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What Is Operational Risk in 
Multiemployer DC Plans?
A Trustee’s Guide to Managing It

Multiemployer defined contribution (DC) plans are evolving from their historical 
role as a supplement to a defined benefit (DB) pension plan. As a result, they 
are playing an increasingly important role in helping to ensure participants 
have adequate income during retirement. In some instances, through collective 
bargaining, a small but greater percentage of future contributions are being 
allocated to DC plans. As multiemployer DC plans continue to grow in 
importance, size and complexity — and as participants take greater notice  
of their account balances and appreciate the benefit — trustees need to 
strengthen their focus on the operational risk associated with DC plans.

What Is DC Plan Operational Risk?
Risk is the chance of something happening that will affect the ability to achieve 
objectives. Traditionally, for retirement plans (both DB and DC), the discussion 
is in terms of investment risk and longevity risk. Yet operational risk is every bit 
as important.

Operational risk is the risk of direct or indirect loss resulting from unanticipated 
events or inadequate or failed internal and external processes, people and 
systems. It encompasses potential losses attributable to failures across a 
range of functions. Compliance with the Internal Revenue Code (IRC) and  
the Employee Retirement Income Security Act of 1974 (ERISA) is part of 
operational risk. Operational risk also covers these crucially important areas:

yy Transaction processing;

yy Participant financial reporting,

yy Recordkeeping services; 

yy Data security; and

yy Consolidation of plans through mergers.
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Mergers increase operational risk because they have implications for plan 
administration, benchmarking fees and consolidation of vendors.

Many experts consider operational risk to be the broadest, largest and most complex 
risk category. The overlap among functions, such as data security and recordkeeping 
services, adds to the complexity.

The following are just a few examples of operational risk events by function:

Compliance

Required nondiscrimination testing for nonbargained 
employees is not completed in a timely manner or is 
completed incorrectly.

Transaction Processing

Participant contributions are not sent to the recordkeeper 
or credited to member accounts in a timely manner 
once received.

Participant-requested distributions, such as hardship 
distributions and loans, or age 70½ required minimum 
distributions are not processed timely. 

Recordkeeping Services

The recordkeeper does not provide high-quality services 
in a timely, consistent manner to plan fiduciaries.

The recordkeeper uses participant data to sell other 
products to participants without permission.

Participant statements misstate balances due to poor 
recordkeeping, resulting in the communication of 
inaccurate information to participants.Participant Financial Reporting

Data Security

Participant information is compromised when files are 
exchanged between a plan and its service provider. 
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Operational failures can, and do, occur for a number of reasons, including:

yy The volume of transactions;

yy The use of multiple interfaces;

yy Inadequate internal controls;

yy Manual processes; 

yy Poor data;

yy Increasing sophistication of cyber criminals; and

yy Changing regulations or new laws.

Anything new — investment structures, technology and service-delivery platforms — 
can increase operational risk. Evolving plan designs also have that effect. For example, 
multiemployer DC plans are more frequently adding a 401(k) feature (usually with 
participant direction) or increasing the valuation frequency of member account 
balances. These features enhance benefits and options for participants, but, at the 
same time, add operational requirements.

DC trustees should seek to fully understand their vulnerability to operational risk. 
Protecting plan assets and data and the fund’s tax-qualified status requires an 
increasingly sophisticated, proactive approach. Adopting an integrated framework of 
policies and procedures for managing operational risk can be a helpful step. 

Managing Operational Risk Matters
The potential consequences of failing to adequately address operational risk can be 
severe. Events, such as compliance failures, reporting errors and data breaches, may lead 
to sizeable losses and/or litigation, and could threaten the tax-qualified status of the plan.

In addition to avoiding the pitfalls previously mentioned, managing operational risk may 
help position DC plans for improved outcomes of key goals. Those goals may include 
participant awareness and better appreciation of the benefit; retention of rollover-eligible 
assets (where that is a goal); cost-effectiveness; and participant investment diversification.
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What’s in a Name?

In the multiemployer community, the name “annuity plan” is often used in conversation  
to refer to whatever type of DC plan the trustees have adopted — whether it is a  
money-purchase pension plan (money-purchase plan), a profit-sharing plan or a  
401(k) profit-sharing plan. The name started being used when the only kind of DC plan 
that multiemployer trustees were able to adopt was a money-purchase plan. Money-
purchase plans, like DB plans, are required to pay annuities as the default benefit,  
so the shorthand name for a multiemployer DC plan became “annuity plan.”

