
Touted as a tool for diversification, fund of funds (FoFs) 
investment strategies have a flip side that multiemployer 
plan trustees need to be aware of. This is true regardless 

of whether trustees delegate investment authority to an invest-
ment manager,1 share fiduciary responsibility with an invest-
ment consultant or retain sole responsibility for all investment 
decisions.

FoFs generally achieve greater diversification of assets be-
cause they reallocate a plan’s capital among a portfolio of un-

derlying funds. Risk is spread among a larger base of invest-
ments than the plan would otherwise hold.

However, overlapping may occur where FoFs duplicate own-
ership of the same security or use the same investment man-
ager through several different portfolio funds.

Given the difficulty of tracking an FoF’s overall holdings, over-
lapping may not be easy to detect, and the potential for underly-
ing investment manager duplication may not be apparent with-
out due diligence that runs through the portfolio funds. When 
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responsible for the investment of plan as-
sets and directly liable for any breach of 
ERISA’s duty to diversify those assets. 
When investing in FoFs whose general 
partner accepts ERISA fiduciary status as 
an investment manager,5 trustees are re-
lieved of liability for acts or omissions of 
the general partner including any failure 
to diversify assets of the FoF.6

Regardless of whether trustees retain 
the responsibility for investing plan as-
sets, share responsibility with an invest-
ment consultant or delegate discretionary 
authority to an investment manager, it 
remains prudent practice for trustees to 
monitor the diversification of plan assets. 
This prevents trustees from potentially 
being held liable for a breach of their con-
tinuing duty to monitor the appointment 
of the investment manager in the case 
where the manager breaches the duty to 
diversify. In this regard, trustees may re-
main liable if continuing the appointment 
of an investment manager violates ERISA’s 
general duty of prudence.7 Trustees often 
hire investment consultants, in part to ad-
vise on the selection and continued ap-
pointment of a particular investment 
manager.

Overview

Under ERISA, fiduciaries have a duty to 
diversify investments so as to minimize 
the risk of large losses, unless it is clearly 
prudent not to do so.8 In a court chal-
lenge, if DOL can show that the portfolio, 
on its face, is not diversified, then the fi-
duciary will be required to show that it 
was “clearly prudent” not to diversify in 
order to escape liability.9 Whether the 
portfolio is diversified or nonetheless 
clearly prudent is “analyzed from the per-
spective of what both parties acknowl-
edge as their purpose; to reduce the risk 
of large loss,”10 and is “evaluated at the 
time of the investment without the bene-
fit of hindsight.”11

Despite its diversification require-
ment, ERISA provides no further guid-
ance as to the proper allocation of assets 
or even what constitutes large losses. 
Furthermore, because a prudent fidu-
ciary must consider the particular facts 
and circumstances, the requirement to 
diversify cannot be stated as a fixed per-
centage.12 Courts assessing ERISA’s diver-
sification requirement do so on a case-
by-case basis.13

overlapping occurs, years of established 
case law and guidance—and particularly 
the double-edged sword of the ultimate 
investment rule: Diversify to minimize 
risk—may take on a new light in defend-
ing trustees against investigations and 
claims brought by the U.S. Department of 
Labor (DOL) for failure to diversify. This 
article provides a framework of how the 
diversification rules of the Employee Re-
tirement Income Security Act (ERISA) of 
1974, as amended, apply to FoFs.

What’s an FoF?

An FoF is an investment strategy to 
hold a portfolio of other investment funds 
rather than investing directly in stocks, 
bonds or other securities. There are differ-
ent types of FoFs including fund of hedge 
funds, fund of venture capital funds, pri-
vate equity fund of funds and mutual 
fund of funds. A fund of hedge funds, for 
example, will invest in a portfolio of other 
hedge funds with the underlying portfolio 
choices selected by the FoF’s investment 
manager. In turn, each portfolio hedge 
fund may have several underlying invest-
ment managers.2

FoFs generally are structured as lim-
ited liability partnerships comprised of a 
general partner, who manages day-to-day 
operations and is usually the investment 
manager, and limited partners.3 The gen-
eral partner conducts due diligence on 
potential investment fund candidates and 
selects the menu of underlying invest-
ment funds. Underlying investment funds 
within an FoF may have multiple invest-
ment managers, and the general partner 
does not necessarily conduct due dili-
gence on each of them. Plans investing in 
the partnership become limited partners. 
In exchange for a capital commitment, 
limited partners have the right to share in 
the partnership’s income and profits 
(known as an interest).

