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fails to adjust the interest rate charged on 
the loan in order to reflect current economic 
conditions. As a result, the interest rate on 
the renewal fails to provide a ‘‘reasonable 
rate of interest’’ as required by section 
408(b)(1)(D) of the Act. Under such cir-
cumstances, the loan would not be exempt 
under section 408(b)(1) of the Act from the 
time of renewal. 

Example 3: The documents governing plan 
P’s participant loan program provide that 
loans must bear an interest rate no higher 
than the maximum interest rate permitted 
under State X’s usury law. Pursuant to the 
loan program, P makes a participant loan to 
A, a plan participant, at a time when the in-
terest rates charged by financial institutions 
in the community (not subject to the usury 
limit) for similar loans are higher than the 
usury limit. Under these circumstances, the 
loan would not bear a reasonable rate of in-
terest because the loan does not provide P 
with a return commensurate with the inter-
est rates charged by persons in the business 
of lending money under similar cir-
cumstances. In addition, participant loans 
that are artificially limited to the maximum 
usury ceiling then prevailing call into ques-
tion the status of such loans under sections 
403(c) and 404(a) where higher yielding com-
parable investment opportunities are avail-
able to the plan. 

(f) Adequate security. (1) A loan will be 
considered to be adequately secured if 
the security posted for such loan is 
something in addition to and sup-
porting a promise to pay, which is so 
pledged to the plan that it may be sold, 
foreclosed upon, or otherwise disposed 
of upon default of repayment of the 
loan, the value and liquidity of which 
security is such that it may reasonably 
be anticipated that loss of principal or 
interest will not result from the loan. 
The adequacy of such security will be 
determined in light of the type and 
amount of security which would be re-
quired in the case of an otherwise iden-
tical transaction in a normal commer-
cial setting between unrelated parties 
on arm’s-length terms. A participant’s 
vested accrued benefit under a plan 
may be used as security for a partici-
pant loan to the extent of the plan’s 
ability to satisfy the participant’s out-
standing obligation in the event of de-
fault. 

(2) For purposes of this paragraph, 
(i) No more than 50% of the present 

value of a participant’s vested accrued 
benefit may be considered by a plan as 

security for the outstanding balance of 
all plan loans made to that participant; 

(ii) A plan will be in compliance with 
paragraph (f)(2)(i) of this section if, 
with respect to any participant, it 
meets the provisions of paragraph 
(f)(2)(i) of this section immediately 
after the origination of each partici-
pant loan secured in whole or in part 
by that participant’s vested accrued 
benefit; and 

(iii) Any loan secured in whole or in 
part by a portion of a participant’s 
vested accrued benefit must also meet 
the requirements of paragraph (f)(1) of 
this section. 

(g) Effective date. This section is ef-
fective for all participant loans grant-
ed or renewed after October 18, 1989, ex-
cept with respect to paragraph (d)(2) of 
this section relating to specific plan 
provisions. Paragraph (d)(2) of this sec-
tion is effective for participant loans 
granted or renewed on or after the last 
day of the first plan year beginning on 
or after January 1, 1989. 

(Approved by the Office of Management and 
Budget under control number 1210–0076) 

[54 FR 30528, July 20, 1989] 

§ 2550.408b–2 General statutory ex-
emption for services or office space. 

(a) In general. Section 408(b)(2) of the 
Employee Retirement Income Security 
Act of 1974 (the Act) exempts from the 
prohibitions of section 406(a) of the Act 
payment by a plan to a party in inter-
est, including a fiduciary, for office 
space or any service (or a combination 
of services) if: 

(1) Such office space or service is nec-
essary for the establishment or oper-
ation of the plan; 

(2) Such office space or service is fur-
nished under a contract or arrange-
ment which is reasonable; and 

(3) No more than reasonable com-
pensation is paid for such office space 
or service. 
However, section 408(b)(2) does not con-
tain an exemption from acts described 
in section 406(b)(1) of the Act (relating 
to fiduciaries dealing with the assets of 
plans in their own interest or for their 
own account), section 406(b)(2) of the 
Act (relating to fiduciaries in their in-
dividual or in any other capacity act-
ing in any transaction involving the 
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plan on behalf of a party (or rep-
resenting a party) whose interests are 
adverse to the interests of the plan or 
the interests of its participants or 
beneficiaries) or section 406(b)(3) of the 
Act (relating to fiduciaries receiving 
consideration for their own personal 
account from any party dealing with a 
plan in connection with a transaction 
involving the assets of the plan). Such 
acts are separate transactions not de-
scribed in section 408(b)(2). See 
§ 2250.408b–2 (e) and (f) for guidance as 
to whether transactions relating to the 
furnishing of office space or services by 
fiduciaries to plans involve acts de-
scribed in section 406(b)(1) of the Act. 
Section 408(b)(2) of the Act does not 
contain an exemption from other provi-
sions of the Act, such as section 404, or 
other provisions of law which may im-
pose requirements or restrictions relat-
ing to the transactions which are ex-
empt under section 408(b)(2). See, for 
example, section 401 of the Internal 
Revenue Code of 1954. The provisions of 
section 408(b)(2) of the Act are further 
limited by section 408(d) of the Act (re-
lating to transactions with owner-em-
ployees and related persons). 

