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New Pension Law Significantly Modifies ERISA’s 
Fiduciary Responsibility Provisions 

By Larry Hass, Josh Sternoff and Jason Rothschild

On August 3rd, Congress passed the Pension Protection Act of 
2006 (the “PPA”).  Although media attention has focused on 
the PPA’s provisions designed to overhaul the funding 
requirements for defined benefit plans, the new law contains 
several changes in the ERISA fiduciary responsibility 
and prohibited transaction provisions that will have an 
impact on the management of pension plan assets. 

In an earlier Client Alert, we focused on the new exemption 
from the ERISA prohibited transaction restrictions for 
investment advice provided to participants in 401(k) plans. 
This Client Alert focuses on the other changes in the ERISA 
fiduciary responsibility provisions, most of which were 
advocated by the broker-dealer industry, that will relax the 
requirements of ERISA for certain types of transactions and 
investment funds. These changes include:

• a liberalization of the “25% Rule” exemption for 
investment funds

• a new prohibited transaction exemption for certain 
arm’s-length sales of property and extensions of credit 
between plans and service providers 

• a new prohibited transaction exemption for cross-trading 
of securities between accounts

• a new prohibited transaction exemption for certain 
foreign exchange transactions

• a new prohibited transaction exemption for block trades

• a new prohibited transaction exemption for transactions 
executed through electronic communication networks

• a new exemption for prohibited transactions involving 
the holding or disposition of securities or commodities if 
corrected within a 14-day period

• an exemption from the ERISA bonding requirements for 
broker-dealers, and an increase in the bond requirement 
for fiduciaries who hold employer securities

The 25% Rule Exemption for Investment Funds

The PPA changes the ERISA rules regarding when an 
investment fund (e.g., a hedge fund or other pooled 
investment vehicle) in which pension plans invest is subject 
to ERISA’s fiduciary responsibility and prohibited transaction 
restrictions. This change will liberalize the exemption for 
investment funds in which less than 25% in interest of the 
investors are “benefit plan investors.”

The ERISA “plan assets” regulation issued by DOL 
currently imposes the extensive ERISA fiduciary 
responsibility requirements on the general partner and 
investment manager of any investment fund in which an 
ERISA-covered plan invests unless the investment fund can 
meet one of the exceptions provided in the regulation. One 
exception that is often relied on by hedge funds in particular is 
for investment funds in which “benefit plan investors” own less 
than 25% of each class of equity interests issued by the fund 
(the “25% Rule”). Under the old rule, “benefit plan investors” 
included not only plans that are covered by ERISA (and IRAs), 
but also other employee benefit plans not subject to ERISA, 
such as governmental and foreign pension plans.

The PPA amends ERISA so that, effective with respect to 
transactions that occur after the enactment of the PPA, 
governmental plans (e.g., public pension plans) and foreign 
plans are no longer included in the numerator when 
calculating compliance with the 25% Rule. This change in 
the law will now exempt investment funds from the fiduciary 
responsibility provisions of ERISA even if they accept an 
unlimited amount of investment capital from public pension 
plans and foreign plans and up to 25% of their capital from 
ERISA-covered plans and IRAs (and certain church plans).
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Under the existing DOL “plan asset” regulations, the 25% 
Rule does not apply to bank collective investment funds or 
insurance company pooled separate accounts. The PPA does 
not purport to expand the cover of the 25% Rule to provide 
an exemption for these investment funds.

Certain pitfalls will remain for those investment funds 
that choose to rely on the 25% Rule. Most importantly, an 
investment fund must re-determine its compliance with 
the 25% Rule each time there is a change in ownership 
percentages among the investors in the fund (i.e., upon any 
acquisition, disposition, or transfer of interests in the fund). 
Thus, investment fund sponsors will be required to carefully 
monitor compliance with the 25% Rule on an ongoing 
basis to avoid any unintended loss of the exemption. 
Investment funds that have fund-of-funds investors must 
further monitor any changes in the investors in the  
fund-of-funds, as changes in the proportion of 
these investors may impact the investment fund’s compliance 
with the 25% Rule.