Who Is the  
Responsible Fiduciary?

FoFs may or may not be structured as a 
vehicle that holds plan assets subject to 
ERISA. Some FoFs are designed to avoid 
holding plan assets and thus refuse to ac-
cept ERISA fiduciary responsibility. In 
these cases, unless the investment is 
made by or upon the recommendation of 
an ERISA fiduciary,4 trustees remain solely 

Courts, DOL and academia generally 
accept modern portfolio theory as the in-
vestment industry standard by which to 
judge a fiduciary’s investment decision.14 
Specifically, since 1979, DOL has used 
modern portfolio theory to assess “the 
role the investment . . . plays . . . in the 
plan’s investment portfolio” and “[t]he 
composition of the portfolio with regard to 
diversification.”15 Case law, as sparse as it 
is, is to the same effect. According to 
modern portfolio theory:

[I]nvestors appropriately measure 
risk and return as the combined 
risk and return profile of a portfolio 
of investments, and not the risk/
return characteristics of an indi-
vidual security included in the 
portfolio. Because investment re-
turns on different assets are not 
perfectly correlated with each 
other, a portfolio of investments is 
less risky than the average risk of 
the individual investments. In fact, 
seemingly risky securities may be 
portfolio stabilizers and actually 
may lower the risk of the overall 
portfolio. Thus, according to mod-
ern portfolio theory, diversification 
among a variety of assets is an im-
portant means to control portfolio 
risk.16

As such, the diversification require-
ment should be analyzed based on invest-
ments as a whole and not whether a spe-
cific investment (assuming the plan has 
more than one) is diversified.17 In this re-
gard, a fiduciary should consider:

•	 The purpose of the plan
•	 The amount of the plan assets
•	 Financial and industrial conditions
•	 The type of investment, whether 

mortgages, bonds or shares of stock 
or otherwise

•	 Distribution as to geographical lo-
cation

•	 Distribution as to industries
•	 The dates of maturity.18

Ultimate Investment Rule

Whether plan assets are sufficiently 
diversified is determined by examining 
the ultimate investment of the assets.19 
For example, for efficiency and economy 
plans may invest all of their assets in a 
single bank or other pooled investment 
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benefit of hindsight, the court appeared 
influenced to some degree by the fact 
that the trustees sold the plan’s interest 
in the property 18 months after pur-
chase, obtaining a 97% return on the in-
vestment.34

Similarly, in Jones v. O’Higgins, an in-
vestment manager’s investment of over 
90% of the plan’s assets into just three 
stocks was clearly prudent.35 The manager 
followed an aggressive, yet established in 
the industry, contrarian strategy, in which 
he would invest in large corporations at or 
near their all-time lows.36 The court noted 
that the trustees were aware of and ap-
proved the strategy before hiring the 
manager and throughout his tenure.37 
Further, the manager was able to provide 
a “thorough and well[-]reasoned ratio-
nale” for his choice of the particular three 
stocks.38 Finally, the court noted that the 
manager testified that two of the three 
stocks had risen greatly in value since the 
date the manager was relieved of his du-
ties by the trustees.39

However, maintaining an undiversified 
portfolio that is nonetheless clearly pru-
dent is not easy. For instance, in Meyer v. 
Berkshire Life Insurance Co., a fiduciary 
breached the duty to diversify when he in-
vested 90% of the plan’s assets into “con-
servative income products.”40 This ap-
proach resulted in a rate of return around 
just 3% during a 14-year span.41 The in-
vestment was not clearly prudent because 
experts stated that even the most ex-
tremely conservative prudent portfolio 
would invest only 80% of its funds in such 
conservative products. At no time did the 
fiduciary conduct an analysis with regard 
to the participants’ goals, ages, assets or 
liabilities to determine the appropriate 
type of portfolio to match their specific 
needs.42

