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When you receive a new
contract or agreement
from a service provider,
what is your ﬁrst thought?
“I trust them, I’ll sign this
immediately.” Or, “Even if
I read it, I won’t
understand it since it has
a lot of legalese.” Or, “I’ll
sign it and if there’s a
problem, we’ll just cancel
or renegotiate.” The
question you should ask
yourself is: “Does this
agreement agree with my
ﬁduciary
responsibilities?”

Two of the most important documents in the management of an
organization’s investments are the service agreement(s) and the investment
policy statement (IPS). Given the importance of these documents, it is
troubling that two of the primary areas where I see a significant percentage of
an organization’s fiduciary deficiencies are related to the service
agreement(s) and the IPS. This is from the numerous fiduciary assessments of
both nonprofit organizations, as well as ERISA plans that I have completed.
This paper will review the fiduciary best practices around service agreements.
However, it is not a legal review. Please consult with a qualified, legal
professional regarding the legal aspects of your service agreements.
The service agreement is the legal contract or agreement between the service
provider and the Steward. A service provider is typically an investment
manager, investment adviser or consultant, fiduciary consultant, custodian,
recordkeeper or subaccountant. A Steward is a person(s) with the fiduciary
responsibility for the management of an organization’s investments.
Here are a few reasons for the significant amount of fiduciary deficiencies
relating to service agreements. First, service agreements are almost always
written by the service provider and, therefore, serve the interests of the
service provider – not the Steward. Yet the Steward who accepts these
agreements on behalf of their organization has the fiduciary responsibility
and liability to ensure that the provisions in the agreement serve the
interests of the organization and intended beneficiaries. Second, changes
that would incorporate fiduciary best practices into the service agreement are
rarely requested by the Steward. This may be from the Steward’s lack of
expertise in fiduciary best practices. Third, the lack of a review of the
agreement by a legal expert.
The following are examples of fiduciary best practices that you should
consider incorporating into the review of your organization’s service
agreements. The fiduciary best practices cited have been developed by the
Center for Fiduciary Studies, which is the standards-setting body for fi360.
The Centre for Fiduciary Excellence (CEFEX), also affiliated with fi360,
conducts fiduciary certifications based on the standard defined by these and
other practices. The fiduciary best practices are part of the twenty-one total
fiduciary best practices and are known as the Global Fiduciary Standard of
Excellence.
(https://www.fi360.com/prudent-investment-process/stewards-practices).
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The following are the
ﬁduciary best
practices related to
service agreements
followed by speciﬁc
examples (in blue)
you should consider
adding to or
incorporating into
your service
agreement(s).

1. ANNUAL DISCLOSURE
Practice and Criteria Reference 1.5.1 – The Investment Steward requires
each service provider to make full written disclosure of the services to be
provided and the compensation arrangements, affiliations and fiduciary
status of the service provider.
Adviser agrees to provide an annual disclosure statement to the Client prior
to February 28 of each year, which includes the following for the previous
calendar year:
A. A summary of the rendered services to the Client and the Account in
accordance with this Agreement.

B. Adviser acts as a fiduciary:
i. (for nonprofits) per Section 5 of the Uniform Prudent
Management of Institutional Funds Act (UPMIFA) in the provision
of services to Client under this Agreement.
ii. (for ERISA Plans) under Section 404(a)(1)(B) of ERISA in the
provision of services to Client under this Agreement.
C. To disclose all direct compensation and an approximation of the
indirect compensation, if any, adviser received with respect to the
Account.

D. Adviser hereby represents as follows:
i. Adviser is a registered investment adviser under the Investment
Advisers Act of 1940;
ii. Adviser complied with all applicable securities laws and
regulations;
iii.
Adviser treated as confidential all information pertaining to the
Account and to the Client and all other aspects of the relationship
established by this Agreement, except as may be necessary to
comply with the regulations of any government or
self-regulatory organization or with any order of any court or
adjudicative body of competent jurisdiction or to effectively
perform its obligations and duties under this Agreement. Adviser
may have provided confidential information concerning Client or
the Account to any affiliate, any sub-adviser, any outside service
provider, and any broker-dealer adviser retains in administering
the Account.
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2. FIDUCIARY STATUS
Practice and Criteria Reference 1.3.2 – All involved parties have
acknowledged their fiduciary or non-fiduciary status in writing.
Adviser will act as a fiduciary per …:

i. (for nonprofits) Section 5 of the Uniform Prudent Management of
Institutional Funds Act (UPMIFA) to Client.
ii. (for ERISA plans) Section 404(a)(1)(B) of ERISA to Client.
Adviser will use its best judgment and good faith efforts in rendering
services to Client. Adviser, its members, principals, officers, employees and
agents will act with the care, prudence and diligence under the
circumstances then prevailing that a prudent investor acting in a like
capacity and familiar with such matters would use. Adviser will have no
responsibility for the acts of third-party agents. Nothing contained in this
Agreement shall constitute a waiver of any rights that Client may have
under Federal or State securities laws.

3. SPECIAL TRADING PRACTICES SUCH AS
“SOFT DOLLARS,” DIRECTED BROKERAGE
AND COMMISSION RECAPTURE
Practice and Criteria Reference 4.3.2 – Control procedures are in place to
periodically review each Investment Manager’s policies for special trading
practices such as “soft dollars,” directed brokerage and commission
recapture. An investment adviser with authority to place brokerage orders
for an advisory client has a duty to obtain best execution of trades for its
advisory client.
Adviser agrees not to enter into any special trading practices, including soft
dollar arrangements, directed brokerage or commission recapture that
would include Client’s account(s) without prior notification and approval of
Client. Client acknowledges that special trading arrangements may result in
higher brokerage fees for Client than would be the case in the absence of
those special trading arrangements. Client also acknowledges that if it
accepts special trading practices and any associated higher brokerage fees,
Client believes the fees to be reasonable and that the benefits exceed the
additional costs. Adviser shall annually disclose to Client, in accordance with
Section ___ of this Agreement, the approximate indirect compensation, if
any, the adviser receives with respect to the Account.
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4. DISPUTE RESOLUTION

5. NOTIFICATIONS

Practice and Criteria Reference 1.5 – The Investment
Steward requires agreements with service providers to be
in writing and consistent with fiduciary standards of care.

Practice and Criteria Reference 1.5 – The Investment
Steward requires agreements with service providers to be
in writing and consistent with fiduciary standards of care.

A Steward should have its legal counsel evaluate whether
the acceptance of an arbitration clause in an agreement
limits the Steward’s ability to recover damages and, if so,
whether it would be considered a breach of the Steward’s
fiduciary duty by limiting the protection of the
organization for which it is a fiduciary. The following is an
example of an arbitration clause that a Steward may see:

Within 30 days from the date the following information was
received by the adviser, the adviser will provide to client:

In the event of any dispute concerning or arising out of
this Agreement, such dispute shall be submitted by the
parties to arbitration in City, State. Arbitration proceedings
may be commenced by either party after giving the other
party notice thereof and proceeding thereafter in
accordance with the rules of the American Arbitration
Association. Any such arbitration shall be governed by, and
subject to, the applicable substantive laws and statutes of
limitations of the state in which the arbitration proceeding
is held and the then-prevailing commercial arbitration
rules of the American Arbitration Association; provided,
however, that the arbitrators shall be required to render a
reasoned award stating with particularity the grounds for
their decision and further provided that the arbitrators
shall have no authority to award punitive, exemplary or
other extraordinary damages. The parties hereby waive all
rights to obtain punitive damages in connection with any
dispute arising under this Agreement. The arbitrator’s
award in any such arbitration shall be final and binding,
and judgment upon such award may be enforced by any
court of competent jurisdiction, subject only to vacation or
modification as permitted by law.
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Any legal findings or judgments against the
adviser/company.

2

A summary of material findings of an SEC
audit.

3

A summary of material findings from any
regulatory agency.