(b) Necessary service. A service is nec-
essary for the establishment or oper-
ation of a plan within the meaning of 
section 408(b)(2) of the Act and 
§ 2550.408b–2(a)(1) if the service is appro-
priate and helpful to the plan obtaining 
the service in carrying out the pur-
poses for which the plan is established 
or maintained. A person providing such 
a service to a plan (or a person who is 
a party in interest solely by reason of 
a relationship to such a service pro-
vider described in section 3(14)(F), (G), 
(H), or (I) of the Act) may furnish 
goods which are necessary for the es-
tablishment or operation of the plan in 
the course of, and incidental to, the 
furnishing of such service to the plan. 

(c) Reasonable contract or arrangement. 
No contract or arrangement is reason-
able within the meaning of section 
408(b)(2) of the Act and § 2550.408b– 
2(a)(2) if it does not permit termination 
by the plan without penalty to the plan 
on reasonably short notice under the 
circumstances to prevent the plan from 
becoming locked into an arrangement 
that has become disadvantageous. A 
long-term lease which may be termi-

nated prior to its expiration (without 
penalty to the plan) on reasonably 
short notice under the circumstances is 
not generally an unreasonable arrange-
ment merely because of its long term. 
A provision in a contract or other ar-
rangement which reasonably com-
pensates the service provider or lessor 
for loss upon early termination of the 
contract, arrangement or lease is not a 
penalty. For example, a minimal fee in 
a service contract which is charged to 
allow recoupment of reasonable start- 
up costs is not a penalty. Similary, a 
provision in a lease for a termination 
fee that covers reasonably foreseeable 
expenses related to the vacancy and re-
letting of the office space upon early 
termination of the lease is not a pen-
alty. Such a provision does not reason-
ably compensate for loss if it provides 
for payment in excess of actual loss or 
if it fails to require mitigation of dam-
ages. 

(d) Reasonable compensation. Section 
408(b)(2) of the Act and § 2550.408b– 
2(a)(3) permit a plan to pay a party in 
interest reasonable compensation for 
the provision of office space or services 
described in section 408(b)(2). Section 
2550.408c–2 of these regulations con-
tains provisions relating to what con-
stitutes reasonable compensation for 
the provision of services. 

(e) Transactions with fiduciaries—(1) In 
general. If the furnishing of office space 
or a service involves an act described 
in section 406(b) of the Act (relating to 
acts involving conflicts of interest by 
fiduciaries), such an act constitutes a 
separate transaction which is not ex-
empt under section 408(b)(2) of the Act. 
The prohibitions of section 406(b) sup-
plement the other prohibitions of sec-
tion 406(a) of the Act by imposing on 
parties in interest who are fiduciaries a 
duty of undivided loyalty to the plans 
for which they act. These prohibitions 
are imposed upon fiduciaries to deter 
them from exercising the authority, 
control, or responsibility which makes 
such persons fiduciaries when they 
have interests which may conflict with 
the interests of the plans for which 
they act. In such cases, the fiduciaries 
have interests in the transactions 
which may affect the exercise of their 
best judgment as fiduciaries. Thus, a fi-
duciary may not use the authority, 
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control, or responsibility which makes 
such person a fiduciary to cause a plan 
to pay an additional fee to such fidu-
ciary (or to a person in which such fi-
duciary has an interest which may af-
fect the exercise of such fiduciary’s 
best judgment as a fiduciary) to pro-
vide a service. Nor may a fiduciary use 
such authority, control, or responsi-
bility to cause a plan to enter into a 
transaction involving plan assets 
whereby such fiduciary (or a person in 
which such fiduciary has an interest 
which may affect the exercise of such 
fiduciary’s best judgment as a fidu-
ciary) will receive consideration from a 
third party in connection with such 
transaction. A person in which a fidu-
ciary has an interest which may affect 
the exercise of such fiduciary’s best 
judgment as a fiduciary includes, for 
example, a person who is a party in in-
terest by reason of a relationship to 
such fiduciary described in section 
3(14)(E), (F), (G), (H), or (I). 

