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Reinhart Boerner Van Deuren s.c. ("Reinhmi" or "we") has been asked to advise the Annuity 
and Pension Board ("Pension Board") of the City ofl\t1ilwaukee ("City") regarding fiduciary duty 
in1plications of the Pension Board's limited authority and flexibihty to 1nanage human capital resources 
of the City Employee Retire1nent System CERS 11

). Based on applicable fiduciary law, recent ERS 
en1ployee turnover and studies done by advisors to the Pension Board, we believe the Pension Board 
and City are exposed to increasing fiduciary duty liability risks due to constraints on the Pension 
Board's authority and the limited resources available to the Pension Board to in1plen1ent investn1ent 
policy and pursue n1anage1nent practices necessary to n1eet ERS' funding and the Pension Board's 
fiduciary duty obligations. 

While not the only aspect of ERS' resource constraints, below 1narket en1ployee compensation 
levels, resulting staff turnover, and challenges in recruiting experienced personnel for key staff 
positions illustrate the fiduciary liability risks attendant in the current situation. Unless this situation is 
addressed, it appears that the level of exposure to legal risks is likely to increase. 

We note that si1nilar constraints on the State of Wisconsin Invest1nent Board ("SWIB ")were 
removed by the Legislature in 2011. SWIB was granted independent authority to establish and 
tnonitor its own operational budget, create positions and set e1nployee cmnpensation, subject to 
legislative oversight. This is consistent with leading authority on implen1entation of fiduciary 
responsibilities. 
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BACKGROUND 

The ERS is a government retirement syste1n sponsored by the City to provide retire1nent and 
other benefits to employees of the City and City agencies. 1 The Pension Board oversees general 
administration and operation of the ERS? The Pension Board members are fiduciaries of the ERS and, 
as such, must fulfill certain fiduciary duties when performing their roles on the Pension Board.3 The 
Pension Board is obligated as an ERS fiduciary to take reasonable steps to imple1nent investment and 
management practices to ensure that the ERS is able to 1neet its benefit payment obligations to its 
participants. As explained below, however, the Pension Board's limited resources, particularly 
constraints on its ability to hire and retain experienced key personnel, appear to be compron1ising its 
ability to fulfill fiduciary obligations. 

1. Staff Civil Service Status. The ERS staff members are City employees and generally subject to 
City Civil Service Rules. However, positions can be identified as exempt, 4 and the City Service 
Commission (the "Commission") can also exempt specific positions frmn the Civil Service Rules for 
hiring and firing on an individual basis. An individual Cmnmission exemption is only valid for the 
person serving in the position when the exe1nption is granted. Once that individual leaves the position, 
the position reverts back to a regular Civil Service position. 

ERS staff me1nber salaries are set by the Common Council via the City's Salary Ordinance. 
Positions are assigned to a salary grade, with the individual in a position receiving a salary vvithin that 
salary grade range. The Cmnmon Council must approve the reclassification of a position to a different 
salary grade. In addition, the salary of any City official may not exceed that of the Mayor, as dictated 
in the City's Salary Ordinance. 5 The City Attorney has opined that this li1nit applies to all ERS 
positions, whether or not they have been exempted frmn Civil Service Rules.6 

2. Staffing Issues- Compensation Case Studv. V/e have been advised that the Pension Board has 
become concerned about the effect its lack of authority to 1neet 1narket cmnpensation levels for key 
staff positions is having on its ability to fulfill fiduciary obligations .to the ERS. It is increasingly 
difficult to retain key en1ployees and attract the quality of persom1el necessary to imple1nent ERS' 
sophisticated investn1ent strategy. The restrictions on con1pensation levels under the Salary Ordinance 
contribute to this retention and hiring problein. 

