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Potential fiduciary liability for plan investments
continues to be a primary concern of plan
SpoNsors.

The Supreme Court’s decision in the LaRue case
has once again focused attention on this issue.

What should fiduciaries do about investment
prudence and risk management?

— A process —Needs and limits of
participants
— Data and analysis — Accepted investment

o theories and principles
— Investment policies .
— Decide and document

— Advice — Competent committee




Recent Congressional and DOL activity has
focused on this area:

— Fiduciary safe harbor for defaults into “multi-
asset class” investments (QDIA)

— Participant-level investment advice

The PPA created an exemption for fiduciary
advice to participants (but not for management).

The changes divide advisers into two categories:
(i) advisers whose fees do not vary depending on
the investments selected; and (ii) advisers whose
fees do vary—if a qualifying computer model is
used.

Note: There are actually three categories.

Where are we going with the PPA fiduciary adviser
provisions?

— Acknowledged fiduciary status

— Needed DOL guidance

« computer model certification
« audit requirements

+ model and guidance for fee disclosure




The DOL has issued a regulation under ERISA
8404(c)(5) that identifies long-term “qualified default
investment alternatives” or “QDIAs” as managed
accounts , age-based lifec ycle funds and risk-
based lifestyle funds . The regulation also provides
for two other QDIAs:

— stable value (“grandfathered”)

—short-term QDIA

— Selection of type of QDIA

— Transfer restrictions and fees
— Mutual fund or fiduciary

— Asset allocation model

— Issues regarding notices

— Selection of the investments

» aged-based

Where are we going? These “safe harbor” investments
are expanding the use of defaults:

— traditional defaults
— automatic enrollment defaults
— conversion defaults

— new plans and existing plans

Change of perspective.




ERISA 8404(c)(5) creates a legal defense for
default investments.

I explicit “safe harbor” for defaults (if the
conditions are satisfied)

query: Is there now an implicit “safe
harbor” for directed investments?

Congressional activity

— Legislation on automatic enroliment, including
pre-emption of state payroll withholding laws.

— Legislation on safe harbor automatic enrollment.

Where are we going with automatic enrollment?

— Over one-half of the largest corporations are
expected to be automatically enrolled by the
end of this year.

— The largest 401(k) recordkeeper reports a
doubling of the rate of adaptation of automatic
enrollment in 2006.




Congressional activity:

— Legislation on automatic enrollment.

— Effect of safe harbor provisions on
automatic deferral increases.

Query: How much is enough?

Where are we going with deferrals?

— Deferral rates for automatic enrollment
— Step up, or escalator, deferrals

— Gap analysis and reporting

In one of the recent class action lawsuits, the
complaint asserted, among other things:

“Defendants breached their fiduciary obligations to
the Plan . . . by, among other conduct to be proven
at trial, one or more of the following acts:

— Allowing or causing the Plan to pay--directly or
indirectly--fees and expenses that were . . .
unreasonable . . . ;




Continued . . .

— Failing to inform themselves of, and understand,
the various methods by which vendors in the
401(k) industry collect payments and other
revenues from 401(k) plans;

—Failing to establish, implement, and follow
procedures to properly and prudently determine
whether the fees and expenses paid by the Plan
were reasonable . . .;"

Query: What should fiduciaries do?

Investments Advice Recordkeeping
& Compliance

Compare to market date

DOL activity:

—Point-of-sale disclosure to fiduciaries
advisers and providers (408(b)(2) project).

— Revisions to Form 5500, Schedule C
(reporting).

— Revisions to 404(c) regulation (participants).

Shifting responsibility to 401(k) industry.

for




The DOL has released the 2009 Form 5500
package. The new Schedule C—for plans with
over 100 participants—requires reporting by
plan sponsors of direct and indirect revenues

received by service providers.

Note: Check-the-box format for eligible indirect compensation.

The proposal applies to anyone who:

! is a fiduciary under ERISA or the Investment
Advisers Act of 1940;

provides these services: banking, consulting,
custodial, insurance, investment advisory,
investment management, recordkeeping,
securities or other investment brokerage, or
third party administration; or

I provides these services and receives indirect
compensation: accounting, actuarial, appraisal,
legal or valuation.




“Covered” service providers must have a contract
or arrangement with the plan and satisfy the
following requirements:

the terms must be in writing;

the terms (including any extension or renewal)

must disclose to the best of the provider's
knowledge the following information and . . .

... must include a representation that, before

the arrangement was entered into, all the
information was given to the responsible plan
fiduciary:

« alist of the services provided, and

« for each service: the compensation to be
received; and the manner of receipt.

Note: Creation of ERISA-specific, 408(b)(2) compliant engagement
agreement.

“Compensation or fees” include:

I _money or any other thing of monetary value
(for example, gifts, awards, and trips)

received directly from the plan or plan sponsor
or indirectly (i.e., from any other source) by the
service provider or its affiliate

in connection with the services or because of
the service provider's or affiliate's position with
the plan.




Compensation may be expressed in terms of
a monetary amount, formula, percentage of
the plan's assets, or per capita charge for
each participant or beneficiary of the plan.

The compensation disclosure must have
sufficient  information to enable the
responsible plan fiduciary to evaluate the
reasonableness of the compensation.

Disclosure: Whether the service provider (or an
affiliate) will provide any services to the plan as
a fiduciary either within the meaning of ERISA
section 3(21) or under the Investment Advisers
Act of 1940.

Note: Impact on RIAs and registered representatives/broker-dealers.

Disclosure: Whether the service provider (or an
affiliate) expects to participate in, or otherwise
acquire an interest in, any transaction to be
entered into by the plan.

If so, a description of the transaction and the
service provider's participation must be given.