It is also unclear how DOL will apply this exemption in the 
context of feeder funds and parallel funds that are designed to 
invest solely in one investment fund or in the same assets as the 
investment fund, particularly where the feeder fund or parallel 
fund was created primarily for the purpose of permitting the 
investment fund to evade the 25% limit.

Some investment funds (e.g., private equity funds and real 
estate funds) that are currently structured to meet another of 
the exemptions, such as the exemptions for venture capital 
operating companies (“VCOC”) and real estate operating 
companies (“REOC”), may continue to rely on those 
exemptions, which may provide more certainty and control 
than the 25% Rule.

Exemption for Certain Transactions with Service Providers

The PPA relaxes the ERISA prohibition on transactions 
between a plan and a person who is a service-provider 
“party in interest” with respect to the plan. The PPA provides a 
broad exemption for transactions between a plan and a service 
provider, so long as -

 (i) the service provider or its affiliate is not a fiduciary who 
has or exercises discretionary authority or control with 
respect to the investment of plan assets involved in the 
transaction or renders advice with respect to such assets, 

 (ii) the transaction does not involve the furnishing of 
goods, services or facilities between a plan and party in 
interest or the acquisition of employer securities or 
employer real property (Note: these types of transactions 

are covered by other existing ERISA exemptions), and 

 (iii) the plan receives no less than, and pays no more than, 
“adequate consideration” in the transaction. 

The PPA defines “adequate consideration” as (x) in the case of 
a security for which there is a generally recognized market, the 
price on a national securities exchange or if not traded on a 
national exchange, a price not less favorable than the offering 
price as established by current bid and asked prices quoted by 
persons independent of the issuer (taking into account factors 
such as the size of the transaction and marketability of the 
security), and (y) in the case of an asset other than a 
security for which there is a generally recognized market, the 
fair market value as determined in good faith by a fiduciary 
in accordance with regulations prescribed by DOL.

Plan fiduciaries and service providers who previously were 
required to look to the more complicated provisions of 
existing class exemptions granted by DOL for transactions 
engaged in by qualified professional asset managers (“QPAMs”) 
and in-house asset managers (“INHAMs”), or involving 
bank collective funds or insurance company pooled separate 
accounts, may now instead be able to rely on the simpler 
new statutory exemption provided by the PPA. Of course, 
fiduciaries still must take care to ensure that the transactions 
do not involve counterparties who are parties in interest 
because of a relationship with an employer or with a fiduciary 
who is directing the transaction, and care must be taken to 
ensure that the adequate consideration requirement is met.

Exemption for Cross Trades

ERISA’s conflict of interest prohibitions generally prohibit a 
plan fiduciary from acting on behalf of an adverse party in a 
transaction with the plan. Effective with respect to transactions 
that occur following enactment of the PPA, there will be a new 
exemption from the conflict of interest prohibition for cross-
trades of securities between a plan managed by an investment 
manager and another client account managed by the same 
investment manager, provided that any such cross-trade 
satisfies the following requirements:

 (i) the cross-trade involves securities for which market 
quotes are readily available,

 (ii) the market price is determined in accordance with 
Section 17a-7 of the regulations promulgated under the 
Investment Company Act of 1940,

 (iii) no brokerage commission or fee is paid by the plan 
other than customary transfer fees, 
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 (iv) a plan fiduciary, other than the investment manager 
engaging in the cross-trade, (a) has been provided with 
separate written disclosure regarding the conditions 
under which cross-trades may take place, and (b) pre- 
authorizes the investment manager in writing to engage in 
cross trades,

 (v) each plan participating in a cross-trade must have 
assets in excess of $100 million,

 (vi) the investment manager provides a quarterly report to 
the plan detailing all cross-trades,

 (vii) the investment manager does not base its fee schedule 
on whether the plan has agreed to allow cross-trades,

 (viii) the investment manager adopts fair and equitable 
cross-trade procedures, with full description of pricing 
and allocation policies and procedures, and

 (ix) the investment manager designates an individual 
responsible for periodic review of compliance with its 
cross-trading program policies and procedures, and the 
individual must issue a report to the plan (under 
penalty of perjury) within 90 days after the end of 
each annual period.