(2) Transactions not described in section 
406(b)(1). A fiduciary does not engage in 
an act described in section 406(b)(1) of 
the Act if the fiduciary does not use 
any of the authority, control or respon-
sibility which makes such person a fi-
duciary to cause a plan to pay addi-
tional fees for a service furnished by 
such fiduciary or to pay a fee for a 
service furnished by a person in which 
such fiduciary has an interest which 
may affect the exercise of such fidu-
ciary’s best judgment as a fiduciary. 
This may occur, for example, when one 
fiduciary is retained on behalf of a plan 
by a second fiduciary to provide a serv-
ice for an additional fee. However, be-
cause the authority, control or respon-
sibility which makes a person a fidu-
ciary may be exercised ‘‘in effect’’ as 
well as in form, mere approval of the 
transaction by a second fiduciary does 
not mean that the first fiduciary has 
not used any of the authority, control 
or responsibility which makes such 
person a fiduciary to cause the plan to 
pay the first fiduciary an additional fee 
for a service. See paragraph (f) of this 
section. 

(3) Services without compensation. If a 
fiduciary provides services to a plan 
without the receipt of compensation or 
other consideration (other than reim-
bursement of direct expenses properly 

and actually incurred in the perform-
ance of such services within the mean-
ing of § 2550.408c–2(b)(3)), the provision 
of such services does not, in and of 
itself, constitute an act described in 
section 406(b) of the Act. The allowance 
of a deduction to an employer under 
section 162 or 212 of the Code for the ex-
pense incurred in furnishing office 
space or services to a plan established 
or maintained by such employer does 
not constitute compensation or other 
consideration. 

(f) Examples. The provisions of 
§ 2550.408b–2(e) may be illustrated by 
the following examples. 

Example 1. E, an employer whose employees 
are covered by plan P, is a fiduciary of P. I 
is a professional investment adviser in which 
E has no interest which may affect the exer-
cise of E’s best judgment as a fiduciary. E 
causes P to retain I to provide certain kinds 
of investment advisory services of a type 
which causes I to be a fiduciary of P under 
section 3(21)(A)(ii) of the Act. thereafter, I 
proposes to perform for additional fees port-
folio evaluation services in addition to the 
services currently provided. The provision of 
such services is arranged by I and approved 
on behalf of the plan by E. I has not engaged 
in an act described in section 406(b)(1) of the 
Act, because I did not use any of the author-
ity, control or responsibility which makes I 
a fiduciary (the provision of investment ad-
visory services) to cause the plan to pay I ad-
ditional fees for the provision of the port-
folio evaluation services. E has not engaged 
in an act which is described in section 
406(b)(1). E, as the fiduciary who has the re-
sponsibility to be prudent in his selection 
and retention of I and the other investment 
advisers of the plan, has an interest in the 
purchase by the plan of portfolio evaluation 
services. However, such an interest is not an 
interest which may affect the exercise of E’s 
best judgment as a fiduciary. 

Example 2. D, a trustee of plan P with dis-
cretion over the management and disposition 
of plan assets, relies on the advice of C, a 
consultant to P, as to the investment of plan 
assets, thereby making C a fiduciary of the 
plan. On January 1, 1978, C recommends to D 
that the plan purchase an insurance policy 
from U, an insurance company which is not 
a party in interest with respect to P. C thor-
oughly explains the reasons for the rec-
ommendation and makes a full disclosure 
concerning the fact that C will receive a 
commission from U upon the purchase of the 
policy of P. D considers the recommendation 
and approves the purchase of the policy by P. 
C receives a commission. Under such cir-
cumstances, C has engaged in an act de-
scribed in section 406(b)(1) of the Act (as well 
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as sections 406(b)(2) and (3) of the Act) be-
cause C is in fact exercising the authority, 
control or responsibility which makes C a fi-
duciary to cause the plan to purchase the 
policy. However, the transaction is exempt 
from the prohibited transaction provisions of 
section 406 of the Act, if the requirements of 
Prohibited Transaction Exemption 77–9 are 
met. 

Example 3. Assume the same facts as in Ex-
ample (2) except that the nature of C’s rela-
tionship with the plan is not such that C is 
a fiduciary of P. The purchase of the insur-
ance policy does not involve an act described 
in section 406(b)(1) of the Act (or sections 
406(b)(2) or (3) of the Act) because such sec-
tions only apply to acts by fiduciaries. 