Note: Incorporate ADV Form, Part II.




Disclosure: Whether the service provider (or an
affiliate) has:

Il any material financial, referral, or other
relationship or arrangement with a money
manager, broker, other client of the service
provider, other service provider to the plan, or
any other entity;

Il that creates or may create a conflict of
interest for the service provider in performing
services pursuant to the contract or
arrangement.

Disclosure: Whether the service provider (or an
affiliate) will be able to affect its own compensation
or fees, from whatever source:

without the prior approval of an independent
plan fiduciary;

if so, a description of the nature of such
compensation.

Disclosure: Whether the service provider (or an
affiliate) has any policies or procedures that:

address actual or potential conflicts of interest;
or

are designed to prevent either the
compensation or the relationships from
adversely affecting the provision of services to
the plan.

Note: Form ADV, Part Ill




The terms of the contract or arrangement must
require that the service provider disclose to the
responsible plan fiduciary:

I any material change to the information

not later than 30 days from the date on which
the service provider acquires knowledge of the
material change.

The final word . . .

Increased disclosure of compensation will
enable fiduciaries to better evaluate the cost
and value of the plan’s services.

It will also better enable the competitive
marketplace to work.

As a result, advisers will compete on their
services and the results they produce.
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The DOL's Proposed 408(b)(2) Regulation: Impact of the
Mandated Disclosures on Registered Investment Advisers (RIAS)

By Fred Reish, Bruce Ashton and Debra Davis

This is the !rst in a series of bulletins aboue tbepartment of
Labor’'s (DOL) new proposed 408(b)(2) regulation ueting

disclosures of compensation and con"icts of irgerey plan

service providers. The proposal de'nes the ERI84uirement
that contracts and arrangements with service peosidnust be
“reasonable.” The effect will be to require thahakt all providers
of services to retirement and welfare plans haveteen agreement
and disclose all of their direct and indirect comgagion.

This bulletin focuses on the likely impact of theomosed
regulation on independent registered investmenisadsy (RIAS).
(By “independent,” we mean an RIA that is not &ftéd with a
broker-dealer, mutual fund management complex, rdkeeper
or the like.) For purposes of this bulletin, wecdiss RIAs who
provide advice services, as opposed to investmemagement
services; but this covers both advice to plan idtes and advice
to participants. In a future bulletin, we will diss the application
of the proposed regulation to broker-dealers awit tiegistered
representatives.

BACKGROUND

In the past, the burden was almost entirely onpifi@ary plan
Iduciaries to investigate and understand the ayeament between

a plan and a service provider and to determirtenifis reasonable.

Under a regulation proposed by the DOL in Decenareangements
for most plan services will be prohibited unlessgkrvice provider
has a written arrangement with the responsible jglaciaries and
makes extensive disclosures about its direct adliceict revenues
and about any potential con"icts of interest. Thihe burden is
shifted to the service provider to give informattorthe !duciaries
that is suflcient for them to determine whethee #rrangement,
including compensation, is reasonable and whelleecdn"icts are
acceptable. Further, the information must be dediyesuf!ciently
in advance of entering into the arrangement to tlieeresponsible
plan!duciary time to review the information befastering into the
transaction. Failure to fullll the written agreenteand disclosure
obligations will cause the service provider’s eregagnt to be a
prohibited transaction, which means that the sergiovider will
presumably have to pay back any compensationégtved.

This bulletin is further limited to the likely apgation of these rules
to 401(k) plans. However, as a practical mattéerival Revenue
Code § 403(b) plans will be impacted in much threesavay.

Seminar on Proposed Regulation on Disclosure
of Fees and Revenue Sharing

Next Sunday, February 10th, at the 401k Summit in Orlando,
Florida, Fred Reish, Bruce Ashton and Debra Davis will be
conducting a seminar on the new 408(b)(2) regulation. The
seminar will focus on the requirements under the proposed
regulation for RIAs and enancial advisers to disclose their
revenues, both direct and indirect, prior to entering into a
contract or arrangement with a plan.

The impact of the proposed regulation, when enalized, will
be substantial. It will require every investment adviser and
enancial adviser to have a written contract with client plans
that explains the services rendered, the revenues received,
and any potential coneicts of interest. We believe that the
consequence will be an enhanced focus on fees which will
require a more detailed and thorough explanation of the value
received for those fees, that is, of the services provided to the
plan and the participants by RIAs and ¢nancial advisers.

The session will begin at 9:00 a.m. and will go for 50 minutes.
It will be held in Grand Ballroom #9 in the Orlando World
Center Marriott.

OVERVIEW
Applicability

If adopted as proposed, the regulation will applyahy service
provider who:

1. is a educiary under ERISA or the Investment Adviséct of
1940 (the “40 Act”);

2. provides banking, consulting, custodial, insurameeestment
advisory, investment management, recordkeepingjrises,
other investment brokerage, or third party admiaiiin
services; or

3. receives indirect compensatioand provides accounting,
actuarial, appraisal, auditing, legal, or valuaservices.

continued on next page

11755 WILSHIRE BOULEVARD 10TH FLOOR LOS ANGELES, CA 90025 (310) 478-5656

(310) 478-5831 FAX WWW.REISH.COM



BULLETIN

February 4, 2008

Impact on RIAs:RIAs are subject to the proposed regulation under

at least two of these categories: they provide stment advisory
services and are educiaries under the ‘40 Actadidition, they may
or may not be educiaries under ERISA (dependingaether their
advice satisees ERISAs deenition of investmerlvice), but even if
they are not, they would still be covered servias/jalers under both
the erst and second categories.

Further, RIAs may provide consulting services ta (kD plans on a
number of issues, such as plan design and othelaplé investment
services.

