including such forms

ERISA Section 406(a)(1) provides that, ex
shdl not cause a plan to engage in 2
transaction

constitutes a dir 3 irec ing of goods, services, or facilities between the
teres ; investment advisor; [or] transfer to, or use by or

ing, or other sarvices, such as invetment management services, necessary for the
or operation of the plan, if no more than reasonable compensation is pad in
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Practice No. 5.5 (continued)

Accordingly, the criticadl andyds in delermining whether a transaction prohibited transaction
under ERISA 8406 has occurred, is whether more than reasonable compensation is pad to a
party in interest. [Brock v. Robbins, 830 F.2d 640, 644 (7" Cir. 1987)] As noted above,
compensation received by a sarvice provider (which would include an invetment manager) in
the form of 12b-1 fees, finder's fees or other forms of compensdion in connection with the
investments of an employee benefit plan must be incduded in determining whether more than
reasonable compensation has been paid for services rendered. Therefore, in order to avoid
causng a plan to engage in a prohibited transaction, plan fiduciaries need to be aware of al
forms of compensation to be received, directly or indirectly, by its investment manager or other
service providersin consideration of the services provided to the plan.

Moreover, ERISA Section 406(b)(1) prohibits a fiduciary, such as an investment manager with
the discretionary authority and control to manage, acquire, and/or dispose of plan assats, from
caudng the plan to engage in a transaction which would cause such fiduciary to receive
compensation for its own account, and ERISA 406(b)(3) prohibits such an investment manager
from recaving any form of payment for its own account from a third party, such as a mutud
fund or a mutud fund didribution company in connection with a dient plan's investment in such
mutud fund. These prohibitions aoply to finder's fees, 12b-1 fees and other forms of
compensation which an invesiment manager or other fiduciary receives from a mutud fund, or
the mutua fund's digribution company, in which the invesment manager has caused a plan to
invest. [See, e.g., DOL Advisory Opinion 97-15A.]

other service provider for services rendered to a plan. In additiQ
compensation by an investment manager or other service proviee

UPI A Requirements

UPIA requiresthat:
A trustee ' agetrust assets as a prudent investor would, by considering
the 0! fion requirements, and other circumstances of the trust. In

ati thi

andard, the trustee shall exercise reasonable care, skill, and caution.

Q
O

[ a)]

S0 contains a specific section that addresses investment costs.

In investing and managing trust assets, a trustee may only incur costs that are appropriate

and reasonable in relation to the assets, the purposes of the trust, and the skills of the
trustee. [UPIA 87]
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Practice No. 5.5 (continued)
Asthe Commentsto §7 state:

Wasting beneficiaries money is imprudent. In devising and implementing strategies for
the investment and management of trust assets, trustees are obliged to minimize costs.
[UPIA §7, Comments]

So the duty under the UPIA to minimize cogisis coupled with the trustee’ s duty to act prudently.

A New York court gpplied these principds in determining that it was ingppropriate for an
investment advisor gppointed by a ward's guardian to manage the ward's funds. The investment
advisor was subject to UPIA as modified and adopted in New York and set forth a McKinney's
EPTL 11-2.3. [In the Matter of Derek W. Bryant, 188 Misc. 2d 462, 467, 729 NY S2d 309
(6/21/2001)] The invesment advisor invested in severa mutud funds, some of which were
totdly independent of the invesment advisor and some of which had a reationship with the
invesment advisor in tha ether the invetment advisor or an effiliate acts as an investment
advisor for the mutud fund. New York's verson of the Prudent Investor Act includes specific
provisons applicable to the redlated mutua funds which force an invesment advisor to choose
between receving advisor fees from the mutud funds or the trustees commissons for the
portion of the trust invested in such mutud funds. [McKinneys EPTL 11-2.3(d)] As to the third-
party funds, the court described the arrangement as follows:

1.68% and [the investment advisor] receives a service fee of .25% [from th
funds] in addition to its investment advisory fees of 1.25% and 1.0%. i

e trugt, and indirectly as a result of compensation
ment of the trus assets both the direct and indirect

fees, finder’s fees, and other forms of compensation) that are being paid and
no more than reasonable compensdtion, including such forms of indirect
tion, is paid in connection therewith.
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Practice No. 5.5 (continued)
MPERS Requirements

MPERS requires that a fiduciary, in the discharge his or her duties, incur only costs on behdf of
the public retirement system that are appropriate and reasonable. [MPERS §7(2) and (5)]
Moreover, in ddegating the performance of functions rdaed to the management and investment
of trus assets to an investment manager, a fiduciary must exercise ressonable care, kill, and
caution in: (i) edtablishing the scope and terms of the delegation, and (ii) periodicdly reviewing
the performance of the investment manager and its compliance with the terms of the delegation.
[MPERS 86(b)(2) and (3)]

While MPERS does not have an explicit requirement that fiduciaries investigate the direct and
indirect fees pad for asst placement and management, the generd fiduciary standard thet
fiduciaries pay only reasonable costs would logicaly impose a requirement that the fiduciaries
compare the cost of the services to the vaue received. In turn, that would impose a duty to
reasonably invedtigate the fees paid, direct or indirect, and the services or goods received for
those payments.

[IBP] As a matter of best practice, the investment manager's engagement agreement should
require disclosure of dl finder's fees, 12b-1 fees, commissons and other payments to the
invesment manager or its affilistes with respect to investments made by the retirement system's
trus. It dso should specify whether the invesment manager or the trugt is entitted to such
payments. S
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