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Overview

• Topics
– What are plan operational failures and how do ERISA 

fiduciary duties apply to such failures?
– Following plan documents as a defense
– How to avoid operational failures
– Common operational failures
– How to correct these failures when they occur
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Operational Failures and 
ERISA Fiduciary Duty
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Operational Failure

• What is an “operational failure”?
– A failure that arises solely from the failure to follow 

plan provisions. IRS Revenue Procedure 2016-51.
– Other types of failures include plan document failures, 

demographic failures, and employer eligibility failures.
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Operational Failure

• Plans must satisfy both:
– statutory and regulatory requirements
– Plan document provisions, as long as they are 

consistent with statutory and regulatory requirements
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Plan Document

• What is a Plan Document?
– The Plan Document is the main document that 

establishes the structure of the plan, plan rules, and 
benefits provided under the plan.

– Other plan documents, including but not limited to 
SPDs, policies, procedures, and notices, should be 
consistent with the Plan Document. 
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Plan Document

– Where other plan documents are inconsistent with 
the Plan Document, the Plan Document controls.

• Cigna Corp. v. Amara, 563 U.S. 421 (2011) (discussing that 
the Plan Document provides the terms of the plan, while the 
SPD merely communicates with the participants about those 
terms).
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Importance of Plan Documents Under ERISA

• ERISA provides a framework, but within that 
framework, plan sponsors have significant 
discretion in designing their plans.

• BUT: Once the plan sponsor designs and adopts 
its plan, the plan must be operated in 
accordance with its own terms.
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Importance of Plan Documents Under ERISA

• “`[n]othing in ERISA requires employers to establish 
employee benefits plans. Nor does ERISA mandate what 
kind of benefits employers must provide if they choose 
to have such a plan.’ Rather, employers have large 
leeway to design . . . plans as they see fit. . . . `[T]he 
validity of a claim to benefits under an ERISA plan,’ . . . 
`is likely to turn,’ in large part, ‘on the interpretation of 
terms in the plan at issue.’” Black & Decker Disability 
Plan v. Nord, 538 U.S. 822, 833 (2003) (internal citations 
omitted). 
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Importance of Plan Documents Under ERISA

• “`The plan, in short, is at the center of ERISA.’ . . . 
`[E]mployers have large leeway to design . . . plans as 
they see fit.’ And once a plan is established, the 
administrator’s duty is to see that the plan is ‘maintained 
pursuant to [that] written instrument.’ This focus on the 
written terms of the plan is the linchpin of . . . [the 
ERISA system]. Heimeshoff v. Hartford Life & Acc. Ins. 
Co., 571 U.S. 99, 108 (2013) (internal citations omitted).
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ERISA Fiduciary Duties

• The basic ERISA fiduciary duties are enumerated 
in 29 U.S.C. § 1104(a)(1).
– (1) . . . 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:
– (i) Providing benefits to participants and their beneficiaries; and
– (ii) Defraying reasonable expenses of administering the plan;
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ERISA Fiduciary Duties
• (B) 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;

• (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; and
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ERISA Fiduciary Duties
• (D) in accordance with the documents and 

instruments governing the plan insofar as such 
documents and instruments are consistent with the 
provisions of this subchapter and subchapter III.
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ERISA Fiduciary Duties

• Breach of fiduciary duty can result in individual 
liability on the part of the breaching fiduciary.
– See Donovan v. Cunningham, 716 F.2d 1455 

(5th Cir. 1983)

• It is rare that litigation results in a finding of 
breach of fiduciary duty for failure to follow plan 
documents, but the issue is prevalent in IRS 
audits.
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Following Plan Documents 
as a Defense

9B-15



Following Plan Documents as a Defense

• We are focused today on failures to operate in 
accordance with plan documents, which can 
have serious consequences for a plan, plan 
fiduciaries, and plan participants and 
beneficiaries.

• In contrast, however, properly following plan 
documents can act as a strong defense to claims 
brought related to actions brought against plans 
and plan fiduciaries. 
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Following Plan Documents as a Defense

• This defense is common in cases of 
determination of who is the proper beneficiary.