SPECIFIC REQUIREMENTS

1. Contract Must Be in Writing

The proposed regulation requires (1) that thereabeontract or
arrangement between the plan and the service mrositd (2) that
the contract or arrangement be in writing. Howetleg, “contract
or arrangement” would not have to be signed byeeitheduciary
of a plan or the service provider. In most cadesygh, it would be
advisable to have a signed agreement. (For easdéeoénce, for the
rest of this bulletin we use the term “contracstead of the proposed
regulation’s use of “contract or arrangement.”) Wlii is not clear
from the proposal, we anticipate that the enalulation will be
effective January 1, 2009.

General CommentsFhe proposed regulation requires all covered

service providers to have a written contract whih tesponsible
plan educiaries. It seems clear that, for new ergagnts after
the effective date of the enal regulation, a verttcontract will

be required. While it is not clear from the proppsae assume
that, where there are existing oral arrangemergs,will need to
be documented as written contracts as of the aféedate. And,
although not discussed in the proposal, we furdissume that,
for existing written arrangements, the ¢nal regiola will either

“grandfather” them or provide for a transition pekibefore
requiring a compliant written contract.

Impact on RIAs:In our experience, most independent RIAs have

written contracts. However, the contracts will neseble modised

to meet the requirements of the enal regulatiohew effective.
Assuming that the regulation will be effective cemudary 1,
2009, that means that RIAs will need to revisertagreements
before the end of this year. As a practical matter,advice is
to start work on the agreements now, because vevbethat
knowledgeable attorneys will be overwhelmed withrkvo the

last part of the year with agreements for RIAs kbralealers,
recordkeepers, third party administrators and otbenvice

providers.

2. Services and Compensation

The proposed regulation requires that various asces be made
in writing before the contract is entered into &edore a contract is
extended or renewed. The disclosures must be noattie t'best of

the service provider’s knowledge” and they muspimvided to the

educiary with the authority to cause the plan tdeg into, extend or
renew the contract (referred to by the DOL as tlesgfonsible plan
educiary”). Additionally, the contract must aferatively require the

service provider to make these disclosures. Therdoarr types of

disclosures that must be made, which we discussatey.

a. All services to be provided to the plan under theantract.

b.

General CommentsThe proposed regulation does not specify
how the services are to be described. Howeverpth the
preamble (where the DOL explains much of the timigki
behind the proposed rules) and the proposed rémulahe
DOL generally uses the term “services” broadly. §hwe
believe it would be satisfactory for a service ey to use
a broad deenition, though this is something tha¢ DOL
should clarify in the enal regulation. Also, thedD indicates
in the preamble that the written contract may ipooate other
materials by reference, if they are adequately riest and
explained.

Impact on RIAs:Based on our experience, independent RIAs
that already have an ERISA-speciec service agreeunsually
spell out their services in more detail than isspptly required

by the proposed regulation. Therefore, exceptHosé RIAS
that do not have ERISA-specisc agreements, thgsirement
should require little, if any, change.

Some RIAs may seek to comply with portions of tiseldsure
obligation by providing Part Il of their Forms AD¥nd
incorporating the Forms by reference. HoweverDi@é states
in the preamble that it “expects that the serviaider will

clearly describe these additional materials anda@xpo the
responsible plan educiary the information they @oin.” We

understand from discussions with representativeébeoDOL
that such an explanation is required as a condttionsing
separate documents as a “part” of the contracts,TRIAs that
incorporate information from their ADV or other dmaents
by reference will need to explain the informatibattis being
incorporated by reference. In other words, it isemmugh to
simply deliver the ADV Part Il without further exgpiation.

For each service, the direct and indirect compensiain to
be received by the service provider and its af!liges.

General CommentsThere is a question about how much
“each service” needs to be broken dowe, how broad
the descriptions can be. However, as a practicéiemahat
may be answered by aggregating the services cobwgréue
primary fee, and then separately describing eanhcsefor
which additional fees are charged, or revenuescasved.

The deenition of compensation includes both moagyg “any

other thing of monetary value (for example, giftgjards and
trips)” and covers amounts received directly frdme plan

or plan sponsor and amounts received indirecty, from a

source other than the plan or the plan sponsoth Wspect
to the non-monetary items, the proposal does reatifyphow

to disclose the value or cost. However, as a gepegaise,

service providers must disclose whether compemsasioa

*xed amount, a formula based on plan assets, parécipant
charge or all of the above. The proposed regulatmes not
offer other alternatives for how the disclosure Imige made,
such as an hourly charge or transaction-baseNéertheless,
the information about the calculation of fees messpeciec
enough that the responsible plan educiaries caterdene

whether the fees are reasonable. Finally, the idlesncovers
amounts received by the service provider or anjisaés of

the service provider.

Impact on RIAs:In our experience, most RIAs with ERISA-
speciec agreements already provide adequate dis@oof

continued on next page
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the compensation they receive. And, in most cattese
who receive indirect compensation disclose that dad the
fact that they offset such compensation againstes they
charge. (It would be a prohibited transaction ureleiSA §
406(b)(3) if they do not offset indirect paymengtated to
recommended investments where they are providilugiary
investment advice. That prohibition is not coveisd the
proposed exemption.)

In cases where an RIA has, in the past, made gatisclosure
of indirect compensation, but without disclosing gimount
of, or formula for, the compensation, more detailesglosures
will be required. In our experience, this type ofmpensation
is not usual for RIAs, but does occur occasion@lyg, an RIA
who is also licensed as a registered representatibeoker-
dealer may receive 12b-1 fees).

