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g%, h Feb. 26, 2010, the Department of Labor issued a
O'new set of proposed regulations (the “New Pro-

@ posed Regulations”), “whi¢h banks, broKer-
dealers, ‘mutual fund complexes and other financial in-
stitutions that deal directly’or indirectly with participant
directed retirement plais, such as 401(k) plans and in-
dividual retirement ‘accounts (collectively, “participant
directed plans™) should find of nterest. *~ = E

‘The New Proposed Regulations are designed‘to- en-
able inveéstment professionals at financial institutions
dealing ‘with participant directed plans to ' provide
meaningful investment advice to those plans without
implicating the broad conflict of interest rules under the
Employee Retirement Income Security Act of 1974, as
amended, and Section 4975 of the Internal Revenue

Code of 1986, as amended (the “tax code™. ' ,
““The DOL previously issued proposed regulations in
the -sumnier of ‘2008 ‘under the Bush administration.
These wére finalized and scheduled to become effective
in March 2009, when, in the opening days of the Obama
administration, Chief of Staff Rahm Emanuel issued an
order that resulted in a delay of the effective date. Ulti-
mately, the findl reguldtions were: withdrawn alto-
géther.! The New Proposed Regulations, which are the

. .LPrior to the withdrawal of the final regulations, some leg-
islators introduced. bills aimed at regulating what were per-
ceived to be “conflicted” investment advice practices. A House
subcommittee approved the 401(k) Fair Disclosure for Retire-

rent Sectirity Act of 2009 (H.R. 1984) and the Conflicted In-

vestment ‘Advice Prohibition' Act of 2009 (H.R. 1988), many of
the elements -of which have:since been subsumed into the
401:(k) Fair Disclosiire and Pension Security Act'of 2009 (H.R:
2989). Congressman George: Miller (D. Calif.) was quoted as
saying that*[the-Pension Pretection Act of 2006 (“PPAY) pro-
visions, and the withdrawn final regulations were] a special-
interest giveaway to Wall Street at the expense of workers.
[They] would have opened the door to unscrupulous advisers
to/ make recommendations based on their financial stake and
hot in the'best interest of workers: The Obama administration
was right to pull ‘this misguided proposal, and: we hope they
move forward on protections:to gnsure that investment advice
given -to, workers [is] in the workers’ best ‘interests:” hitp://
online.wsj.com/article/

SBI0001424052748704779704574554152990770372 html,

. Steven W.'Rabitz (srabitz@stroock.com) isa
* partner; and Danielle S. Motelow' (dmotelow@
- stroock.com) an associate, in the. Employée
* Benefits and Exeeutive Compensation Practice -
Grotip of Stroock & Stroock & Lavan LLP,
New York. ' ‘ S
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Advice on Advice and lnvestmeﬁt'vProfés:sfidiia’lsj:‘ Take Two =

subjégt ofthlsartlcle, suggest a'réngé}ivééi attemptb tr
DOL fo reconcile a demand for sophisticated inv

ment advice with the need to protect plans from the po-

tential for self-dealing, inadvertent or otherwise, by the
increasingly. intgrconr_le‘cted institutions ;:prov;;'gg:ling.: the.

advice.? . ; . .

 Overview and Reasons for Reform. In 2006, Congress
enacted the Pension Protection Act in patt to address
what was perceived as a critical public policy concern:
participant directed plans were prevented from: obtain-
ing investment advice they needed in order to meet the
retirement goals of participants. The heart of this quan-
dary is that certaini provisions of ERISA and analogous
provisions ‘of the tax code, which are designed to pro-
tect the assets of plans, impose restrictions at odds with
commercial practices; preventing plans from obtaining
services routinely available to other investors. L
“In ‘particular, ERISA and the tax code provide that
persons who provide tailored investment advice to par-
ti¢ipant dirécted plans cannot generally also‘offer their
own products or services; or otherwise do anything that
could ¢ause them to earn a fee; directly or indirectly,
absent very:limited exceptions. Thus, investment pro-
fessionals engaged by paiticipant 'directed plans face
questions such asy .o Ly o SRR
. ® . How do I assure that I am only providing invest-
ment education and not providing advice that will ren=
der me unable-to sell the products and services to the
participant directed plan that would benefit them? ..,
-m . If I'provide-asset allocation advice based on gen-

" erallyaccepted models, what-is the consequence of us-

ing input that:varies from the model? What is: permis~
sible wheré the client requests such specialized advice?.