• A written beneficiary designation generally 
trumps the “intent” of the participant.
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Following Plan Documents as a Defense

• See Kennedy v. Plan Adm’r for DuPont Sav. And 
Inv. Plan, 555 U.S. 285 (2009).
– The participant named his wife as beneficiary while 

they were married.
– The divorce decree divested the wife of any right to 

benefits under the plan, but the participant never 
changed the beneficiary form.
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Following Plan Documents as a Defense

– The USSC held that the plan administrator properly 
paid the benefits to the ex-wife, rather than the 
estate, after the participant’s death.

– The beneficiary form and not the divorce decree was 
the plan’s document, and the plan’s document 
controlled.
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Following Plan Documents as a Defense

– “The point is that by giving a plan participant a clear 
set of instructions for making his own instructions 
clear, ERISA forecloses any justification for enquiries 
into nice expressions of intent, in favor of the virtues 
of adhering to an uncomplicated rule: `simple 
administration, avoid[ing] double liability, and 
ensur[ing] that beneficiaries get what's coming 
quickly, without the folderol essential under less-
certain rules.’” Kennedy, 555 U.S. at 301 (internal 
citation omitted). 
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Following Plan Documents as a Defense—
Limitation

• This defense is limited by the limiting language 
of the statute in 29 U.S.C. § 1104(a)(1)(D). 
– “insofar as such documents and instruments are 

consistent with the provisions of this subchapter and 
subchapter III.”

– Where plan documents are not consistent with other 
ERISA requirements, fiduciaries cannot rely on 
following the requirements of the plan documents as 
a defense.
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Following Plan Documents as a Defense

• See Fifth Third Bancorp v. Dudenhoeffer, 134 
S.Ct. 2459 (2014).
– Employee Stock Ownership Plan (“ESOP”) provided 

that assets were to be invested in stock of the 
employer.

– Participants argued that plan fiduciaries breached the 
duty of prudence by holding on to employer stock 
when they knew or should have known that the 
employer stock was overvalued and excessively risky.
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Following Plan Documents as a Defense

– Plan fiduciaries argued that they were following the 
requirements of the plan documents and that ESOP 
fiduciaries should be subject to a special rule of 
prudence given the nature of ESOPs.

– The USSC held that “the duty of prudence trumps the 
instructions of a plan document, such as an 
instruction to invest exclusively in employer stock 
even if financial goals demand the contrary.”

9B-23



Following Plan Documents as a Defense

– The USSC further stated that the plan documents 
cannot define the duty of prudence.

– “The law does not create a special presumption [of 
prudence] favoring ESOP fiduciaries.”
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Avoiding Operational Failures
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Operational Failures

• Although operational failures are generally 
avoidable, they are consistently among the top 
findings in audits.

• Operational failures are also the top reason 
plans participate in the IRS Employee Plans 
Compliance Resolution System (“EPCRS”).

• Operational failures may violate terms of the 
statute and regulations, terms of the plan 
documents, or both.
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How to Avoid Operational Failures

• READ YOUR DOCUMENTS!
– Many operational failures can be avoided when those 

administering the plan take the time to familiarize 
themselves with the plan’s documents (Plan 
Document, SPD, Policies, etc.).

– When a question arises, the first place to go for 
answers is your plan document.
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How to Avoid Operational Failures

• Make sure the appropriate parties are familiar 
with the terms of the plan, including plan 
sponsor, administrator or TPA, and other 
vendors.

• Develop policies and procedures to help ensure 
operations continue in accordance with plan 
terms.
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How to Avoid Operational Failures

• Regular internal reviews or internal audits can 
help ensure plan operations are running in 
accordance with plan documents and can detect 
failures to allow for correction.
– Early detection is important, as once the IRS or DOL 

begins an examination, it may be too late to avoid 
large penalties.
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Common Operational Failures

9B-30



IRS Top 10 Failures Found in the 
Voluntary Correction Program

• The IRS publishes a list of the Top 10 failures 
found through its Voluntary Correction Program 
(“VCP”)

• 8 of the 10 failures on the most recent list either 
are operational failures or could arise as 
operational failures

• We are going to review a number of common 
operational failures, some of which are drawn 
from the IRS list.
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Failure to Follow 
Plan Definition of Compensation

• Important for employer and employee 
contributions, as well as nondiscrimination 
testing.

