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Eighth Circuit Decision Opens ERISA Door to Performance Fees and Also
Narrows Defined Benefit Plan Participants’ Ability to Bring ERISA Class Actions
In a recent landmark decision, the 8th
Circuit Court of Appeals has ruled
that investment manager performance
fees are permissible notwithstanding
the self-dealing prohibitions of
ERISA as long as the fees are reason-
able. More specifically, in Harley v.
Minnesota Mining and Manufacturing Co.,
2002 U.S. App. LEXIS 4846, No. 00-
2214, (March 26, 2002) (“Harley”), the
8th Circuit held that a fiduciary
investment advisor does not engage in
a prohibited transaction under Section
406(b)(1) of ERISA where the advi-
sor’s compensation is contingent
upon the performance of an invest-
ment and the advisor does not use an
independent evaluator to value the
investment, provided that the advi-
sor’s fee amounts to reasonable com-
pensation.

In the same decision, the 8th Circuit
also restricted the ability of defined
benefit plan participants to sue under
ERISA to seek damages for the plan
for imprudent investment losses. The
Court held that if the plan has a
funding surplus, the participants will
not have standing to sue plan fiduci-
aries under ERISA to recover losses
for the plan.

Performance Fees
Factual Background
In June 1996, the plaintiffs, partici-
pants and beneficiaries of the
Minnesota Mining and Manufacturing
Company Employee Retirement
Income Plan (the “Plan”), filed a class
action lawsuit against the Minnesota

Mining and Manufacturing Company
(“3M”), alleging that 3M breached its
fiduciary duty under ERISA by failing
to discover and remedy a prohibited
transaction arising from a Plan invest-
ment in Granite Corporation
(“Granite”). In 1990, the Plan invest-
ed $20 million in Granite, a hedge
fund primarily invested in collateral-
ized mortgage obligations (CMOs).
The Plan entered into a compensation
agreement with Granite’s investment
advisor, Askin Capital Management
(“ACM”), whereby the Plan agreed to
pay ACM a fee that was contingent
upon the performance of the Granite
investment. The compensation paid
in 1993 amounted to one-time fee of
$1.17 million. The plaintiffs argued
that ACM engaged in self-dealing
because it valued the Granite invest-
ment itself and did not use an inde-
pendent valuation and, therefore,
ACM dealt with plan assets for its
own account in violation of Section
406(b)(1). The suit was brought
against 3M for co-fiduciary liability
under ERISA Section 405(a) for
ACM’s self-dealing.

The Court’s Legal Analysis
The U.S. Department of Labor
(“DOL”) filed an amicus brief on
behalf of the plaintiffs. The DOL
has long taken the position that if an
investment manager or advisor is able
to affect the amount or timing of a
fee under a fee arrangement, includ-
ing a performance-based fee arrange-
ment, the manager/advisor would be
deemed to engage in prohibited self-

dealing under Section 406(b)(1). The
valuation by a manager/advisor of
investments under its management in
circumstances where the value of the
assets will affect the amount of its fee
has been considered by the DOL to
be an act of self-dealing.

The 8th Circuit decision in Harley
undermines the DOL’s position. The
decision indicates that Section
408(c)(2) of ERISA provides an
exemption from the prohibitions of
Section 406 if the compensation is
reasonable, notwithstanding that the
manager/advisor has the ability to
affect the amount or timing of its fee.
The Court stated that the plain lan-
guage of Section 408(c)(2) “insulates
a fiduciary from liability [under
Section 406(b)] if the compensation
paid is reasonable.” In affirming the
district court’s grant of summary
judgment dismissing the plaintiffs’
self-dealing claim, the Court ruled
that 3M introduced uncontradicted
expert testimony that the compensa-
tion paid to ACM was reasonable.