® “Can I provide advi¢é in'a mantier that avoids con-
flicts under ERISA but that does not restrict availability
of the products and services best suited to my partici-

pant directed plan client?

. Thege questions are all the more salient because, as &
practical matter, most participant directed plan partici-
pants do not have the resources to engage an ‘invest-
ment adviser of their own who is-independent of the fi-
niancial institution from which they seek products§- or

2 In ‘May 2009, the DOL:announced: “The Department be=
lieves that the complexity and sigrificance of the issues.in-
volved justify delaying the effective and applicability dates of
the final rule for an additional 180 daysin orderto ‘afford the
Department time for further review.” Phyllis Borzi, assistant
secretary for the Department.of Labor’s Employee Benefits Se-
curity Administration, was quoted'as saying, “We believe the
[withdrawn final regulations] went too far in permitting advice
arrangements. not specifically -contemplated by the'statutory
exemption ;. . We are taking a freshlook . .. and are:looking
to bring :[the. regulations] ‘more ¢losely in line with [the lan-
guage of the PPA]"+ =7+ BN L y
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navigate these issues is suboptimal for ‘pla
isting guidance by the DOL® has provided
limited mechanisms for serving partici
plans.

services. The result of the financial industi;y haying t}ov ‘

Ih”j’ke"epingIWith 'pri;)r’DOL ‘guidance, some institu- _|.

tions unaffiliated with banks, brok
cial service providers to participant directec s offer
outsourced “independent investment advice to partici-
part directed plans, and also employ computer models.

Even where compliant computer programs add value,

hc 0 cipants in’ participant - directed
y ; 't interaction and personal comfort
vide. Alternatively, Some in-
t otfer 'a “fee neutral” sétting. “Fée neutral”
means the fees and compensation earned by the firm do
not vary based on the products and services sold on the
is of the advice given; rendering neutral any inclina-
commend one’s own. products in order to ob-

to re

-.The business an liance challenges of these ar-
rangements, however, are enormous; and as a result
they. ore the-exception than the rule. Thus,
: - directed plans face exclusion from
reduc rvices other market participants are of-
fered, and Congress recognized that more practical al-
ternatives were needed. Subject to certain conditions,,
the final (withdrawn) regulations, provided exemptive
relief .from prohibited. transaction provisions. of
ERISA anc code for financial institutions that: .
" ® . provided products and services of affiliates. of the
entity giving.the investment advice, so long as. the en-
tity-providing the investment advice (and the individual
giving-it-on behalf, of that. entity. providing .the invest-
ment advice). remained fee neutral;? - - s
® provided products and services following from in-
vestment.iadvice; given -under;a conforming computer
model;-and . cont oy S e U pr e
'@ Vprovided piroi ices through:an invest-
ment - professional-employee' after furnishing certiin
initial advice through a computer ‘model;:solongas the
investment professional (as distinguished from his em-
ployer and its.affiliates) remains fee neutral. This relief
also contemplated the:pessibility of ongoing investment
advi r theprovision of the injtial model-generated

roposed Regulations, Although
posed Regulations contain most of the féatures of the'fi:
nal” (withdrawn)  regulations; they have not retained