Since 1986, when the law was changed, many of these plans have been converted 
prospectively to profit-sharing plans, some of which also incorporate 401(k) features. 
Yet the plans are still referred to as annuity plans because that’s the name the 
community has always used.

Types of Annuity Plans Key Characteristics

Money-Purchase Plan yy Individual account plan designated as a money-
purchase plan

yy Some characteristics of a DB plan: subject to the 
minimum funding rules; required to pay benefit as a 
qualified joint and survivor annuity (QJSA); may offer 
alternative forms, such as a lump sum, (subject to 
election and consent rules)

yy Employer contributions (fixed)

yy Participant direction of investments can be permitted 

yy May not have a 401(k) feature (unless plan was 
established before ERISA with salary-deferral feature) 

Profit-Sharing Plan yy Individual account plan designated as a profit- 
sharing plan

yy Employer contributions not required to be made  
from profits

yy Employer contributions can be discretionary

yy Participant direction of investments can be permitted 

yy Benefits generally paid in lump sums or installments

yy May have a 401(k) feature

401(k) Profit-Sharing Plan yy Must be part of a profit-sharing plan 

yy Allows participant elective salary-deferral contributions 
(pre-tax and Roth)

yy Generally allows participant-directed investments

yy Benefits generally paid in lump sum or installments
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Key Components of Managing Operational Risk
DC plan trustees often delegate operational risk management to service providers  
and staff. Contracts, policies and job descriptions document those delegates’ roles  
in risk management. Due to the breadth of their operations, these individuals and 
organizations bear extensive responsibility for managing operational risk: fund office 
staff, third-party administrators (TPAs) and/or recordkeepers must provide accurate 
valuations, participant recordkeeping, communications,* contribution processing, 
website maintenance and records retention. A plan’s investment managers, auditor, 
custodian, counsel and investment consultant also share responsibility within their 
respective functions.

Although DC plan trustees are able to delegate many tasks, they remain responsible  
as fiduciaries for the adequacy of their oversight across all functions and categories.  
If they have not already, the plan trustees, the fund office staff and service providers 
must establish and maintain the necessary framework — meaning policies and 
procedures — to minimize the probability and severity of loss related to operational- 
risk events.

A number of large DC plans already maintain distinct risk and compliance units to 
centralize accountability. While that approach may not be practical for all multiemployer 
plans, DC plan trustees may be able to manage their operational risk equally well by 
adopting a framework that includes the following components:

yy A governance structure that enables assignment of risk-management roles, and 
reporting requirements documented in policies, contracts and job descriptions;

yy A manageable program for conducting operational audits and risk assessments 
(described in the text box on the next page) to evaluate the integrity of internal 
controls, compliance, participant financial reporting, service quality and data security;

yy A documented approach to managing data security risks to be implemented as  
a component of the operational risk program or as a stand-alone policy;

yy Periodic peer reviews, benchmarking and request for proposals to evaluate  
all plan expenses, including administrative and investment-related expenses  
and fees, disclosure practices and investment structure design in the context of  
best practices;

yy A comprehensive investment policy that provides a framework for investment 
program design, decision making, monitoring and performance measurement; and

yy Key performance and risk measures to establish thresholds across plan functions, 
including, for example, telephone customer service, contribution processing and 
website availability.

*  An effective communication plan can educate plan participants about the value of their DC plan benefit and 
explain that it is designed to accompany their pension benefit in retirement. For plans that permit participants with 
greater accessibility to their balances, communications can explain the implications of taking loans or hardship 
distributions from your future retirement income and can emphasize the importance of paying that money back.
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Risk management and internal controls are intended to reduce the probability of 
operational failures and the severity of their impact, if they do occur. This framework  
lays a solid foundation for effective oversight of DC plan operational risk.

Operational Risk Assessments

In addition to performing periodic audits of operations, trustees may wish to conduct 
other risk assessments, for example:

yy Testing controls put in place by fund office staff, TPAs or recordkeepers and 
custodians through statistical sampling;

yy Reviewing service providers’ Service Organization Control (SOC) audits SOC 1®  
and SOC 2® reports (part of the American Institute of Certified Public Accountants’ 
Statement on Standards for Attestation Engagements) that are prepared by an 
independent auditor, paying particular attention to any negative findings, and 
assessing the service providers’ procedures;

yy Reviewing administrative costs, investment fees and disclosures relative to peers  
and best practices;

yy Performing annual cybersecurity assessments to ensure data risks are reviewed on  
an ongoing basis;

yy Conducting periodic surveys to measure participant satisfaction and service  
quality; and 

yy Auditing performance of key functions, including contribution processing, plan 
document adherence and call center responsiveness against agreed-upon standards 
(“report cards”).

