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Your 401(k) Plan: A Ticking Time Bomb Of Liability?
Law360, New York (June 21, 2016, 3:20 PM ET) -- No one understands
the concept and obligations of “fiduciary duty” better than legal
professionals — and yet, many law firm partners and principals may be
overlooking a significant source of liability in their practices: their
401(k) plans.
Class action lawyers seeking plaintiffs are reaching out to employees in
businesses of all kinds with opportunistic letters that highlight how
they have been harmed by excessive fees in their 401(k) plans. These
letters encourage plan participants to join lawsuits against their
employers for breach of their fiduciary obligation to provide a
retirement plan that is set up for the sole benefit of the employees. In
other words, the interests of those whose pockets are being lined are
ahead of the employees’ best interests.

Tom Zgainer

While you are busy running your practice and offering a 401(k) as a benefit for your team, a
recent ruling by the U.S. Supreme Court has officially started the clock on this ticking time bomb.
Larger employers in a variety of industries are already under attack; Edison, Boeing, Lockheed
Martin and many others have paid to settle such suits. Smaller companies (under 100
employees), where excessive fees are most prevalent, are now also in litigation. Employee Benefit
Advisor, an industry trade publication, recently prophesied that an “onset of 401(k) lawsuits
should prompt rigorous plan evaluations.”
The 401(k) is a great piece of tax code, but the problem lies in the method by which 401(k) plans
are sold — and the surprising number of hands in the retirement plan pie.
Over the past three decades, plan providers (a.k.a. record keepers) have been making big money
through hidden or opaque fee arrangements. In fact, it took a full 30 years before the industry
was required to disclose just how much they make on your plan. Only since 2012 are they now
required to produce a fee disclosure document (known as a 408b2), which most employers have
no idea where to locate — and even if they did, the actual fees are buried in fine print. This is why
over 60 percent of Americans think they pay no 401(k) fees when nothing could be further from
the truth.
So just how do plan providers make their money? Primarily by taking a cut of the fees charged by
the mutual funds offered in the 401(k) plans they sell. And those fees directly subtract from your
returns. Or if that’s not enough to wet their beaks, they layer on additional fees such as “asset
management charges” or “contract asset charges.”
And so we have an industry where the business model of nearly all the major plan providers is
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conflicted. They choose funds for your plan that charge hefty fees so that there is plenty to go
around (or worse, they just sell you their own name-brand funds, which are more profitable for
them). Did you think the funds were chosen because they were the best-performing? Think again.
They were probably chosen because the fund company will “pay to play” — which is why superiorperforming, low-cost index funds tend to be a rarity in 401(k) plans.
But it doesn’t stop there. The broker who sold the plan wants his cut. So he too will receive
commissions from the funds, or simply layer on additional fees. And let’s not forget the third-party
administrator. They typically charge a fee directly to the employer, but many will also accept a
portion of the mutual fund fees. This often buys their loyalty to specific providers.
The net result is an industry with layers upon layers of incestuous relationships which funnel
excessive fees from your plan and put numerous conflicts of interest in play — hence the lawsuits.

Do Fees Really Matter?
Although the fees your plan charges might sound like small percentages, they have a massive
impact over time. Fees subtract directly from your returns. John Bogle, founder of Vanguard, says
that costs can erode your future nest egg by two-thirds over the course of 30 years. You put up all
the capital, you take all the risk and you end up with just one-third of what you could have had.
This means you will run out of money decades sooner because you didn’t control costs now.
The U.S. Department of Labor says that hidden fees and backdoor payments in retirement plans
are costing Americans over 17 billion annually. The head of the DOL, Secretary Thomas Perez,
rightly stated, “The corrosive power of fine print and buried fees can eat away like a chronic
illness at a person's savings.”

It's Your Problem
At first glance you might be thinking these issues and conflicts should be the liability of the
provider. After all, they sold you the plan. But ERISA rules make you, the employer, the fiduciary
to the plan and to your employees. As the plan sponsor, it’s your job to make sure the plan is set
up for the sole benefit of the employees. It’s your job to review and periodically benchmark your
plan against other options. For many employers, this is alarming news, as running a business is
already challenging enough.
So where do you go from here? There are five key steps we advise all plan sponsors to take:
1. Benchmark your plan to determine how it compares to alternatives. A periodic
benchmark is required by the DOL anyway, so it’s an exercise that can reap great rewards
while also taking care of your duty as a plan sponsor. Beware that if you use a broker to do
this, they will typically show other similar plan options where they will also make big
commissions. As Warren Buffet says, “Never ask a barber if you need a haircut.”
2. Eliminate layers of fees wherever possible. The first and easiest way is to eliminate the
use of a broker who is paid by commission. Brokers typically add little ongoing value short
of bringing donuts to your office twice a year to keep everyone happy. Many employers were
sold their plans by brokers who may also be personal friends. Breaking up is hard to do, but
a personal relationship is not a defensible position with the Department of Labor.
3. Remove conflicts of interest. If you are using a plan where the provider is being paid by
the mutual funds in the plan, they have an inherent bias to select more expensive funds or
sell you their own name-brand proprietary funds. This is nearly always the case with plans
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offered by insurance companies, payroll companies or mutual fund companies. You can
simply ask your provider if they are “revenue sharing” with the mutual funds they offer.
4. Install a third-party fiduciary on your behalf. This is known as a 3(38) fiduciary, who will
take over nearly all of the responsibilities and much of the liability of the plan sponsor. Their
job is to make sure that the plan is continually operated in the best interests of the plan
participants. This is a best practice adopted at many Fortune 500 companies, but is rarely
seen in small to midsize plans.
5. Lastly, look for a plan that has access to the lowest-cost index funds like those offered by
Vanguard or iShares. Index funds consistently outperform nearly all actively managed
mutual funds over the long term. One note of caution: many providers don’t make money
off these funds due to their rock-bottom fees, so they sometimes charge additional layers of
fees or they will say your plan isn’t big enough to qualify. Nonsense! Every 401(k)
participant in America should have access to the same low-cost funds regardless of the
balance in their company’s 401(k) plan.
The 401(k) is an amazing retirement solution when there is alignment between the provider and
the saver. It’s time that America wake up and take back their retirement plans from the providers
that have been milking them for every dime they can get. It’s time for business owners to feel
proud of the plans they offer, knowing that they will give themselves and their employees the
absolute best chance at a successful retirement.
—By Tom Zgainer, America’s Best 401k
Tom Zgainer is CEO and founder of America’s Best 401k and has worked with thousands of
companies on their retirement plans over the past 15 years.
The opinions expressed are those of the author(s) and do not necessarily reflect the views of the
firm, its clients, or Portfolio Media Inc., or any of its or their respective affiliates. This article is for
general information purposes and is not intended to be and should not be taken as legal advice.
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