In pmiicular, we have revievved a confidential Con1petitive Pay Level Analysis Report (the 
"Repmi") that was prepared by IV1cLagan for the Pension Board in 2011. The Report con1pared 
compensation for ERS staff 1nen1ber positions to those at both public and private funds, recognizing 
that the ERS 1nust compete with both for talented en1ployees. The Repo1i concluded that "ERS' 
aggregate salary spend falls in the low qumiile versus all peer groups and virtually all ERS' incumbents 
are paid below the market 1nedian." McLagan advised that incumbents in most ERS key positions are 
paid substantially below 1narket salaries in the bottmn qumiile of peers, so1ne by as 1nuch as 40 
percent. Co1npared to median peer salaries, the Repmi states that salaries for key ERS positions are as 
much a£ 53 percent below n1edian. [Emphasis added.] 

The Repo1i identified the following roles and positions (the "Key Staff IVlen1bers") as 
pmiicularly vulnerable: ad1ninistrative roles (including the Executive Director and Deputy Executive 
Director), senior non-adn1inisttative roles (including CIO~ CFO and Chief Teclu1ology Officer), and 
other key non-adn1inistrative roles (including Pension Investn1ent Analyst, Retiren1ent Plan Manager, 
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Lead Pension Specialist, Records Management Team Lead, Pension Accounting Lead, Functional 
Applications Manager, Network Manager and Java Developer/Analyst). 

We were also advised by ERS that Key Staff Me1nbers have recently been recruited for 
oppmiun.ities elsewhere at substantial compensation increases. Since 2005, ERS has experienced 
1 OOo/o unwanted turnover of the investment staff, including the CIO and analyst positions. For 
example, a Pension Investment Analyst left the ERS in November 2011 for a reported 38% pay 
increase at a new job in a similar role as he served at ERS. Because the ERS staff is not large, this 
alone constituted a loss of one-third of its investn1ent staff. 

When filling vacancies for the Senior IT Manager and CFO jobs, those positions had to be 
1noved to higher pay classifications to facilitate ·attracting and hiring individuals to fin the Vacancies. 
ERS Staff Members have repmied being aggressively recruited for positions elsewhere with 
substantially higher salaries. At least one Key Staff Member recently interviewed elsewhere and was 
chosen as a finalist for a position with compensation approximately twice the salary currently paid by 
the City for the same position. 

We understand that the Pension Board considers the McLagan Report to be a warning that the 
ERS is vulnerable to loss of Key Staff Members and will be at a serious disadvantage in recruiting 
replacements with con1parable expertise: From our experience \Vith other public pension fund clients, 
we are aware that loss of Key Staff Members can be disruptive and the time required to train 
inexperienced new recruits to advanced skill levels can present increased exposure to investinent and 
monitoring risks. Furthermore, the Pension Board has expressed concern that, once trained, new 
recruits would also become subject to poaching by other peer organizations that are able to pay closer · 
to 1nedian compensation. 

3. Investment Implications. Given that current compensation limits i1nposed on the ERS 
(including a pay freeze) are expected to increasingly widen the pay gap with cmnpeting e1nployers 
over tin1e, the Pension Board is worried that this proble1n wiiJ only get worse. In fact, a 2009 
organizational review by L.R. Wechsler, Ltd., cautioned: 

"Unless ERS dran1aticaiiy in1proves the cash con1pensation of its investn1ent staff, it 
should be prepared to deal \Vith recurring staff vacancies. ERS should not use any 
investment strategy whose success depends on uninterrupted suppoii frmn a high 
quality investn1ent staff, unless it also has the ability to exit the strategy quickly." 7 

However, we have also been advised that the Pension Board received recmn1nendations frmn 
Mercer InvestJnent Consulting, after a 2008 asset liability n1odeling study, that the ERS adopt a 
strategic asset allocation which requires doubling its exposure to alternative investn1ents (private 
equity, infrastructure, hedge funds, COITIInodities and real estate), while 1naintaining its current 
exposure to public equities. The Pension Board accepted the recmnmendation and has devoted several 
years to in1plementation of it. We understand that this requires an experienced and high quality 
invest1nent staff but is projected to provide better returns \Vith Jess volatility. 

