Trends and Hot Topics

The Labor Department has released proposed regulations that help prevent conflicts
of interest when a Defined Contribution Plan hires an adviser to provide its

participants with investment advice.

The proposed rules also allow for the use of independent computer modeling for
advice. The factors the model can take into account, however, caused some observers
to wonder if it would create an uneven playing field in favor of index funds.

Participant Advice Regulation

The Department of Labor (DOL)
published proposed regulations on
3/2/10 with respect to participant
investment advice. These “re-
proposed” regulations replace the final
regulations that were issued on 1/21/09
which were immediately frozen by the
new Administration and subsequently
withdrawn on | 1/20/09.

The new regulations say that an “eligible
investment advice arrangement” is
participant advice offered under either
of these two methods:

! Based on a computer model
| “Level fee” arrangement

The computer model used by the
adviser must be developed by a
fiduciary adviser and must be subject to
an independent annual audit. A level fee
arrangement must not allow the
fiduciary adviser presenting the advice
to affect his or her own fees, or those
paid to his employer, through a
participant’s election of an investment
option based on the fiduciary adviser’s
advice.

Written disclosure to participants and
beneficiaries is required before a
fiduciary adviser may provide any
investment advice.  Such disclosure
must provide information regarding
fees, past performance of the
investment options and any relationship
between the investment adviser and
others that may impact the advice.

Possible Issues With New Regs

The Labor Department's revamped
proposal on investment advice could
give index funds a big leg up in winning
DC Plan assets at the expense of active
managers.

The proposal would bar the use of
performance data from computer
models that generate advice, placing
greater reliance on fees, which favor
index funds.

Another major concern is that the
proposed Obama administration
regulations would define what “generally
accepted” investment theories, or
prudent investment strategies, must be
used as the basis for computer-driven
and direct-to-participant advice. These
have not been defined by the
government in the past.

The new advice rule also would permit
mutual fund industry representatives to
provide investment advice to DC plan
participants, but only if the advice is
offered through a separate affiliate and
neither the compensation of that affiliate
nor its employees varied depending on
the investment options a participant
chooses.

The Obama proposal also scraps the
Bush provision that permitted follow-up
advice for participants who wanted
more options.
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New Participant Advice Regs:

! Investment advice given by an
investment adviser to plan participants
on investments that pay additional fees
to the adviser or its affiliates can violate
the prohibited transaction rules of
ERISA and the Internal Revenue Code

! The proposed regulation allows
investment advice to be given under the
statutory exemption in two ways. One is
through the use of a computer model
certified as unbiased. The other way is
through an adviser compensated on a
"level-fee" basis (i.e., fees do not vary
based on investments selected by the

participant)

I Several other requirements also must
be satisfied, including disclosure of fees
the adviser is to receive.

Did You Know?

Unless plan fiduciaries possess the
necessary expertise to evaluate plan
matters, a fiduciary would need to
obtain the advice of a qualified,
independent expert [DOL IB 95-1]
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