Likewise, in Brock v. Citizens Bank of 
Clovis, investment of nearly 82% of the 
plan’s assets in six mortgages secured by 
commercial property primarily located in 
a single county was not clearly prudent.43 
Even though each loan standing alone 
was prudent, taken together, the invest-
ments were not clearly prudent; an eco-
nomic downturn in the area could se-
verely affect repayment of the loans and 
the value of the security backing them.44 
In addition, there was no secondary mar-
ket for the loans, so it would have been 
difficult for trustees to get out of the in-
vestments if their value dropped or trust-

Clearly Prudent Not to Diversify

Failure to diversify plan assets is not a 
breach of fiduciary duty under ERISA 
when such failure is clearly prudent.26 The 
legislative history makes clear that the 
phrase clearly prudent is not intended to 
infer a more stringent standard of pru-
dence than that normally associated with 
plan investments.27 Instead,

by using this term it is intended that 
in an action for plan losses based on 
breach of the diversification re-
quirement, the [DOL’s] initial bur-
den will be to demonstrate that 
there has been a failure to diversify. 
The [fiduciary] then is to have the 
burden of demonstrating that this 
failure to diversify was prudent.28

Although Congress encourages diver-
sification, the law recognizes that it may 
be prudent, under certain circumstances, 
not to diversify investments.29 In deter-
mining whether the fiduciary acted pru-
dently, courts look at the totality of the 
circumstances.30 Generally, a court will 
find that it was clearly prudent not to di-
versify when the fiduciary can show that 
the overweight investment did not create 
an undue risk of large loss relative to the 
needs and risk appetite of the plan. In ad-
dition, important factors often include 
the fiduciary’s expertise and knowledge 
of the particular investment and a gen-
eral inquiry into whether the fiduciary 
acted in the same manner as an objec-
tively prudent investor would in the same 
situation.

In some cases, courts have found that 
a seemingly undiversified portfolio was 
nonetheless clearly prudent under the 
circumstances. In Etter v. J. Pease Con-
struction Co., an investment of 88% of the 
plan’s assets into an industrial real estate 
venture was clearly prudent.31 The court 
stressed how one of the trustees had past 
successful experience in the local real es-
tate market and, while the other invest-
ing trustees were not “sophisticated in-
vestors,” they too had some knowledge of 
and experience in the local market.32 Fur-
ther, it was noted that all of the trustees 
conducted careful research into the ven-
ture, which included visiting the site, in-
quiring with local developers and con-
sidering other area properties.33 Finally, 
although courts are directed to focus 
only on what was known to the trustees 
at the time of the investment without the 

fund. Congress intended that, in this 
case, the diversification rule be applied 
to the plan by examining the diversifica-
tion of the investments in the pooled 
fund.20

DOL has applied this concept in guid-
ance pertaining to investments of a large 
percentage of plan assets into a single col-
lective investment fund. In the case of a 
fiduciary investing in a limited liability 
partnership, all underlying investments of 
the partnership—rather than the invest-
ment in the partnership—should be con-
sidered the investments of the plan for 
ERISA diversification purposes.21 This is 
important because most FoFs are orga-
nized in this fashion, and when assessing 
the diversification of a plan’s investment 
in an FoF, or the overall diversification of 
the FoF itself, DOL and courts will look at 
the underlying investments of the plan or 
FoF.

At first glance, it would appear that 
the ultimate investment rule would 
shield fiduciaries who invest a large per-
centage of plan assets in a single FoF. 
This would generally be the case, be-
cause for diversification purposes the 
rule instructs courts to observe the un-
derlying investments of the FoF in addi-
tion to any other plan investments. If, 
however, a fiduciary invests in an FoF 
with overlapping, undiversified underly-
ing investments, which potentially over-
lap further with non-FoF plan invest-
ments, the ultimate investment rule 
could instead lead to a breach of the fi-
duciary duty to diversify.