Example 4. E, an employer whose employees 
are covered by plan P, is a fiduciary with re-
spect to P. A, who is not a party in interest 
with respect to P, persuades E that the plan 
needs the services of a professional invest-
ment adviser and that A should be hired to 
provide the investment advice. Accordingly, 
E causes P to hire A to provide investment 
advice of the type which makes A a fiduciary 
under § 2510.3–21(c)(1)(ii)(B). Prior to the expi-
ration of A’s first contract with P, A per-
suades E to cause P to renew A’s contract 
with P to provide the same services for addi-
tional fees in view of the increased costs in 
providing such services. During the period of 
A’s second contract, A provides additional 
investment advice services for which no ad-
ditional charge is made. Prior to the expira-
tion of A’s second contract, A persuades E to 
cause P to renew his contract for additional 
fees in view of the additional services A is 
providing. A has not engaged in an act de-
scribed in section 406(b)(1) of the Act, be-
cause A has not used any of the authority, 
control or responsibility which makes A a fi-
duciary (the provision of investment advice) 
to cause the plan to pay additional fees for 
A’s services. 

Example 5. F, a trustee of plan P with dis-
cretion over the management and disposition 
of plan assets, retains C to provide adminis-
trative services to P of the type which 
makes C a fiduciary under section 
3(21)(A)(iii). Thereafter, C retains F to pro-
vide for additional fees actuarial and various 
kinds of administrative services in addition 
to the services F is currently providing to P. 
Both F and C have engaged in an act de-
scribed in section 406(b)(1) of the Act. F, re-
gardless of any intent which he may have 
had at the time he retained C, has engaged in 
such an act because F has, in effect, exer-
cised the authority, control or responsibility 
which makes F a fiduciary to cause the plan 
to pay F additional fees for the services. C, 
whose continued employment by P depends 
on F, has also engaged in such an act, be-
cause C has an interest in the transaction 
which might affect the exercise of C’s best 
judgment as a fiduciary. As a result, C has 

dealt with plan assets in his own interest 
under section 406(b)(1). 

Example 6. F, a fiduciary of plan P with dis-
cretionary authority respecting the manage-
ment of P, retains S, the son of F, to provide 
for a fee various kinds of administrative 
services necessary for the operation of the 
plan. F has engaged in an act described in 
section 406(b)(1) of the Act because S is a per-
son in whom F has an interest which may af-
fect the exercise of F’s best judgment as a fi-
duciary. Such act is not exempt under sec-
tion 408(b)(2) of the Act irrespective of 
whether the provision of the services by S is 
exempt. 

Example 7. T, one of the trustees of plan P, 
is president of bank B. The bank proposes to 
provide administrative services to P for a 
fee. T physically absents himself from all 
consideration of B’s proposal and does not 
otherwise exercise any of the authority, con-
trol or responsibility which makes T a fidu-
ciary to cause the plan to retain B. The 
other trustees decide to retain B. T has not 
engaged in an act described in section 
406(b)(1) of the Act. Further, the other trust-
ees have not engaged in an act described in 
section 406(b)(1) merely because T is on the 
board of trustees of P. This fact alone would 
not make them have an interest in the trans-
action which might affect the exercise of 
their best judgment as fiduciaries. 

[42 FR 32390, June 24, 1977] 

§ 2550.408b–3 Loans to Employee Stock 
Ownership Plans. 

(a) Definitions. When used in this sec-
tion, the terms listed below have the 
following meanings: 

(1) ESOP. The term ESOP refers to an 
employee stock ownership plan that 
meets the requirements of section 
407(d)(6) of the Employee Retirement 
Income Security Act of 1974 (the Act) 
and 29 CFR 2550.407d–6. It is not syn-
onymous with ‘‘stock bonus plan.’’ A 
stock bonus plan must, however, be an 
ESOP to engage in an exempt loan. The 
qualification of an ESOP under section 
401 (a) of the Internal Revenue Code 
(the Code) and 26 CFR 54.4975–11 will 
not be adversely affected merely be-
cause it engages in a non-exempt loan. 

(2) Loan. The term loan refers to a 
loan made to an ESOP by a party in in-
terest or a loan to an ESOP which is 
guaranteed by a party in interest. It 
includes a direct loan of cash, a pur-
chase-money transaction, and an as-
sumption of the obligation of an ESOP. 
‘‘Guarantee’’ includes an unsecured 
guarantee and the use of assets of a 
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