An internal ERS study also found that active manage1nent byERS staff added value to the 
portfolio of approxin1ately $539 n1illion for the ten year period 2001 through 2010, cmnpared to 
passive Inanageinent strategies. In addition, a 2011 cost effectiveness study done by RV Kuhns 
repmied that ERS investinent costs are 39 basis points below the average of peer funds . 
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We recognize that the Pension Board believes this demonstrates the benefits to both ERS 
participants and City taxpayers of the strategic asset allocation adopted by the Pension Board. 
However, the Pension Board has also noted the caution about risks associated with staff turnover that 
were expressed by L.R. Wechsler, Ltd., in the organizational review, cited above. 

In short, the current situation appears to place the Pension Board in a 'catch 22' dilemma. It has 
demonstrated the ability to generate added returns under the investment strategy recommended by its 
advisor. However, it has also been advised that cunent resource and authority restrictions present 
increasing risks to successful future i1nple1nentation of that strategy. 

Unless the compensation proble1n is addressed, the Pension Board believes it must choose 
bet\veen taking on the risks associated with ·exposure to increased Key Staff Me1nber turnover or 
abandoning its current investment strategy for an approach that is projected to involve greater volatility 
and produce lower returns. We have been advised by the Pension Board that such a change could be 
expected to reduce annual returns by as much as 40 to 90 basis points, equivalent to $16 million to $36 
million mmually. 

4. City Liability Exposure. The City and its e1nployees and taxpayers are also in a difficult 
position. In the event the Pension Bom·d detennines it must adopt a more conservative investment 
approach, there is potential for future increases in employer and employee contribution levels t<? the 
ERS. However, in the event the Pension Board decides to continue with the strategic asset allocation it 
has adopted, there is potential City exposure under its existing indemnification agreement with the 
ERS to cover Pension Board fiduciary liability associated with knowingly taking on risks of increased 
Key Stafffvfe111ber turnover. 

The Pension Board has requested this legal analysis of fiduciary obligations to assist it in 
deciding how to approach this dilemma. 

OVERVIEW OF PENSION BOARD FIDUCIARY DUTIES 

The Pension Board 1nen1bers serve as fiduciaries with strict legal duties in their role overseeing 
the ERS. Section 36-09-l.d-7 of the City Chmier establishes the Unifonn Prudent Investor Act 
(prmnulgated by the National Conference of Cmnmissioners on Unifonn State Laws and interpreted in 
accordance with the Restate1nent of Trusts (Third) as guiding authority for application of Pension 
Board fiduciary duties. Relevant pmiions of s. 36-09-1 include the follovving: 

(a) Standard of care. The Pension Board and its delegates 1nust exercise reasonable care, 
skill, and caution in investing and 1nanaging ERS assets, considering the purposes, terms, distribution 
require1nents and other circumstances of ERS; 

(b) InvestJnent strategy. Invest1nent and managen1ent decisions must be considered not in 
isolation, but in the context of the entire po1ifolio, and as pmi of an overall investment strategy with 
risk and return objectives reasonably suited to ERS' needs; 

(c) Loyalty. ERS trust assets n1ust be invested and n1anaged solely in the interests of 
pmiicipants and beneficiaries. 
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(d) Delegation. The Pension Board must exercise reasonable care, skill and caution in 
selecting, instructing and 1nonitoring delegating its functions and, thereafter in supervising its 
delegated agents, the Pension Board must exercise fiduciary discretion and act as a prudent person 
would in similar circu1nstances. 

APPLICATION OF FIDUCIARY DUTIES 

There are several sources of authority to which the courts look when interpreting fiduciary 
duties. We first examine the sources explicitly identified in s. 36-09-l.d-7 of the City Charter. 

1. Restate1nent of Trusts and Uniform State Laws. As 1nentioned above, the Restate1nent of 
Trusts_(Third}.and the Uniform Prudent Investor Act (the "UPIA") are referenced in~t.hg,C-ity Charter as 
persuasive authority. Section 227 of the Restatement of Trusts (Third) discusses fiduciary duties in 
delegation. It states that, with regard to prudent delegation involving alternative investments, a trustee 
11Inust possess or have available the requisite competence to devise and implement a prudent plan of 
delegation; otherwise it would be imprudent to proceed even if the resources and other circumstances 
of the trust would justify an undertaking ofthis type." 8 