ludes, for example;: guidance: on:the-use of inde-
pendent. computer, models ilike that described in Advisory
Opinion 2001-09A (Dec. 14, 2001) http://www.dol.gov/ebsa/
regs/AOs/a02001-09a.html, (the “Sun America” Letter), and on
otherfee leveliigarrangements such as those described in Ad-
visory: Opinion::97-15A: May 22, 1997), http:/www.dol.gov/
ebsa/programsj/ori/advisory97/97:15a.htm, and-Advisory ‘Opin-
ion 2005-10A .(May 11, 2005), hitpy//www.dol.gov/ebsa/regs/
a0s/a02005:10a.htmb s~ o L et gt s .
:*/The firial .(withdrawn) 'régulations built: upon the.previ-
ously issued guidance and the principles of.a 2007 Field Assis-
tance Bulletin: (“2007 FAB")):http:/www.dol.gov/ebsa/regs/fab
2007-1:html: The 2007 FAB clarified that where a firm seeks to
assure fee neutrality under-an investment advice program,;the
fees needl only be “flat’ -at.the entity (and for the- individual)
providing the actual investment advice, but not at the level of
any of the entity’s affiliates.

- puter model meeting certain conditions. Thi . mean

- affiliates—remain fee neutral when it or its affiliates
“fer'products and services based on-that ‘advice under a

t the New Proposed Regulations would reguire that
he entity providing the investment advice—and its in-
vestment professionals,’ though not necessarily its

it or its affiliates of-

fee-leveling arrangement. For investment professionals
employed by - entities' providing - both advice and
product-related sales and execution; this will confinue
to raise operational challenges. - . :

For some institutions, the New Proposed Regulations
may present.opportunities where they. are willing, fo
example, to divide their interactiors with participant di:
rected plans between. two separate affiliated entitres:
one:that provides investment advice (e.g., asset alloca-
tion) for which it, and its employees, are compensated
strictly. on. a level-fee basis, and -another that. offers
products: and services . without- the necessity of fee-
leyeling. It remains to be seen whether, and to what ex-
tent, financial firms may consider reordering their bysi-
ness; structures to take advantage of .this guidance,
Many financial firms have business, legal, accounting,
and financial considerations that may make such an or-

ganizational adjustment impractical. - ,

- Like the final (withdrawn) regulations, the New Pro-
posed Regulations require that.when investment.advice
is given under a level-fee arrangement, the advice must
take into account (to the extent furnished by a plan,
participant or. beneficiary) (i). information relating to
age, time horizons (e.g., life expectancy, retirement
age), risk tolerance, current investments in designated
inyestment options, other assets or sources of income,
and investment preferences of the participant or benefi-
ciary; and (i) investment management. and other fees
and expenses attendant to the recommended invest-
ment. The advice must be based on generally accepted
investment theories that take into account the historic
risks and returns of different asset classes over defined
periods of time (and any additional considerations). No
adviser (nor any of its répresentatives) n
rectly or indirectly, any fee (including comm;

ary, bonuses, awards, promotions, or ‘other things 0
value) -based on.which investment option is selected,
and: each adviser and its representatives must.maintain

proper records of any advice: for at least six years

- @ . The investment professional must engage an in-
dependent auditor to condiict acompliance' audit of the
arrangement and issue a written report setting forth its
. ® Before the initial provision of advice (and at least
annually thereafter), the investment professional must’
provide written disclosure that includes a discussion of:

~the role of any party that has a material affiliation or.
contractual relationship with the adwiser in the develop-,
ment of the program and in the list investment options
under the plan; A ;

—historical rates of return, to the extent not other-
wise provided;
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.. —all fees or other.compensation the adviser or his af-
filiate will receive in.connection with (i) the provision of
advice, (ii) the sale, acquisition, or holding of any
ther property pursuant to the advice, or (iii)
any -rollover or other distribution of plan assets or the
stributed assets in any security o ‘

investment of di

property pursuant te such advice;

—the ‘manner in which, ‘an

stances, any participant or beneficiary information in-

der the arrangement will be used or disclosed; :
_ —the'types of services provided by the advis

nder what ‘circum:

in con:
nection with the provision of investment advice by the
advisér; including, with respect ‘to'a computer model,
any limitations on the model to take into account an in-