Congress has directed DOL, after consultation with the SEC, 
to issue regulations in 180 days regarding the contents of the 
policies and procedures that must be adopted by an investment 
manager relying on this exemption.

Prior to the new law, the only exemptions for cross-trading 
related to indexed plan accounts and similar computer- 
driven model accounts, and cross-trades that were specifically 
approved by a plan fiduciary independent of the investment 
manager. The PPA provides an exemption for securities cross-
trades that is available for any type of plan account. However, 
the requirements of the new exemption are somewhat more 
extensive than that of the old exemptions for index and mod-
el-type plan accounts. Also, the new law does not cover asset 
classes other than publicly-traded securities, such as private 
equity and debt investments and real estate.

Exemption for Foreign Exchange Transactions

The PPA provides a new exemption from ERISA’s prohibited 
transaction, self-dealing and conflict of interest prohibitions, 
effective with respect to transactions that occur after the 
enactment of the PPA, for all foreign exchange transactions 
between a bank or broker-dealer and a plan with respect to 
which such bank or broker-dealer is a trustee, custodian, 
fiduciary or other party in interest if:

 (i) the FX transaction is in connection with the purchase, 
holding, or sale of securities or other investment assets,

 (ii) at the time the FX transaction is entered into, the terms 
of the transaction are not less favorable to the plan than 
the terms generally available in comparable arm’s-length 
FX transactions between unrelated parties,

 (iii) the exchange rate used is within 3% of the inter-bank 
bid and asked rates for comparable FX transactions as 
displayed by an independent service, and

 (iv) the bank or broker-dealer does not have investment 
discretion or provide advice with respect to the transaction.

This new exemption is essentially a liberalization of class 
exemptions previously granted by DOL for foreign exchange 
transactions. While the PPA will permit some foreign exchange 
transactions that were not covered by the DOL class exemptions 
because of the more-extensive requirements imposed by those 
exemptions, the new exemption does not cover FX transactions 
where a bank or broker-dealer (or its affiliate) has discretionary 
authority over the underlying investment transaction that  
resulted in the need for an FX transaction, nor will it cover 
FX transactions, such as currency investment strategies, that are 
not the result of an underlying investment transaction. 

Exemption for Block Trading

The PPA provides another new prohibited transaction 
exemption that will allow an investment manager or other 
plan fiduciary to cause the plan to engage in the purchase 
or sale of securities or other property (e.g., futures contracts; 
currency; etc.) where the counter-party is a party in inter-
est if the transaction in question is part of a “block trade” 
that meets certain requirements as outlined below. For this 
purpose, a “block trade” means a trade of at least 10,000 shares 
or with a market value of at least $200,000 which will be 
allocated by the fiduciary among a plan account and at least 
one other client account. The new exemption requires that:

 (i) the interest of the plan (together with any other plans 
maintained by the same plan sponsor) does not exceed 
10% of the aggregate size of the block trade,

 (ii) the terms of the transaction are at least as favorable to 
the plan as an arm’s-length transaction, and

 (iii) the compensation associated with the transaction does 
not exceed the compensation associated with an arm’s-
length transaction with an unrelated party. 

The exemption specifically excludes fiduciaries from being 
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the counter-party in a transaction covered by the exemption. 
Presumably, this rules out transactions where the counter-party 
is a broker-dealer or other affiliate of the plan fiduciary that 
is causing the plan to engage in the transaction. However, it 
is unclear from the terms of the exemption whether it will be 
interpreted to permit the plan fiduciary to execute the block 
trade through an affiliated broker-dealer without having to 
comply with the requirements of the existing DOL class 
exemption (PTE 86-128) that expressly permits a plan 
fiduciary to execute transactions through an affiliated 
broker-dealer.

This exemption will be effective with respect to block trade 
transactions that occur following the enactment of the PPA.