Section 227 of the Restatement also cautions, "Without the competence to select managers and 
to work out proper terms of a prudent delegation ... the trustees may not proceed with their desired 
[ direct-invest1nent] alternative for accomplishing their objection through program 1nanagers. To do so 
would violate the proper conditions of such a delegation and thus the requiren1ent of caution imposed 
by the prudent investor rule of this Section. "9 

Official cmrunents to the UPIA provide additional guidance on application of the duty of 
loyalty and on standards for delegation to agents. "A fiduciary cam1ot be prudent in the conduct of 
invest1nent functions if the fiduciary is sacrificing the interests of the beneficiaries .... The trustee is 
under a duty to the beneficiary in administering the trust not to be guided by the interests of any third 
person." 10 Sin1ilarly, "[i]fthe trustee delegates effectively, the beneficiaries obtain the advantage of 
the agent's specialized investn1ent skills or whatever other attributes induced the trustee to delegate. 
But if the trustee delegates to a knave or an incompetent, the delegation can work hann upon the 
beneficiaries. nil 

Another authoritative source established by the National Conference of Cmnn1issioners on 
Uniform State Laws is the Uniforn1 Manage1nent of Public En1ployee Retiren1ent Syste1ns Act 
("UMPERSA"), n1odel legislation targeted specifically to the duties of public retire1nent syste1n 
trustees. UMPERSA vvas adopted by the Cmmnissioners in 1997 and has been endorsed by the 
American Bar Association. 

Section 5 of UMPERSA advises that public retire1nent syste1n trustees be given exclusive 
authority to "establish an ad1ninistrative budget sufficient to perform the trustee's duties" and "obtain 
by employment or contract the services necessary to exercise the trustee's powers and perform the 
trustee's duties ... " The official coininents to section 5 explain, "[t]his section is intended to ensure 
that retire1nent systen1 trustees have a lev~l of independence sufficient to pennit then1 to perforn1 their 
duties and to do so effectively and efficiently. Trustees are different frmn other [state] actors because 
they are subject to an extensive and stringent set of fiduciary obligations to retire1nent system 
pmiicipants and beneficiaries. These obligations both require and justify smne level of trustee 
independence." 
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Taken together, the references identified by s. 36-09-l.d-7 of the City Charter as sources for 
authoritative guidance raise a red flag about exercising caution in selecting agents and employees with 
appropriate expertise and competence when delegating responsibilities. In fact, in the event of future 
losses byERS, the current situation could be viewed as a pri1na facie case for a breach of the fiduciary 
standard of care due to the fact that McLagan advised the Pension Board that ERS' compensation 
practices do not meet~im.ilar investors' standards. Opponents could argue that losses were caused by" 
the staffing situation. The fact the Pension Board has been advised of the salary situation without 
taking remedial action could be cited to demonstrate the Pension Board's violation of the 
reasonableness standard under the fiduciary standard of care. 

In addition, model legislation adopted by the same Commissioners to which the City Charter 
defers advises that public retirement systenrtrustees should be given broad budgetary and civil service 
autonomy sufficient to allow them to perform their duties effectively and efficiently. These provisions 
would likely be cited as precedent by the plaintiffs in any litigation which involves allegations that 
ERS participant interests were damaged by intentional disregard of the need for high quality Key Staff 
Members and sufficient trustee independence to allow the Pension Board to fulfill its fiduciary 
responsi bili ties. 

2. Wisconsin Precedent. In the 2011 State Budget Act, previous statutory limits on budget 
authority of the State of Wisconsin Investment Board ("SWIB"), the investment managen1ent fiduciary 
for the Wisconsin Retirement System, were removed. 12 Act 32 grants SWIB the authority to annually 
assess the funds it manages for the costs of management, allowing it to establish and monitor its own 
operational budget. It also transferred all remaining classified civil service positions at SWIB to the 
unclassified service and authorized SWIB to create positions and set compensation levels for all its 
employees. New reporting require1nents to legislative oversight conm1ittees were included in Act 32, 
to provide transparency and accountability for the exercise of this authority. 