The disclosure requirements apply to all coveredices and
to all compensation received by an RIA and/or slieéé, both

direct and indirect. As a result, RIAs will needeither cover
all of the services in a single contract or to eit® separate
contracts for each such service (perhaps on agbrogsis).
For example, some independent RIAs assist with igeeov
searches, which are separate services and ar@sihaases,
compensated separately. Further, RIAs that haveparate
charge for managing a model asset allocation piartfoften

consisting of the plan’s core investments) needejoarately
describe and disclose that compensation, eithibeinprimary

contract for investment advice or in a separatdraon (As

a word of caution, that arrangement may preserarotion-

exempted, prohibited transaction issues.)

c. The method for calculating and repaying any prepaid
compensation if the contract terminates.

Impact on RIAs: If an RIA is paid in advance (which is

unusual in our experience), its contract would nteedtate
that it will disclose how the prepaid fees will tendled if the
contract ends before the prepaid amounts aredaliged. The
disclosure may be made in the agreement, an ateathon a
separate document. As a practical matter, in insg@mwhere
the fees are paid in advance, we usually see &iptést of the
mechanism for calculating and returning any unehfees in
the contract.

d. The manner of receipt of the compensation.

whether it or an afeliate will provide any serv&eo the plan as a
educiary as deened under either ERISA § 3(21)tloe ‘40 Act. The

preamble indicates that this disclosure requirenapplies to both

acknowledged and functional educiaries.

General CommentsA person providing investment advice for a
feeisae«duciary under ERISAIf he advises regagthe purchase,
sale or holding of investments and if the advidadsvidualized,
based on the particular needs of the plan or thieipants. Under
this provision, such an adviser would be requiceaicknowledge
— in writing — that he is an ERISA educiary. Thailtire to do
so would cause the arrangement to be a prohibiéedaction.
That is problematic for service providers who do eminarily
acknowledge that they are educiaries, but arer lagand to be
functional educiaries, such as some brokers.

Impact on RIAs: Independent RIAs will need to disclose their
educiary status to the responsible plan educiaBince they
are educiaries under the ‘40 Act, if they providatwally any
investment recommendations, and regardless of whéftey
are providing investment advice of the type thakesathem
a educiary under ERISA, at least their ‘40 Act sgimust be
reported. As a practical matter, though, in moseseRIAs will
be educiaries for both reasons and must discloseramngly.

However, RIAs will need to be careful in how thedidsures
are made in order to properly distinguish betwéeir #duciary
and non-sduciary roles and to properly limit theent to which
they serve in a educiary capacity. For example RdA would
typically not be a educiary for participant investnt education,
provider searches, and consulting on plan desigy; &utomatic
enrollment). Thus, as a practical matter, the Rjrgament should
distinguish between which are educiary serviced aiich are
not. This will require some redrafting of RIA agneents. As an
interesting side note, a likely interpretation lué tisted services
is that consulting is a “covered” non-sduciary\@ee, while the
provider search and the employee education arecoeered,
non-educiary services. Practically speaking, thoug seems
to us that most provider searches also include smmsulting,
which would make them covered services.

4. Financial or Other Interest

Service providers will need to disclose whetherthe an afeliate

will have any enancial or other interest in anwrisaction to be
entered into by the plan in connection with covesedvices. If they
will have such an interest, they would need to jo®a description

service provider disclose whether it will bill tipan, deduct

given by the DOL in the preamble is a service pting assistance in

fees from plan accounts orleet a charge against the plan the sale of property in which an afsliate of thengce provider has

investments.

Impact on RIAs:In our experience, most RIAs already make

this type of disclosure. In fact, most RIAs aredpaither
directly by the plan sponsor or directly from thast {.e.,
out of plan assets), either upon presentationsthtement or

automatically €.g, approved quarterly payments). However,

if an RIA is receiving disclosed indirect paymerfigither
explanations may be needed. And, to the extentrecidi
compensation is being received that has not beetoded, an
explanation will need to be added to the contracteparate
written disclosures.

3. Fiduciary Status
The proposed regulation would require a serviceigen to disclose

an interest.

General CommentsThis requirement appears to be very broad.

For example, if a service provider receives alnawst form of
third party payment related to the plan or its @sgbat would
seem to fall under this item and would need toibelased. An
example would be a situation where a service pesvielceives
payments or reimbursement of expenses from anptiosider
to the plan in connection with services renderettiégprovider.

Impact on RIAs:In our experience, independent RIAs usually

do not have relationships that would require dmale under
this requirement, at least of a type similar toaikample in the

continued on next page
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preamble. Further, they do not, by deenitiae ( “independent”),
have afeliates in the enancial services businéweg would create
such a conlict or potential conlict of interest.

However, some RIAs are afsliated with third paayministration
erms or recordkeepers that may receive compenséiion other
service providers, such as subsidies or other patgrfeom a
plan provider. Even though that compensation islabgd in the
administration erm’s (TPA) agreement with the plahe RIA

would need to disclose the existence of an “intergsder this

item. Presumably, the RIA could refer to the aftdi's contract
for details, so long as the RIA describes those ag#ements
and explains to the responsible plan educiary itifermation

that they contain.

Also, it is possible that this requirement wouldplgpto a
situation in which an RIA, who is providing investnt advice,
would receive additional compensation from a plarvittue of

a recommendation to a participaety, a wrap fee on an asset
allocation model managed by the RIA.

5. Other Relationships or Arrangements

The proposed regulation requires a service providedisclose

whether it or an afeliate has any material snaaicreferral or other
relationship or arrangement with a money manageken or other

service provider to the plan that creates or magtera conlict of

interest in performing services for the plan. Theamble explains
that the service provider is required to disclose“enaterial snancial,

referral or other relationship” with third partiesd states that, “If the
relationship between the service provider andtthirsl party is one
that a reasonable plan educiary would considdreigniecant in its

evaluation of whether an actual or potential contif interest exists,
then the service provider must disclose the redatigp.”