. —that the recipient of the advice may separately
range for the provision of advice by another unaffili-
ated, uncompensated adviser, " ST n
 Similarly, as in the final (withdrawn) regulations; the
New Proposed Regulations require that computer mod-
els must apply generally accepted investment theories
that take into ‘account thé factors discussed above and
must avoid recommendations that inappropriately favor
options () offered by the entity providing the invest-
ment advice or a persoti‘with a matetial contractial re-
lationship ‘with the entity; or- (i may generate greater
income for the entity or a-person with a material con-
tractual relationship with the entity. In-addition, the use
of the computer model requires certification by an inde-
pendelét expert that the model meets these require-
ments. L -

5 An actual sale, acquisition and holding of securities and
other property must' () only occur at the direction of the
advice-recipient, (i) comply with securities law, (iif) result
only in reasonable compensation to the adviser, and (iv) have
terms at least as favorable to the plan as in an arm’s-length
transaction; - : ‘ o

® The DOL has invited comments on the following::-

E “What investment theories are generally accepted for
purposes, of [the computer model approach] and what invest-
ment practices are consistent or inconsistent. with such
theories? Should this regulation specify such theories and re-
quire their application?”” et

B “Should the regulation dictate the bases for model pa-
rameters such as the probability distribution of future returns
to assets classes or particular investments?” R

® “Should the regulation specify  certain practices as re-
quired by generally accepted investment theories; or certain
other practices as proscribed by such theories?”: R

-~ & “What are examples of investment theories that are not
generally accepted? Should this regulation expressly proscribe
the application of certain such theories?” .

® “What historical data should be taken into account in de-
termining a model’s expectation for future performance of as-
set classes and specific investment alternatives? Should the
regulation specify minimum standards for the data, such as a
glini;num number of years of experience to be included in the

ata?”> ' I
® “What types of criteria are appropriate and objective
bases” for asset allocation’ pursuant to [the proposed rule]?
Should this regulation expressly designate some criteria as ap-
propriate and objective and/or other criteria as not appropriate
or not objective? Should it do hoth thereby establishing a list
of criteria that models must consider to the exclusion of all

- The conditions applicable to fee-leveling also apply to
the computer model approach, i.e., an independent fi-
duciary. of the participant directed plan must authorize
the investment advice, the -entity. providing, the invest-
ment:advice must give participants and beneficiaries
without charge, prior to the initial provision of iy st
ment advice and annually thereafter, a written notifica-

tion describing fees and ‘other.compensation received,

relationships among relevant parties, the fiduciary. sta-
tus of the adviser, the services/products being offered,
and product limitations and availability of other advis-
ers, etc.” The computer model is not required to include
recommendations of investment options.that are prima-
rily in qualifying: employer securities, target funds, or

annuities. .

party) to such.an en
such entity.

LESpOnsIb e;

-8 The:compensation neutrality réquirement:for-in:
vestment professionals employed by an entity offering
tailored investment advice to:a participant directed plan
will continue to remain a challenge.. - = .~ . ..

—Investment professionals and the firms that employ
them should consider the express references in the New

others? For example, the regulation could provide that com-
puter models must consider only the historical tisks and re-
turns of different asset classes as a whole, information about
the participants, and the expenses and asset allocation of each
investment option under the plan.”

B “Is a fund’s past performance relative to the average for
its asset class an appropriate criterion for allocating assets'to
the fund?” - - . -

® “Under what if any conditions would it be consistent
with generally accepted investment theories and with consid-
eration of fees pursuant to [the proposed rule] to recommenid
a fund with superior past performance oveér an altérnative fund
in the same asset class with average petformance but lower
fees? Should the regulation specify such conditions?”