The legislative changes contained in Act 32 imple1nent principles set fo1ih in both UMPERSA 
and the UPIA. The statutory mnend1nents also address issues associated with application of the 
fiduciary duties of loyalty, prudent delegation and adherence to the standard of care in i1nplernenting 
investn1ent strategy, as discussed above. It is likely that the legislative dete1n1inations which lead to 
enact1nent of these mnend1nents to chapter 2S of the Wisconsin Statutes would be cited in any 
litigation involving similar fiduciary issues at ERS. 

However, Act 32 also provides a potential1nodel for resolution of the fiduciary liability 
dile1runa facing the Pension Board. Greater Pension Board flexibility to set staff compensation at 
market levels would help address the drivers of increased fiduciary liability exposure. 

3. Academic Research Findings. The May 2012 issue of The NAPPA Repo1i, a publication of the 
National Association of Public Pension Attorneys, cites a 2011 study done by researchers at the 
University of Toronto's Rotman School ofManage1nent which found that the ability of pension funds 
to "attract, retain and incent high perfonnance talent within their respective organizations" is 
associated with higher invest1nent returns. 13 

Tvvo earlier acaden1ic studies out of the University of Toronto also concluded that "competitive 
co1npensation policies" was one of the factors that distinguished better perfonning pension funds frmn 
their less fo1iunate peers. 14 Si1nilar conclusions are discussed in an acaden1ic paper focused on the 
structure of the compensation plan used for internal staff at the Canada Pension Plan. 15 
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Again, this growing collection of academic studies that link pension fund performance to 
compensation practices that allow fiduciaries to attract and retain talented staff needed to implement an 
optimal investment strategy would lend support to any future claims brought against the Pension Board 
and the City based on intentional use of uncompetitive compensation and staff retention practices. It 
also potentially implicates compliance with the duty of loyalty, as Pension Board 1ne1nbers owe a 
fiduciary duty to act in the interests of ERS pmiicipants_and beneficiaries. That duty is based on best 
net investment results rather than lowest costs. 16 

4. Case Law. 

Additional analysis of fiduciary duties applicable to ERS can be found in case law dealing with 
benefit plans subject to the Employee Retirement Income Security Act of 1974~("ER1SA"). -- _,4Jthough "· 
ERS is not subject to ERISA, the UPIA (referenced by s. 36-09-1.d-7 of the City Charter as a guide for 
interpreting the Pension Board's fiduciary duties) cites ERISA as persuasive authority for application 
ofUPIA principles. 17 See also Roebke v. Nev.) ell Co, 177 Wis.2d 624, 635 (Ct. App. 1993) (examining 
in detail federal ERISA cases to decide whether a Wisconsin pension fiduciary had breached its 
obligations). 

Courts have consistently held that, in circumstances where ERISA trustees lack the requisite 
knowledge, expe1iise, or experience necessary to 1nake prudent decisions to carry out plan invest1nent 
functions themselves, they have a fiduciary duty to hire qualified professional advisors. See, e.g. Liss 
v. Smith, 991 F.Supp. 278, 297 (S.D.N.Y. 1998); Harley v. Minnesota Mining and Mfg., Co., 42 
F.Supp.2d 898, 907 (D.Mim1. 1999). Courts have described the scope of the duty pension plan 
fiduciaries have to ensure that the advisors they hire are qualified. For example, when relying on 
expert advice to cany out plan functions, fiduciaries are obligated to: 

(a) Investigate the expe1i's qualifications; 

(b) Provide the expe1i vvith cmnplete and accurate infonnation; and 

(c) 1\llake ce1iain that reliance on the expert's advice is reasonably justified under the 
circmnstances. 18 

Whether hiring outside advisors or inten1al staff, the smne principles regarding selection of 
delegates Yvith appropriate expe1iise and lu1owledge apply. The cotni in the Liss case noted that "[t]he 
need for independent advice will defend on the factual circu1nstances of each case, 11 and that this 
advice "can come in 1nany fonns." 1 According to the cou1i, such independent advice can "encon1pass 
an overall investn1ent strategy; advice with respect to pmiicular proposed investinents or delegation of 
day-to-day investinent authority with appropriate oversight. 11 

Accordingly, the fiduciary duties set fo1ih in ERISA jurisprudence regarding reliance on expert 
advice also infonn application of fiduciary obligations to the Pension Board in selecting ERS Key 
StaffMe1nbers with the required level of expe1iise. 