• There may be different definitions of 
compensation within the same plan depending 
on the situation.
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Failure to Follow 
Plan Definition of Compensation

• Employer has “a fiduciary duty to credit all 
compensation that the plan documents require it 
to credit—and a failure to do so would violate 
that duty.”
– Bergeron v. Ochsner Health System, 2017 WL 

3648451 (E.D.La. Aug. 24, 2017)
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Failure to Follow 
Plan Definition of Compensation

• Total compensation limit in 2018 is $275,000.
• What types of compensation are included within 

the definition? 
• Are the proper parties aware of the plan’s 

compensation definition?  Employer? TPA? 
Payroll?

• Failure to properly follow the definition could 
result in excess deferrals or under-deferrals.
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Failure to Follow 
Plan Definition of Compensation

• Excess deferrals may require return of 
overpayment to the participant or adjustment of 
future payments.

• Under-deferrals could also require adjustment of 
future payments.
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Failure to Follow Plan Eligibility Rules 

• When do employees become eligible to 
participate in the plan and make contributions?
– Sub-issue: Who is an Employee under the plan?
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Failure to Follow Plan Eligibility Rules 

• Potential issues with not understanding or 
following the plan’s eligibility requirements:
– Employees not provided with proper notice of 

eligibility
– TPA not having information necessary to track 

eligibility
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Failure to Follow Plan Eligibility Rules 

– Incorrect employer contributions due to failure to 
properly determine eligible employees

– Issues with nondiscrimination testing
– Following the plan’s eligibility requirements is 

important in maintaining tax-favored treatment for 
the plan.
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Failure to Follow Plan Eligibility Rules 

• Failure to allow enrollment of an eligible 
employee may require employer to pay a 
qualified nonelective contribution (“QNEC”) to 
cover the deferral that was not made.

• Early enrollment of an employee prior to 
eligibility may sometimes be corrected through 
retroactive amendment.
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Failure to Follow Plan Vesting Provisions

• What counts as service time under the plan?
– Are hours of service and service time being properly 

calculated?

• Under what circumstances might participants 
become fully vested?
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Failure to Follow Plan Vesting Provisions

• Regularly review plan vesting requirements and 
how they are administered.

• Where there are issues, participants should be 
made whole. This may involve:
– Employer contribution
– Reallocation of improperly forfeited assets
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Failure to Follow Plan Forfeiture Provisions

• When does the plan allow for forfeitures?
– Vested benefits may not be forfeited.

• When does forfeiture actually occur?
– Look to the plan’s terms.

9B-42



Failure to Follow Plan Forfeiture Provisions

• For what purposes may forfeitures be used?
– Paying reasonable plan expenses
– Off-setting company contributions
– Used as additional company contributions when 

properly allocated
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Failure to Follow Plan Forfeiture Provisions

• In what time period must forfeitures be used?
– Failure to use forfeitures in a timely manner, or use 

for an improper purpose can lead to plan 
disqualification or other penalties.

• Improper forfeitures generally require an 
employer contribution or reallocation of forfeited 
assets to correct.
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Failure to Follow 
Plan Provisions for Participant Loans

• Plan terms may or may not allow for loans.
• If loans are allowed, they must comply with the 

law (IRC § 72(p)) and with the plan documents.
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Failure to Follow 
Plan Provisions for Participant Loans

• Potential plan document issues for plan loans:
– How large a loan does the plan allow?
– How long does the participant have to pay back the 

loan?
– Level of amortization
– Proper withholding of repayments
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Failure to Follow 
Plan Provisions for Participant Loans

• Improper loans or loans in default are taxable 
distributions.
– Proper understanding of what the plan allows and 

having procedures in place to administer and monitor 
plan loans is crucial to avoiding penalties for 
participants. 

• If the plan does not allow loans, a retroactive 
amendment to correct may be possible.
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Failure to Follow 
Plan Provisions for Hardship Withdrawals

• Potential issues:
– Plan does not allow for hardship withdrawals.
– Plan did not require participants to avail themselves 

of other sources of financing (including plan loans) 
before receiving a hardship distribution.

– Too large a withdrawal.
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Failure to Follow 
Plan Provisions for Hardship Withdrawals

• BUT:  Effective for plan years beginning after 
December 31, 2018:
– Participants not required to take all available plan 

loans before requesting a hardship distribution.
– Hardship distributions can be made from salary 

deferral contributions, but also from different 
employer contributions, and/or earnings on any of the 
above.