Service agreements should disclose the information
needed by Stewards to perform appropriate due diligence
or should include references to specific disclosure
documents that provide the information.
An important item that a Steward should review is the
investment adviser’s ADV Part I, Item 11 Disclosure
Information, where you can also find the following
disclosures related to the notifications above. Disclosure
reporting pages (DRP) are sections of an investment
adviser’s ADV Part 1 that provide information to the public
and/or to regulators about specific criminal, civil, and
regulatory actions. DRP also provide information regarding
customer complaints, bankruptcies, judgments, and liens.
Form ADV is a required registration document submission
to the Securities and Exchange Commission (SEC) by a
professional investment adviser.
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6. LIMITATION OF LIABILITY
Practice and Criteria Reference 1.5 – The Investment Steward requires
agreements with service providers to be in writing and consistent with
fiduciary standards of care.
Where service agreement’s limitation of liability language is gross
negligence and willful misconduct, the Steward should determine whether
this limitation of liability protects the organization’s assets.
The following information, while related to ERISA plans, would apply to all
fiduciaries: DOL Advisory Opinion 2002-08A (August 20, 2002). “ERISA plan
fiduciaries may cause their plans to enter into contracts with actuarial firms
and other service providers that include ‘limitation of liability’ and
‘indemnification’ provisions without necessarily violating ERISA’s fiduciary
standards. However, the Advisory opinion cautions fiduciaries that it would
be imprudent to agree to these provisions if they apply to fraud or willful
misconduct by the service provider, and that in any case fiduciaries have a
duty to assess the plan’s ability to obtain comparable services at comparable
costs either from service providers without having to agree to such
provisions, or from service providers who have provisions that provide
greater protections to the plan.”
Another limitation of liability to avoid is one that limits the service
provider’s financial liability. One example I’ve seen is where the service
provider’s stated liability is limited to the fees received.

7. TERM OF THE AGREEMENT
Practice and Criteria Reference 1.5.3 – Comparative reviews of service
agreements are conducted and documented approximately every three
years.
The Steward should consider limiting the term of the agreement to three
years or less. This will require the Steward to review the agreement at least
every three years, which is a fiduciary best practice.
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8. INSURANCE PROTECTIONS

9. CONFLICTS OF INTEREST

Practice and Criteria Reference 1.6.4 – The Investment
Steward verifies that service providers that custody client
assets have appropriate insurance.

The following Practices themselves give the Steward
examples of agreement language to implement fiduciary
best practices regarding conflicts of interest.

Where this criteria specifies service providers that custody
client assets, it logically extends to service providers in
general. The Steward should require that service providers
annually disclose the types of coverage, the amount of
coverage and the carrier, depending on the role and scope
of services; i.e., custody will require different insurance
coverages than non-custodial services.

Practice and Criteria Reference 1.4.2 – Conflicts of interest
are avoided when possible and always when required by
law, regulation and/or governing documents.

In limited cases, the service provider is required to carry
some types of insurance coverage and minimums by law
or regulation. It is the Steward’s responsibility to
determine whether the types of coverages, the amount of
coverages and the quality of the insurance carriers
adequately protect the assets of the Steward’s
organization. As in all cases where the Steward does not
have the expertise to make a prudent determination, a
professional in such matters should be utilized.

Practice and Criteria Reference 1.4.3 – The Investment
Steward discloses, and requires service providers to
disclose, all unavoidable conflicts of interest in writing and
to manage such unavoidable conflicts in the best interest
of the …:
i. (for nonprofits) nonprofit or grantees.
ii. (for ERISA Plans) plan participants.
Conflicts of interest may also be disclosed in an adviser’s
ADV Part II. You can search the adviser’s ADV via the “Find”
function using the word “Disclosure” to find the disclosed
conflicts of interest.
As a practical matter, it is unlikely that you will get a large
organization to revise their service agreement. Given the
number of people and departments that would be required
to accomplish this, your time would be better spent getting
an addendum to their agreement. You should consider
having a legal expert draft the addendum to ensure that it
properly covers the legal issues. You can provide the
fiduciary best practices that you want added to the service
agreement to your legal counsel.

SUMMARY
In summary, a service agreement should provide protection to the Steward’s organization and its intended beneficiaries. To ensure
that occurs, a Steward should make sure that the service agreement incorporates fiduciary best practices. If the Steward is not an
expert in fiduciary best practices, he or she should consider a fiduciary assessment or consult with an Accredited Investment
Fiduciary Analyst® (AIFA®). In addition, it is important that the Steward have a legal review of the agreement conducted by a legal
professional with the appropriate expertise.
For more information, please contact Ken Mathis, AIFA®, PPC®, CEFEX Analyst, at
866-701-7002 or kmathis@hardyreed.com.
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