For DC plan boards that wish to delegate responsibility for these assessments to 
outside experts, Segal Consulting, Segal Marco Advisors and/or external auditors  
can perform operational risk assessments.

It is important to note that the financial audit filed with plan’s annual Form 5500 is likely 
not sufficient oversight of operational risk as it focuses only on mistakes that have a 
“material” impact on the financial statement, not the individual mistakes that the DOL 
and IRS auditors pursue.



Segal Consulting & Segal Marco Advisors Ideas | October 2019    7

Getting Started on Managing Operational Risk
Many multiemployer DC plans already have in place some of the components outlined. 
Combining those components into an integrated approach in managing operational risk 
demonstrates an awareness of risk and an understanding of the importance of addressing 
it in ways that participants, service providers and other stakeholders may find reassuring, 
and that IRS and DOL auditors might reward.

Recommended first steps to an integrated approach to managing operational risk include:

yy Review trust agreements and plan documents, contracts and job descriptions to 
ensure that they specify who is responsible for managing each risk.

yy Ensure that planned audits and assessments cover key areas, including contribution 
processing, plan documents and regulatory compliance.

yy Request a copy of your key service providers’ cybersecurity policies and business-
continuity plans, and ask for annual updates. Develop your own internal policy.

yy Check the fund’s investment policy to ensure that it properly documents the current 
state of the menu of investment options, roles of fiduciaries and reporting requirements.

yy Review service providers’ reports to ensure that they provide a snapshot of results 
against a set of key risk measures in an executive-summary or dashboard format.

yy Verify that fiduciary liability and fidelity bond insurance coverage is adequate.

Although the above steps may seem routine, they can mark the beginning of a 
sustainable framework that positions the fund for management of known — and 
unknown — risks and improved results across operational functions, including 
compliance and participant service.

Questions? Contact Us.
For more information about managing operational risk or other risks DC plans face, 
contact your Segal benefits consultant and your Segal Marco Advisors investment 
consultant or the following experts:

Rick Reed    Craig Chaikin   John Hume 
617.424.7361    212.251.5486   781.228.7011 
rreed@segalco.com   cchaikin@segalmarco.com jhume@segalmarco.com

To receive Ideas and other Segal publications, join our email list. 

Segal Consulting and Segal Marco Advisors are members of The Segal Group. 
Other members of The Segal Group include Segal Benz, which provides award-
winning communications consulting services, and Segal Select Insurance 
Services, which provides brokerage services for a wide range of insurance 
coverage, including fiduciary liability insurance and cyber liability insurance.

https://www.segalco.com/contact?pid=3699#Multiemployer
https://www.segalmarco.com/email-expert?eid=1300
https://www.segalmarco.com/email-expert?eid=1302
http://www.segalco.com/weekly-mailings/#Multiemployer
http://www.segalgroup.net/#all
https://www.segalbenz.com/
http://www.segalselect.com/
http://www.segalselect.com/


Our Services for DC Plan Sponsors

Sponsors of DC plans face tough decisions. We understand those challenges as well as 
options for meeting them. Having worked with hundreds of clients for more than 50 years, 
Segal Consulting has insight into the spectrum of design characteristics and features of all 
types of compensation and benefit plans.

Segal’s DC plan consulting services include the following:

yy Plan design;

yy Plan assessment studies;

yy Total retirement planning participant statements and other participant communications;

yy Compliance consulting;

yy Vendor searches for recordkeepers and other service providers; and

yy Administration and technology consulting.

Segal Marco Advisors, an SEC-registered investment consulting firm, provides the following 
investment solutions for DC plan sponsors:

yy Fiduciary oversight and training;

yy Creation and ongoing review of investment policy statements;

yy Ongoing monitoring and performance analysis;

yy Investment menu design and evaluation;

yy Selection of best-in-class investment managers and options;

yy Oversight and monitoring of recordkeepers; and

yy Benchmarking services (including fees and administrative services).
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