– Participants may make salary deferral contributions in 
the 6 months following the hardship withdrawal.
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Failure to Follow 
Plan Provisions for Hardship Withdrawals

• May be difficult to recover improper hardship 
distributions from participants.

• Employer may be required to make plan whole.
• Retroactive amendment to correct may be 

possible if the plan terms did not allow for 
hardship withdrawals.
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Failure to Follow Plan Provisions for 
Suspension of Pension Benefits

• This issue applies to defined benefit plans
• If done properly, suspension of benefits is 

allowed for:
– Participants who elect to defer receiving benefits after 

reaching normal retirement age; and/or
– Participants who started to receive benefits but elect 

to come back to work.
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Failure to Follow Plan Provisions for 
Suspension of Pension Benefits

• Suspension of benefits failures can occur:
– When the notice is not given, 
– When the notice does not provide required 

information, or 
– When the plan document does not include suspension 

of benefit language.
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Failure to Follow Plan Provisions for 
Suspension of Pension Benefits

• Potential corrections for suspension of benefits 
issues could include:
– Retroactive amendment to allow for suspensions
– Providing proper notice
– Providing benefits with interest for the period they 

were improperly suspended
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Failure to Follow Plan Required 
Minimum Distribution Provisions

• Plan may not require RMDs for active employees 
and/or may not allow for in service distributions.

• Or, the plan may have failed to pay an RMD in a 
timely manner

• Unless required by law, RMDs to active 
employees under such a plan or failure to pay an 
RMD when required would be an operational 
failure.
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Failure to Follow Plan Required 
Minimum Distribution Provisions

• To correct an improper payment of an RMD, the 
participant would be required to pay back to 
overpayment with interest.

• To the extent the participant does not repay the 
plan, the employer must make the plan whole, 
unless the plan would have allowed the 
distribution had the participant not been in 
service.
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Failure to Follow Plan Required 
Minimum Distribution Provisions

• Failure to pay an RMD in a timely manner is 
corrected by making the payment to the 
participant with interest.
– Either the participant or the plan can request waiver 

of the 50% excise tax for late RMDs.
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Failure to Follow Plan Claims Procedures

• Failure to follow claims procedures provided for 
in the plan documents may result in a 
determination that the participant has exhausted 
administrative options and may proceed directly 
to court review.
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IRS and DOL Correction Programs
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Correction Programs

• Discovering and correcting operational failures is 
not enough.

• Plans must comply with correction or compliance 
programs developed by the IRS and DOL in 
order for those agencies to recognize the 
corrections and limit penalties.
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Correction Programs

• Failure to participate in these correction 
programs when needed could result in plan 
disqualification.
– Family Chiropractic Sports Injury & Rehab Clinic, Inc. 

v. Commissioner of Internal Revenue, 111 T.C.M. 
(CCH) 1046 (2016) (failure to follow ESOP plan 
document was a continuing failure causing ESOP to 
be not qualified in the year of the original failure and 
subsequent years)
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Employee Plans Compliance Resolution System

• When compliance issues arise, the Employee 
Plans Compliance Resolution System (“EPCRS”) 
is available through the IRS to allow for 
corrections to come into compliance with the 
Internal Revenue Code.
– Self-Correction Program (“SCP”)
– Voluntary Correction Program (“VCP”)
– Audit Closing Agreement Program (“Audit CAP”)
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Self Correction Program (“SCP”)

• The SCP is available for operational failures, 
including many instances of failure to follow plan 
documents.

• The SCP does not require disclosure of the error 
to the IRS or the payment of a fee or penalty.

• Documentation of steps taken to make 
corrections under the SCP is important.  
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SCP

• In order to take advantage of the SCP, the plan 
must have established overall compliance 
practices and procedures, not just the plan 
document.

• SCP is available to correct insignificant failures at 
any time.

• Whether a failure is insignificant is determined 
by all of the facts and circumstances.
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SCP

• SCP is also available to correct significant 
operational failures, if certain conditions are 
met:
– The plan must have either a favorable determination 

letter (if it is an individually designed plan) or an 
advisory/opinion letter (if it is a pre-approved plan).