While the 8th Circuit decision is novel
and ground-breaking, it is important
to note that the Court did not provide
guidance as to what constitutes rea-
sonable compensation, particularly in
terms of the amount and structure of
fees. This will undoubtedly be an
area for further analysis. It should
also be noted that the Harley decision
could be applied to other fee arrange-
ments that involve potential self-deal-
ing, such as investment acquisition
and disposition fees.
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Standing To Sue Under ERISA
Factual Background
The plaintiffs also alleged that 3M
breached its fiduciary duty to act pru-
dently under ERISA by failing to
investigate and monitor the Plan
investment in Granite.  Although the
value of  the Plan’s investment in
Granite increased to $34 million by
February 1994, a substantial increase
in interest rates in March 1994 devas-
tated the CMO market, resulting in
the bankruptcy of Granite in April
1994.  As a result, the Plan suffered a
loss of  its entire $20 million invest-
ment in Granite.  Despite the Plan
loss in Granite, the fair market value
of  the Plan’s assets nearly doubled
from $3.4 billion in 1995 to over $6.3
billion in 1999.  Additionally, between
1993 and 1998, 3M voluntarily con-
tributed to the Plan an excess of  $683
million over ERISA’s minimum fund-
ing requirements.  

The Court’s Legal Analysis
Section 409 of  ERISA provides that a
plan fiduciary is personally liable for
plan losses attributable to a breach of
fiduciary duties.  Under Section 502
of  ERISA, the DOL, a participant or
beneficiary, or a plan fiduciary may
bring suit to seek relief  under Section
409.  In dismissing the plaintiffs’ class
action claim, the United States
District Court for the District of
Minnesota concluded that, regardless
of  whether 3M had acted imprudent-
ly, the Granite investment did not
cause the Plan to suffer an actionable
loss because the plan had a surplus,
and therefore, a suit by plan partici-
pants to enforce ERISA under
Section 502 was impermissible.  

The 8th Circuit narrowed the district
court’s ruling and premised its deci-
sion on the “case or controversy”
doctrine under Article III of  the U.S.
Constitution.  The Court stated that
the constitutional doctrine requires

that a plaintiff  suffer an “injury in
fact – an invasion of  a legally protect-
ed interest which is (a) concrete and
particularized, and (b) actual or immi-
nent, not conjectural or hypothetical.”
Therefore, Article III precludes plan
participants who have not suffered an
“injury in fact” from asserting a claim
on behalf  of  a plan for breach of
fiduciary duties under ERISA.  

The 8th Circuit held that the plaintiffs
lacked standing to sue under ERISA
for 3M’s alleged failure to investigate
and monitor the Plan’s investment in
Granite because the plaintiffs did not
suffer any cognizable harm in connec-
tion with the Plan loss attributable to
the Granite investment.  In reaching
this conclusion, the Court placed con-
siderable importance on the key fea-
tures of  a defined benefit plan.
Section 302 of ERISA requires a
defined benefit plan sponsor to satisfy
minimum funding requirements.
Therefore, the plan sponsor must
cover any underfunding caused by a
decline in the plan’s investments.
Defined benefit plan participants are
entitled only to their accrued retire-
ment benefits and are not entitled to
plan surplus.  Instead, the plan spon-
sor is entitled to any surplus upon
plan termination.  The Court con-
cluded that at all relevant times the
Plan’s pool of  assets were sufficient
to pay all accrued benefits, any loss
suffered by the Plan in connection
with the Granite investment was only
a loss to Plan surplus, and such loss
was suffered only by 3M and not by
the plaintiffs.  

Since the plaintiffs in Harley suffered
no injury given that they failed to
prove that their benefits were imper-
iled as a result of  the investment loss,
the plaintiffs lacked standing to sue
under ERISA.  However, the Court
noted that the decision does not insu-
late a fiduciary of  an overfunded
defined benefit plan from liability for

breach of  the fiduciary duty to invest
plan assets prudently.  The Secretary
of  Labor and a person with a rever-
sionary interest in Plan assets could
sue the fiduciaries.

Judge Kermit E. Bye dissented in part
from the majority opinion, and
instead concluded that the plaintiffs
had standing to sue plan fiduciaries
under ERISA for a breach of  the
fiduciaries’ duties with respect to the
investment of  plan assets.  In reach-
ing this conclusion, Judge Bye rea-
soned that “a person has standing to
bring an action on behalf  of  a com-
plaining party, so long as the person
has no individual interest in the case
and is simply a statutorily designated
agent of  the complaining party.”
Section 502(a)(2) of ERISA authoriz-
es plan participants and beneficiaries
to bring claims to enforce ERISA on
behalf  of  a plan and not on their own
behalf.  Therefore, in Judge Bye's
view, the plaintiffs satisfied the
requirements of  the Article III case
or controversy doctrine because the
plaintiffs, as agents of  the Plan, were
suing to remedy Plan loss attributable
to the Granite investment rather than
loss to the individual plaintiffs.  
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