General CommentsThis requirement may be a trap for the
unwary. That is because a service provider migktvvits
relationship with another party as consistent it interests
of the plan and not as a potential conlict. Ingtige, a service
provider’'s involvement with another service provideould
be considered an interest in a transaction invghtime plan
(discussed in #4 above) as well as a relationstap rieeds to
be described under this condition. However, thisd@g@mn only
applies to “material” relationships or arrangementsile item
#4 applies to any interest in any transaction teritered into by
the plan in connection with covered services.

Impact on RIAs: For the purpose of this discussion, we ar
assuming that a referral relationship is one whemne RIA
compensates a third party (with money or items theate
monetary value) for referrals,g, a ender’s fee. However, we
acknowledge that a plausible interpretation wouddlude a
“cross-referral” relationship where two service \pders refer
material amounts of business to each other, evénisf not
quid pro quo Certainly, the erst referral relationship must b
disclosed; perhaps the second does also. (Sineetbposed
regulation will be an exemption, or exception, tprahibited
transaction, the burden will be on the service jl@vto prove
that it complied. As a result, service providersenao practical
choice but to disclose everything that might beiiregl.)

We have also seen instances in which an RIA resgiggments
related to a change in service providers. An examwpluld be the
change to a new recordkeeper or custodian. Whatrpalssibility

was known at the time of entering into the arrargeinthe service
provider would be required to make initial discles However,

where the service provider was not aware of thesipiigy, it

appears that this situation could be dealt withearadprovision
in the proposed regulation under which a serviawviger is
required to disclose material changes within 30sdafyer the
service provider becomes aware of the change.#8delow.)
Thus, when the RIA became aware of the availahilitguch a
payment, it would be required to make the disclesuthin 30
days. (As a word of caution, those payments magkiewother
prohibited transaction rules.)

6. Ability to Affect Own Compensation

Under the proposed regulation, a service provideuldv need
to disclose whether it or an afeliate would be ealtb affect its
compensation without the prior approval of an iratefent plan
educiary. The DOL provides as examples “incentiperformance-
based, !oat, or other contingent compensatiortlidfservice provider
can affect its compensation without prior approitalyould need to
describe that fact and the nature and amount afdimensation.

General CommentsAt erst blush, this may seem to have little,
if any, application to 401(k) plans. However, itedobecause
provider compensation can be unilaterally changegrbviders
in a number of ways, depending on the service beindered.

Impact on RIAs: In our experience, RIA service agreements
often indicate that an RIA may change the amouitlg for its
services from time to time, usually by giving weittnotice of a
change in fees to the client. Unless the RIA olstaijpproval of
the change in fees before the change goes intct éffieadds an
“Aetna-style” negative approval process to its egrent), this
condition would likely be violated. (The failure tdtain prior
approval for an increase in fees also implicatesroprohibited
transaction rules for which there is not an exeonp}i

By “Aetna-style” negative approval process, we @ferring
to the arrangement approved by the DOL in Advigopinion
97-16A in which a service provider (1) gave advanctce of
a change — in that case, a change in investmefaiedfon a
provider’s platform, (2) gave the plan sduciar&sdays in which
to object to the change, (3) provided in the agesdrthat, if the
duciaries did not object, they were deemed toshegproved the
change, and (4) provided that, if the educiariés abject, they
could change providers without any penalty and didve an
additional reasonable time period to do so.

7. Policies to Address Con"icts of Interest

®The proposed regulation requires the disclosurevioéther the

service provider or an afeliate has any policiespoocedures that
address or prevent actual or potential conlictntérest. If a service
provider has such policies or procedures, it myglaén them to the
responsible plan sduciary and describe how thejress conlicts of
interest or prevent an adverse effect on the povisf services. For
example, a procedure for offsetting revenue shasimather indirect
payments would need to be disclosed. However,ceproviders are
not required to develop any such policies or prapeslif they do not
already have them.

General CommentsThis requirement will impact some service
providers, but not others. It will depend primaoly whether the
members of a particular industry commonly have qalties.
Service providers are advised to review their cagoethics
and conlicts of interest policies in order to cdgnpvith this

continued on next page
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requirement.

plan administrator in order to comply with ERISA&porting and
disclosure requirements. This would arise mostueatly in the

Impact on RIAs: In our experience, RIA rms have a written context of reporting information on Schedule Chie Eorm 5500 for

conlict of interest policy. Typically, some or af those policies
are disclosed in the ADV Part Il. Presumably, aA Riat has
such a written policy could comply with this regarirent by
providing a copy of the policy or of the ADV Pdrtd the client,
although a separate explanation of the referencedispns
would be required in order to incorporate thoseudwents by
reference into the contract.

There is another “policy” that would also appeafatih within
this requirement. Some dual-licensed RIAs avoid licts
of interest (and 406(b) prohibited transactions) dffgetting
indirect payments against their advisory fees. &hedicies or
procedures would need to be disclosed. Presuniaiviigver, this
would already be disclosed in connection with thpensation
disclosure, so it would not need to be furtherldsed to satisfy
this requirement.

8. Material Changes

The terms of the contract must require that théseprovider disclose
any material change (to the information requirethéadisclosed) to
the responsible plan educiary not later than 3@sd&om the date
on which the service provider acquires knowledgehef material
change.

General CommentsThe short time period for notifying clients
of a material change could be problematic. Whike ghoposed
regulation does not explicitly say so, we beligvgoes without
saying that a service provider would only need igcldse
material changes related to its contract or tormédion that it
previously provided to comply with its obligationEhat is, we
do not believe the proposal intends to create digation to
oversee the disclosures of other service providers.

large plansi(e. plans with 100 or more participants).