CONCLUSION 

The Pension Board's challenge in 1neeting its fiduciary obligations raises the potential for 
increased ERS fiduciary liability exposure, as \Veil as added financial obligations for the City, its 
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employees and its taxpayers. If ERS negligence or other breach of its fiduciary duties were to result in 
losses to the trust fund, participants could file lawsuits against the Pension Board and other responsible 
delegates. For example, an error by inexperienced staff in accounting for investment returns, in 
conducting due diligence on selection or evaluation of a third party manager, or in monitoring a 
manager's compliance with established risk and investment paran1eters could generate liability in the 
tens or hundreds of millions of dollars. 

The City, as plan sponsor and under its indemnification agreement with the ERS, would be 
in1plicated in any such litigation. The City is not only exposed to potential increased employer 
contributions needed to make up any investment shortfall if the Pension Board were forced to adopt a 
suboptimal investment strategy; it has also agreed to indemnify me1nbers of the Pension Board and 
employees ofERS against liab"iliti'es~~~·-c~osts a11d expen·ses arising fron1 a breach of or failure to perf6rni .~.--·· .~-.-~-··--·· ··~ 

their legal (i.e., fiduciary) duties. Even if a lawsuit for ERS breach of fiduciary duty were ultimately 
unsuccessful, the City would still be responsible for attorneys' fees and costs in defense of the suit. 

Although it is impossible to eliminate all exposure to liabilities that could arise frmn a breach 
of fiduciary duties, the potential for breaches resulting from knowingly taking on the increased legal 
risks associated with unnecessary turnover of Key Staff Me1nbers is smnething that could be 
proactively minimized. Accordingly, we recmnn1end that the Pension Board and City confer on 
resolution of Pension Board authority and Key Staff Member retention and recruitment issues that have 
created the current dilemma. 

If a prudent resolution of the issues cam1ot be reached, the Pension Board will be faced with a 
Hobson's choice that presents increased exposure to either liabilities or costs for the Pension Board, 
City, ERS pmiicipants and taxpayers, regardless of the ultimate decision. In that event, the Pension 
Board's fiduciary duties will require it to favor interests of the fund's pa1iicipants and beneficiaries in 
balancing risk and return considerations. 

If we can be of further assistance, please do not hesitate to contact us. 
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Pension Management, 1: 14-21 (2008). 
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16 City Charter section 36-09-1 .d-4 provides that costs incurred by the Pension Board in investing and managing trust assets 
must be "appropriate and reasonable in relation to the assets for the purposes of the trust and the skills of the trustee." A 
reasonableness standard does not mean that fiduciaries must always select the lowest cost alternative. Rather, costs are 
evaluated based on whether they are reasonable when compared to net results. When discussing the reasonableness of 
investment costs, the Restatement of Trusts (Third) states that, "The trustee can properly incur expenses appropriate to the 
collection and protection of the trust prope1iy ... and to making the property productive." Restatement of Trusts (Third) § 88 
cmt. b (1990). In the case of the ERS, the "trust property" in question is its investment pmifolio. In its discussion of active 
investment strategies, which are generalJy associated with higher costs than passive strategies, the Restatement provides 
that a trustee's fiduciary duty of only incurring reasonable costs "does not preclude the use of active management strategies" 
when "these added costs and risks [are] justified by realistically evaluated return expectations. Restatement of Trusts 
(Third) § 90 cmts. e(l ), h(2). 
17 For example, see official comments to sections 1, 3, 5 and 9 of the UPIA. 
18 See, e.g., Chao v. Hall Holding !=o., Inc., 285 F.3d 415, 430 (6th Cir. 2002); J-Ioward v. Shay, 1 OOF.3d 1484, 1489 (9th 
Cir. 1 996); Keach v. U.S. Trust Co., 313 F.Supp.2d 818, 867 (C.D.Ill. i004). . 
19 Liss, supra, 99 J F.Supp. at 297. 
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