In Bruner v. Boatment’s Trust Co., the 
court rejected a fiduciary’s argument that 
an investment of between 77% and 91% 
of the plan’s assets into a single guaran-
teed investment contract (GIC) should be 
deemed diversified under the ultimate in-
vestment rule, even though underlying 
assets of GICs are generally diversified.22 
The court instead used the ultimate in-
vestment rule as a sword, finding a lack of 
proper diversification because the under-
lying investments of the GIC were con-
centrated in low-quality junk bonds.23 The 
fiduciary was put on notice that the under-
lying investments were not diversified.24 
The fiduciary was ordered to pay to the 
plan the difference between the perfor-
mance of the portfolio and the hypotheti-
cal results that the plan would have 
achieved had its assets been properly di-
versified.25
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2010. Today, funds of funds account for approxi-
mately 40% of all assets invested in hedge funds.  
Stan Luxenberg, “Hedge Funds Struggle Amid 
Manager Scandals,” TheStreet, June 8, 2010, www 
.thestreet.com/story/10775197/2/hedge-funds 
-struggle-amid-manager-scandals.html.

	 3.	 FoFs may also be organized as limited li-
ability companies (LLCs).  If the fund uses an 
LLC structure, accepted investors are referred to 
as members and the entity that manages the LLC 
is the managing member.

	 4.	 Such as an investment manager or in-
vestment consultant.

	 5.	 Within the meaning of ERISA §3(38).
	 6.	 See ERISA §§405(d) and 402(c)(3).
	 7.	 ERISA §405(c)(2)(A).
	 8.	 29 U.S.C. §1104(a)(1)(C), ERISA §404(a)

(1)(C).
	 9.	 In Re Enron Corporation Securities, De-

rivative & ERISA Litigation, Civil Action No. 
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zler v. Graham, CA-5 (1997), 112 F.2d 207, 20 EBC 
2857 (5th Cir. 1997)).

	10.	 Id.
	11.	 Id.
	12.	 H.R. Rep. No. 93-1280, 93rd Cong., 2nd 

Session at 304-305 (1974).
	13.	 Brock v. Citizens Bank of Clovis, No. Civ. 

83-1054 BB, 1985 WL 71535 at *3 (D.N.M. 1985), 
aff’d, 841 F.2d 344 (10th Cir. 1988).
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F. Supp.2d 453, 467 (E.D. Va. 2005).
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	16.	 DiFelice at 467 (emphasis added).
	17.	 Young v. General Motors Investment Man-

agement Corp., 46 EBC (BNA) 2278, 2009 U.S. 
App. LEXIS 9792 (2d Cir. 2009). Note, however, 
that the requirement may be analyzed only as to 
the specific investments of a particular fiduciary 
in the case where that fiduciary is responsible 
only for plan assets that are not interchangeable 
with assets controlled by other fiduciaries in 
separate funds.  GIW Industries, Inc. v. Trevor, 
Stewart, Burton & Jacobsen, Inc., 895 F.2d 729 
(11th Cir. 1990).

	18.	 H.R. Rep. No. 93-1280, 93rd Cong., 2nd 
Session at 304-305 (1974).

	19.	 Id.
	20.	 Id.
	21.	 Advisory Opinion 81-13A ( January 16, 

1981). Note that DOL has also issued opinions 
stating that the ultimate investment rule should 
apply when assessing the diversification of mu-
tual funds, real estate investment trust and guar-
anteed investment contracts. See Advisory Opin-
ion 78-30A (December 7, 1978); Advisory 
Opinion 75-93 (November 4, 1975); and Advisory 
Opinion F-2980A (March 4, 1985).