General CommentsService providers need to be aware of their
obligation to provide this information. The failueedo so could
convert their “reasonable” contract into a prolatitransaction.
Further, the responsibility may be increased infthiere when
the DOL issues a new regulation concerning thein&dion that
must be given to participants. It appears that softirmation

would fall within the deenition of “disclosure.”

Impact on RIAs: This condition should not pose a problem
for independent RIAs, unless, possibly, they rexaidirect
compensation. However, if they do receive indicechpensation
related to plans that «le a Schedule €.(plans with 100 or more
participants), beginning in 2009 RIAs will be remai to provide
specieed information to plan educiaries upon regti

10. Actual Disclosure

The proposed regulation requires that, in ordetterexemption to
apply: (i) the service provider have a written caat that requires it
to make the disclosures in this bulletin; andt(igt it actually make
these disclosures.

General Comments:This item should not present an issue
separate from those discussed elsewhere in thegibul

Impact on RIAs: RIAs will want to make sure they have
procedures in place to ensure that the necessagjoslires
are made. Although most of the disclosures are nhedere
the contract is entered into, renewed or extensieche of the
disclosures will be made during the course of th&ract, such
as material changes and information requestecefmrting and
disclosure purposes.

Impact on RIAs: This should have little impact on independent

RIAs since they are already required to amend fmim ADV
and provide it to clients under the ‘40 Act in teeent of a
material change. However, RIAs will need to expthi change
and provide the ADV within 30 days to avoid coniegtthe
arrangement into a prohibited transaction.

That said, there may be material changes thatainequired to
be described in an updated ADV. For example, Rehwere to
develop a material referral relationship with a rniewestment
provider and seek to introduce that provider testang clients,
that would presumably require disclosure undercth@ict of
interest rules and would thus be covered by theeriz change”
requirement.

9. Reporting Assistance

The proposed regulation requires a service provielisclose “all
information related to the contract and any comagms received
thereunder” if it is requested by the responsibén pduciary or

Effective Date

The proposal states that the effective date wilDBedays after the
enal regulation is published in the Federal RegjisHowever, we
understand that the DOL is considering an effedafia of January
1, 2009, which would coincide with the effectivaealfor changes to
reporting service provider compensation on Sche@uie the Form
5500. We believe that at least that much time éslad for the 401(k)
industry to make the changes required by the pegpoegulation.

Conclusion

For service providers that do not already havetevritontracts with
their plan clients, the proposed regulation wiljuie signiecant
changes in both how they document their businedshamw they
disclose compensation and conlicts of interesterkEfor those with
contracts, the proposed regulation will requireariat amendments.
However, in our experience, for most independeAsRbnly a limited
number of changes will be needed to satisfy these prohibited

transaction requirements.

Any tax advice contained in this communication|(iding any attachments) is neither intended ndttevrito be used, and cannot be used, to
avoid penalties under the Internal Revenue Codie mromote, market or recommend to anyone a tréinsaar matter addressed herein.

©2008 Reish Luftman Reicher & Cohen, A Professional Corporation. All rights reserved. This bulletin is published as a general informational
source. Articles are general in nature and are not intended to constitute legal advice in any particular matter. Transmission of this report does r
create an attorney-client relationship. Reish Luftman Reicher & Cohen does not warrant and is not responsible for errors or omissions in th
content of this report.
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The common cases, though, the need to make a
denominator for decision may be less obvious.

almost all fiduciary 5 The duty to follow the terms of the

A ) o governance is the ing d That is t
litigation and~duciary responsibility at all « " governing documents. That is true
o Y Y concept of a “prudent regardless of whether the governing

levels. These newsletters cover both state fiduciary. Further, the document is a trust agreement, a wil, a
and federal governance Bluciaries.  conduct required of a prudent «duciary is,  refirement plan, or another instrument.
They coverduciaries for trusts, probate  ynjversally, that of a prudent process. The duciary o obligated. with a few

CHELES, (EHTEICs (AR, Gl (oS Procedural prudence may seem, at first ~exceptions, to be faithful to the settlor’s
of high trust. . ! ’ -

o _ blush, like an amorphic concept . . . intent, as expressed through the
This is our secordiiciary newsletter. The  attractive sounding, but difecult to apply. ~ governing document. Fiduciaries must
first dealt with fiduciary litigation; this  Or, procedural prudence may sound like a read and understand those materials
newsletter focuses on tipsHduciary grand idea in the realm of academics, but and, if needed, hire attorneys or others
compliance and for the avoidance of of little application in the real world. to explain the provisions.

disputes. (For a copy of tstnewsletter, -y, ever neither of those conclusions 3. The duty to investigate. A prudent
go to www.reish.com/publications/pdi/ g correct. Instead, prudent process is, at  process requires that the fiduciary
trustestlitnov07. pgf a fundamental level, both specific and  investigate any issues about which
We have begun writing these newsletters implementable. But it does require a  the «duciary will make a decision. A
because we believe that fiduciary commitment to engaging in a process to  educiary needs to gather the information
relationships will be coming under Mmake decisions. that is material to making an informed
greater scrutiny. There are a number As a matter of context, when | use the term a;]nd reasgned decision, ghe ;jdumaryd
of reasons for that. For example, the “duciary,” | am referring to *duciaries of Ehe? _n(fae S tf[j. rewzw ar]l uln terstan
Igreatest generation"#the World War  all ilks, regardless of whether regulated by -da N ormadlotn. S ﬁ |8a _s_ep:[hat
Il generation#is transferring its wealth  state or federal law. That includes trustees . gcflary nedebs t?] reac at' ect|.3|on 3
to the baby boomer generation. Much of individual trusts, committee members It?lall?igrrrgaesongd—eir:na:/g:r:gg tlk?gt ?cnhas
of that transfer will occur inFduciary for retirement plans, executors of probate a rational connection to the information
arrangement, such as trusts (which are estates and, generally, any person who