Exemption for Electronic Communication Networks

Electronic communication networks are electronic systems 
that compile and execute orders for securities trades entered 
by parties, such as broker-dealers, market-makers and others, 
who sign up for the network. With increasing frequency, 
banks, broker-dealers and plan investment managers use these 
networks to effect trades for client accounts at reduced cost to 
the accounts. From time-to-time, the use of these networks by 
a plan fiduciary can result in inadvertent prohibited transac-
tions between a plan and a party in interest (whereas if the 
transaction had been effected on a national securities rath-
er than through a network, the transaction would not be 
prohibited under prevailing ERISA interpretations).

Thus, effective for transactions occurring after the enactment 
of the PPA, a new prohibited transaction exemption will be 
available for the purchase or sale of securities between a plan 
and party in interest if the following requirements are met:

 (i) the transaction is executed through an electronic 
communication network, alternative trading system 
or similar execution system that is subject to Federal 
regulation or applicable foreign regulation,

 (ii) either (a) the transaction is effected pursuant to rules 
designed to match purchases and sales at the best price 
available, or (b) neither the execution system nor the 
parties to the transaction take into account the identities 
of parties in the execution of trades,

 (iii) the price and compensation associated with the 
purchase and sale are not greater than the price and 
compensation associated with an arm’s-length transaction 
with an unrelated party,

 (iv) if the party in interest has an ownership interest in 
the system or venue used, the system or venue has been 

pre-approved for the plan’s use by the plan sponsor or 
an independent plan fiduciary (presumably, this means 
independent of the fiduciary using the system), and

 (v) a plan fiduciary (presumably, a fiduciary who is 
independent of the fiduciary using the system) is provided 
with written or electronic notice of the execution of 
transaction through the use of such system at least 30 days 
prior to the initial use of the system for the plan.

It should be noted that this exemption, as drafted, does not 
cover situations where a network is used by an investment 
manager to effect a cross-trade between two client accounts. 
In such a case, the investment manager would be required to 
utilize the new cross-trade exemption described above.

This exemption may be expanded through regulations issued by 
DOL to cover futures contracts, currency and other property.

Correction Period for Certain Transactions Involving 
Securities and Commodities

Under the PPA, a prohibited transaction involving the 
acquisition, holding or disposition of securities of commodities 
will be exempt from the prohibited transaction restrictions and 
excise taxes if the transaction is corrected within 14 days after 
the fiduciary or party in interest discovers (or reasonably should 
have discovered) that the transaction constituted a prohibited 
transaction.

This new exemption will not apply to transactions involving 
employer securities or if, at the time of the transaction, the 
fiduciary or party in interest knew (or reasonably should have 
known) that the transaction would constitute a prohibited 
transaction. This exemption also does not provide relief with 
respect to any breach of the ERISA and Internal Revenue 
Code provisions that prohibit conflicts of interest and 
fiduciary self-dealing. 

This exemption is effective as of the first day following the 
enactment of the Act that the fiduciary discovers (or reasonably 
should have discovered) the prohibited transaction and, 
therefore, timely identification of any such prohibited 
transaction will be crucial. 

Bonding Relief and Increase in Maximum Bond Amount

ERISA currently requires every plan fiduciary who 
handles funds or other property of the plan to be bonded 
up to $500,000, but provides an exemption for fiduciaries 
that are insurance companies or banks doing business in the US 
and that are subject to certain other requirements. 
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Effective for plan years beginning after enactment, the PPA 
provides an exemption from this bonding requirement for 
brokers-dealers who are registered under the Securities Exchange 
Act of 1934 and subject to its fidelity bond requirements.

The PPA further provides that effective with respect to plan 
years beginning after December 31, 2007, the current $500,000 

bond requirement will be increased to $1,000,000 for fiducia-
ries of plans that hold employer securities. 

If you have any questions regarding these changes to ERISA’s 
fiduciary responsibility and prohibited transaction rules, please 
contact Larry Hass 212-318-6401, Josh Sternoff 212-318-6011 
or Jason Rothschild 212-318-6029.
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