®. “On what if any bases can a fund’s superior past perfor-
mance be demonstrated to derive not from chance but from
factors that are likely to persist and continue to affect perfor-
mance in the future? Should the use of a fund’s superior past
performance as a criterion for allocating assets to the fund be
conditioned on such demonstration? How, if at all; should a
model take into account investment management-style? For
example, all elsé equal, should a inodél ascribe differerit levels
of risk to passively and actively managed investment options?”

7 In addition to this disclosure, the entity providing the in-
vestment advice must provide disclosure in accordance with all
applicable securities laws, all purchases and sales of securities
arising out of the investment advice must occur solely at the
direction of the recipient of the advice; the compensation re-
ceived by the entity providing the investment advice and its af-
filiates must be reasonable, and the terms of any transaction
arising out of the investment advice must be at least as favor-
able to the plan as they would be to unrelated parties in an
arm’s-length transaction.
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Proposed Regulatlons to an 1nvestment profess1onal’
“commissions, salary, bonuses, awards, promotlons, or
othei-things' of value that [are] based in'whole'or in part
ona part1c1pant’s orbeneficiary’s selecti 1ifvest-
ment option” as’ compensation that can have an adverse
impact on fee neutrality. "~
“10n the preamblé to the flnal (W;thdrawn) regula-
tions; the DOL- suggested that bomisés offered on the
ba51s of ‘dn entity’s general profitability’ “may be per-
to the extent that it can be established that the
participant directed ‘plan and’' IRA mvestment advice
and lnvestment optlon components “wereé ‘ excluded
from, or constituted' a° neghglble portlon of the
[flducmry adviser’s] profitability,” -
_ —Requiring exclusion of revenues from part1c1pant

dll‘ cted plans would be a major departure from.the

: termlnmg compensatlon, promoti
awards, broker-dealers are required to exclude
from products and services sold to’ partlc1pant di-
‘ plans investment professmnals may’ 51mply de-
¢line to glve ‘advice to’ part1c1pant directed plans '

e o 'trary to ‘the one int; \d 7

vestment professmnals leg1t1mately may offe r' partici

cted plans the ' ve 3
a'legacy institution (or employer plan) to the‘ in ‘
firm. In the prior final (withdrawn) rules, the DOL‘con-
sidered such “efforts as- ‘being potentially abusive, and
that in: certain instances” they could violate the self-
dealinig ‘provisions: RISA and the analogous provi-
sions of the tax code. ™~ ¢ i an

& For advice programs that make use of ‘indepen-
dent computer programs, the New Proposed Regula-
tions stipulate that a computer model must be designed
and operated to avoid. ‘investment recommendatlons
that “mappropnately dlstlngulsh among mvestment op-
tions within a single asset class on the basis of a factor
that cannot confldently be expected to persist in the fu-
ture.” Thé DOL notes in this regard that “[w] hile some
differences between investment options within a smgle
asset class, such as differences in fees and expenses or
management style are llkely to per51st in the future and
therefore to, constitute appropriate criteria for asset al-
location, other differences, such as dlfferences in- his-
toncal performance are less 11kely to persist and there-

- fore less likely to constltute approprlate cnterla for as-

set allocation.” .

Conclllﬂ ns.‘ The "chall f1nanc:1al 1nst1tu ns
face in prov1d1ng part1c1pant directed p Wit
sources, tools and invesfment advice
running afoul of the conflict prov1s1ons “of ERISA and
the tax code remain substantial. Many financial insti
tions will want to continue to review their existing prac-
tices in light, of the New Proposed, Regulations. Al-
thoug:,_‘ helptul in. some regards the, New' Proposed
Regulatlons als hlghllg', many of the ongoing issues
financial .institutions, confront .in .serving their partici-
pant. directed plan clients, Wlthout resolving: man of
the legal and regulatory constraints. imposed by ERISA
and the tax code. It remains to be:seen how, and to.what
extent, the NeW Proposed Regulatlons will: shape future
practlce i il
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