My lawbrm has recently begun publishing
a series of newsletters concebulngiary

regulated by stateduciary laws). The  makes decisions for the benefit of third evaluated. _

baby boomer generation is advancing parties. 4. The duty to hire experts, when needed.
in age, with thérst boomers reaching  \what. then. must duciaries do in makin Fiduciaries are not required to be experts
the early social security retirement age. decisions? 9 onall of the issues that come up in the

That generation will depend heavily on _ . administration and management of a
participant-directed retirement funds | Nere are atleast four steps to engaging in - fund. However, where a +duciary lacks
that are managed by federally regulated & prudent process. Those are: the expertise, the «duciary must hire

fiduciaries and individual retirement 1. The duty to make necessary decisions. €XPerts to assistin the investigation and/
accounts (where investments and  The failure to make a necessary or decision making. Those experts could
relationships are regulated by both state  decision is a duciary breach . . . the ~ Include investment advisers, appraisers,
and federal law). only question is whether there are ~ @ccountants, attorneys and others. As

, damages. In some cases, the issue is & Part of that process, the «duciaries
Unfortunately, where there is money, there  p\in/\e For example, trust funds must need to prudently select the advisers,

is trouble. And, trouble spells litigation. be invested in a manner consistent with  €sPecially in terms of qualifications,
the objectives of the trust. In other



fees and potential conlicts of interests.

Where the relationship is ongoing, a
We were recently or written report is not provided, or  *duciary needs to periodically monitor
involved in a case otherwise does not adequately disclose the e performance of the expert. Finally,
in which our client, existence of a claim against the trustee the fiduciary cannot rubber stamp

- ’ >~ the expert’s advice, but instead must

the beneficiary of an then the three year statute of limitations analyze it, obtain clariscation if needed,
irrevocable trust, had does not begin to run until the benesciary  5ndreach an informed and reasoned
certain complaints with the way the discovered, or reasonably should have (ecision.
trustee was administering the trust. Thediscovered, the subject of the claim. This
trustee had provideq the bene-ciary vv_ith means that the_ statute of limitations on Fiduciaries must consider the important
an accounting which, consistent with bringing an action against a trustee may,isses in the administration of their duties:
the trust document, required on its facein many cases, never run, because th¢hey must review and understand the
that any objections to the actions of thetrustee does not provide the benesciaryterms of the governing document; they
trustee be made within 90 days of thewith the information necessary to start themust make informed decisions; and they
date of the accounting. If the beneeciary running of the statute of limitations. must hire advisers when needed. All of
did not object to the accounting within provision in the trust document that El&ose activities are plerfgrm_ed by attentive
90 days, the accounting provided that theyg|aases the trustee from liability if the o o> O & Feguiarbasis. ,
bene_:-uary would pe t_lme-barred from beneeciary fails to object to an item in However, where a person does not view
lodging any complaint in the future. an account or written report within a the educiary duties as a separate job from

When the benesciary approached us withspecisc time period is effective only if his or her other activities, he is treading
: . . e o on thin legal ice. For example, if a person

her complaints regarding the trustee longcertain conditions are satisfied. Those believes that they are acting as a sduciary

after the 90-day period had expired, sheprovisions are found in Section 16461 55 4 fayor, or as an agent of the settlor

assumed that she was out of luck andof the California Probate Code, and the rather than an independent actor), the

any pursuit of a claim against the trusteeclause that provides such time limit must potential for problems is great.

was time-barred. In fact, that was not thebe consistent with the form provided

case. in California Probate Code Section process to make decisions, fiduciaries

It is a common misconception that a 16461(C). must communicate appropriately with
trust provision exculpating the trustee If the trustee does not comply with thesetheir benesciaries (or participants, as they
for breaches of trust, or a trust provision provisions, either the statute of limitations &re called in the benefits community).
limiting the amount of time during will not begin, or the three year statute of "While most breaches may occur in the
which a benesciary may bring an action limitations above will apply. Thus, it is implementation of the goverming documents
X : . o . or in the investment of fund assets, a sad
against the_ trustee for_ breaches of trustjimportant that, in prowdmg_ accountings reality is that a significant amount of
is automatically effective to protect the or notices to the _benef|C|ar|_es_,, the «duciary litigation has its genesis in the
trustee. However, there are limits on theaccountings or notices be sufficiently fajlure to adequately and/or accurately
impact that an exculpation clause will detailed to adequately disclose all relevanicommunicate with the beneeciaries.
have. information concerning the activities of
Jhe trust. If there is a provision imposed by

Each of these steps is implementable.

In addition to engaging in a prudent

Education is the first step in helping
In general, a benesciary has three year ) o duciaries understand the importance and
from the date of receipt of an accounting,the_trUSt instrument that_llmlts the amount consequences of their position. Advisers
or from the date of receipt of any other ©f time that the bene-ciary may bring a to «duciaries need to inform them, at the
written report adequately describing C/8iM. iLis also important that the trustee very least, of the need for a prudent process
a claim against a trustee, to bring g follow the requirements imposed by and of the basic steps for implementing
proceeding against a trustee for breache&ToPate Code Section 16461, Because ththat process.

of trust. An account or report adequately notice in our client’s case did not conform Equipped with that information, some
discloses the existence of a claim if it 10 the requirements of the Probate Codemay decide not to serve. In those cases,
provides sufficient information so that our cllen_t was not t|m<_e—barr_ed in objecting that decision is probably better for both
the beneficiary knows of the claim or to certain items provided in the trustee’s Lhe nf_or_‘mnateg flglum?r:y ahnd éortthhe