– Significant failures must be corrected by the last day 
of the second plan year following the plan year in 
which the error occurred.
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SCP

• Plans may only correct certain failures by 
retroactive amendment under the SCP:
– Failure to comply with contribution dollar limit under 

§401(a)(17).
– Hardship distributions and loans made under plans 

that do not allow for such distributions or loans.
– Early inclusion of an otherwise eligible employee.
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SCP

• Correction Principles:
– Restoration of benefits—The plan and participants 

should be made whole
– Reasonable and appropriate correction—The 

correction should fit the failure
– Consistency requirement—Use the same correction 

method for all failures of the same type in a given 
plan year.
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Voluntary Correction Program (“VCP”)

• The VCP is available for any failures for which 
the SCP is available, as well as additional types 
of failures.

• Unlike with the SCP, the VCP requires submission 
to the IRS, and the IRS issues an approval.

• Fees apply to the VCP, but the fees are generally 
significantly less than the liability would be if the 
errors are caught outside the VCP.
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VCP

• VCP is available to correct operational, 
demographic, plan document, and employer 
eligibility failures, as well as participant loan 
failures that violate the requirements of IRC §
72(p).

• Only VCP, rather than SCP, can be used for most 
operational failures corrected by retroactive 
amendment and significant operational failures 
outside the correction period.
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VCP

• VCP is not available under IRS examination.
– It is best to do a self audit before the IRS comes 

knocking.

• Even if a plan is under examination, SCP is 
available for insignificant operational failures and 
for significant failures if substantially corrected 
before the examination.
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Audit Closing Agreement Program 
(“Audit CAP”)

• Audit CAP is available when a plan is under 
examination.
– Generally involves a significant qualification failure
– Corrections required to be implemented
– IRS requires a closing agreement and payment of 

negotiated sanctions.
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Audit CAP

• The closing agreement will include 
implementation of procedures for operating and 
monitoring the plan

• Sanctions are not to be excessive and should 
bear a reasonable relationship to the nature, 
extent and severity of the failures.
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Audit CAP

• Factors considered in determining sanctions:
– Steps taken by plan sponsor to ensure plan had no 

failures
– Steps taken by plan sponsor to identify failures
– Extent to which correction had progressed before 

examination commenced.
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Audit CAP

– Number and types of employees affected by the 
failure

– Number of non-highly compensated employees who 
would be adversely affected if the plan were not 
treated as qualified

– Whether the failure is a nondiscrimination failure or 
an employee exclusion failure

9B-73



Audit CAP

– Whether the failure is solely an employer eligibility 
failure

– Period over which the failure occurred
– Reason for the failure
– Maximum Payment Amount—maximum tax penalty
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Voluntary Fiduciary Correction Program 
(“VFCP”)

• Depending on the plan failure, voluntary self-
correction with Employee Benefit Security 
Administration (“EBSA”) may also be required.

• EBSA has developed VFCP to allow self-
correction of certain specific transactions. 
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VFCP

• Covered transactions relevant to this 
presentation include:
– Delinquent Participant Contributions and Participant 

Loan Repayments to Pension or Welfare Plans
– Participant Loans Failing to Comply with Plan 

Provisions for Amount, Duration, or Level 
Amortization
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VFCP

– Defaulted Participant Loans
– Payment of Duplicate, Excessive, or Unnecessary 

Compensation
– Improper Payment of Expenses by Plan
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VFCP

• The VFCP process involves:
– Identifying any violations and determine whether they 

fall within the transactions covered by the VFCP;
– Follow the process for correcting specific violations 

(e.g., improper loans or delinquent contributions);
– Calculate and restore any losses or profits with 

interest, if applicable, and distribute any supplemental 
benefits to participants; and
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VFCP

– File an application with the appropriate EBSA regional 
office that includes documentation showing evidence 
of corrective action taken.

• The goal is to make the plan, participants, and 
beneficiaries whole.
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Key Takeaways

• READ YOUR DOCUMENTS!
• Make sure plan sponsor, TPA, and other vendors 

are on the same page with regard to plan terms.
• Perform regular self audits or reviews to make 

sure plan is operating in accordance with its 
documents.
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Key Takeaways

• Where failures are discovered in plan self audits, 
take advantage of EPCRS and VFCP.

• Corrections of operational failures should be 
reasonable and appropriate, should make the 
plan whole, and should be consistently applied.  
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