	22.	 918 F. Supp. 1347, 1354 (E.D. Mo. 1996). 
The percentage of plan assets invested in the 
contracts fluctuated as a result of required con-
tributions and distributions that were paid into 
and from the remaining plan assets. Id. at 1352.  
For the majority of the period that the fiduciary 
was responsible for investing plan assets, the 
percentage varied between 87% and 91%. Id.

	23.	 Id. at 1354.
	24.	 Id.
	25.	 Id. at 1355.
	26.	 29 U.S.C. §1104(a)(1)(C), ERISA §404(a)

(1)(C).
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Session at 304-305 (1974).
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	29.	 29 U.S.C. §1104(a)(1)(C), H.R. Rep. No. 

sure that the FoF is invested in portfolio 
funds that have a variety of investment 
strategies and underlying holdings.

At the same time, it is important for 
trustees to establish a second line of de-
fense to a diversification challenge by 
making sure that the investments con-
cerning the FoF are clearly prudent. Al-
though this inquiry depends on the sur-
rounding circumstances, it is always 
important that any risks pertaining to the 
FoF investment are addressed with due 
diligence and looked at in relation to the 
objectives of the plan. It is incumbent on 
trustees to have proper knowledge about 

any investment decision, especially in the 
context of FoFs. In addition, trustees 
should obtain as much information about 
the funds and their underlying invest-
ments as possible, not only to prevent 
overlapping, but also to be assured that 
the investments are proper considering 
the goals of the plan. While a risky invest-
ment may be better absorbed by a plan 
that does not anticipate distributions for 
a long time, the same investment may not 
be prudent if the plan is required to make 
distributions in the near future or is un-
derfunded.	 B&C

Endnotes

	 1.	 Within the meaning of Section 3(38) of 
the Employee Retirement Income Security Act of 
1974, as amended.

	 2.	 Total assets in funds of funds reached a 
peak of $1.4 trillion in the second quarter of 2008 
and stood at $913 billion in the first quarter of 

ees needed capital to take advantage of 
better opportunities.45

Conclusion

In the context of FoFs, trustees do not 
violate ERISA’s diversification rule solely 
by investing a significant portion, or even 
all, of a plan’s assets into a single FoF. 
However, the fact that FoFs generally hold 
a portfolio of underlying funds that hold a 
diversified portfolio of securities is by it-
self insufficient to satisfy the requirement; 
the inquiry will focus on the specific FoF 
at issue.

Although there are varying degrees of 
accountability depending upon whether 
trustees delegate, share or retain invest-
ment responsibility, trustees should 
monitor the holdings of portfolio funds 
and the identity of portfolio managers, 
either themselves or through an invest-
ment consultant, to avoid the duplica-
tion of investments and investment enti-
ties. This would include an investigation 
of the FoF and its underlying investments 
to assure that there is not significant 
overlap and to match the investments to 
the goals of the plan. However, given the 
crossroads of protecting proprietary in-
formation and fiduciary obligations, 
FoFs and portfolio funds may resist dis-
closure. At best, this information may not 
be available in real time. Caution should 
be exercised if such information cannot 
be obtained.

Assuming the ability to obtain such in-
formation, trustees must pay particular 
attention to make sure that the underly-
ing assets are not overlapped, either by 
themselves or in combination with the 
plan’s other investments, to the point of 
being undiversified. While a lack of diver-
sification can be obvious in cases where 
portfolio funds hold large portions of the 
same security, trustees—through invest-
ment consultants—should dig deeper. For 
example, overlapping holdings of the 
same type of security, such as stocks in 
the same industry, short-term bonds or 
similar mortgages, may result in the FoF 
failing to be properly diversified. Like-
wise, an FoF may not be diversified if the 
underlying funds’ assets overlap in a more 
abstract way, such as by containing too 
many “conservative” or “risky” invest-
ments, or by having too much exposure to 
a particular fund manager or enterprise. 
Any concerns can be alleviated by making 

Assuming the ability to obtain 
such information, trustees 
must pay particular attention 
to make sure that the 
underlying assets are not 
overlapped, either by 
themselves or in combination 
with the plan’s other 
investments, to the point of 
being undiversified.
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