; ; . . accounting. eneficiaries. On the other hand, others
reasonably should ha.tve inquired into J who are willing to be attentive will do a
the existence of a claim. If an account better job . . . for themselves, for the fund,
and for the benesciaries.



best means of protection if a beneeciary
guestions actions taken by the trustee.
If the trustee cannot provide adequate
records to support his or her actions,
the trustee’s acts may be presumed to
be imprudent. Additionally, the trustee
pertinent information relevant to that may be ordered to reimburse the trust for
particular beneeciary’s interest in the disbursements made if there is no record

trust. This information voluntarily to validate the disbursement.
provided on a regular basis is generally

'\ compelling the trustee enough to set the beneeciary’s mind
to provide a formal at ease that the trust is being manage
accounting tothe beneeciaries of the trust. properly and that trustee is safeguarding
The wheels of litigation have already the trust assets and investing them in wa
been set in motion—leaving the trusteewith the bene-ciary’s interests in mind.

in a defensive position and requiring that i . - -
) If this information is not provided
the trustee ele a response with the court. P an attorney to correct any errors as soon

. ; oluntarily and the benesciary makes a i
That involves the expenses assouatecil y y as possible.

f i f | i q easonable request for the information
of compiling a formal accounting and ., ; ;g ignored by the trustee, then the

being ﬁ‘ reS{:)hon?ent n a(tjctourt procfeedln%rustee can be the subject of a petition
as well as the ime and trauma of Court, ;o9 require the trustee to ele

proceedings. In the context of a family a formal accounting with the court.

EFUSE Wm':ha fam”y' memb?rbs'ervmdg i The ‘accounting must be supported bythe benesciaries on a reqgular basis and
rustee, the experience ol being raWnschedules,-nancialinstitution statements 9

Into Eourt by _arl}otr;er_ famcljl_y _membecrj and backup receipts for disbursements:f;gr?]uorr?geg]fethaer‘;ﬂiﬁzt gg:\gg;?ggog
can be especially trying, divisive and ,,qe by the trustee. In other words, the '

harmful to the family relationship. process can become much more elaborat(ta'.mely and complete response within

Often the court proceedings could haveand costly when a benesciary must resortzl:;yV‘\j/;?lyikser;ouéijgtlflz trf]lqeatkt)gpigilr?ry
been avoided if the trustee would haveto the court for basic information about b ht bef y h " 9
been proactive in communicating in the trust. rought betore the court.

keeping the benesciaries informed of Another advantage to  voluntarily

the. status of the trusts asset.s.and. th(?)roviding reports to the beneeciaries on
activities of the trustee in administering a regular basis is that the information

the st }Nhe”t.a frustee voluntarily -+ is disclosed to the benesciary in the
provides information, bene=ciaries gain report establishes a time limit for which

We are often consulted
by a trustee after a
petition has been
eled with the court

If a trustee has any doubt as to their ability
(}o keep adequate records, the records
should be kept by the trust's attorney
or accountant. Even the most organized
Yrustee should periodically review the
trust's books and records with the aid of

Trusts are generally established by
individuals who wish to keep their estate
plans private and administered without
the court’s involvement. If you are

serving as trustee, provide information to

con-dg_nce_ " Fhe trustee and MISrUSt e benesciary may object to the trustee’s
(and litigation) is usually avoided. actions in administering the trust—this
By law, the trustee has an afermative rule applies for information that is fully
duty to keep the beneeciaries disclosed in the trustee’s report.
reasonably informed of the trust and
its administration. Upon request by
the benesciary, the trustee must report
information about the trust's activities
relative to the benesciary’s interest in
the trust within sixty days of receiving

To protect the trustee from challenges
by benecciaries, the trustee is wise to
keep accurate and detailed records of all
income and disbursements of the trust
and any actions taken by the trustee. If the
trustee is a family member, as opposed
to a professional educiary, and there is
%\ny doubt that the trustee has the ability
to maintain accurate records or provide
A report of the trust's activities can be regular, accurate and adequate reports to
as simple as a report of the trust's assetsthe bene-ciaries, the trustee should seek
liabilities, receipts and disbursements, the advice of an attorney specializing in
the acts of the trustee and any othertrust administration. Good records are the

institutional trustees.

Further, there seems to be even more
trouble where the money is managed by
third parties for the beipteof others. As a
result, we see a rapidly expanding industry
of bduciary management which, in turn,
means there is a need for education to
help théduciaries and there is a need for
litigation to protect the bepmaries.

Going forward, we believe that both
fiduciary education and litigation will
be an important part of our law firm's
practice, as well as the practice of many
otherbrms.

These newsletters will put the emphasis on
education, which will hopefully reduce the
need for litigation.

-Fred Reish



In light of a trustee’s duty to prudently
select and monitor providers, how
should a trustee satisfy that duty?

First, a trustee should establish the
scope and terms of the delegation, to

The fiduciary duties of is the body authorized to interpret and €ffectively communicate that with the

trustees of individual enforce the provisions of ERISA). provider, and monitor the performance
trusts are dictated by of the service provider. To do that, a

state law. By now, The DOL guidance on selecting a trustee should establish procedures
many states have wholly adopted theProvider focuses on process. Thatis, into be followed and performance
Restatement Third of Trust’s revised S€lecting a provider, the trustee shouldstandards or criteria for measuring
standard of prudent investment, €ngage in a process that is designed tahat performance, which will assist in
known as the “Prudent Investor Rule” €licit information necessary to assessthe trustee’s ongoing oversight. For
or adopted legislation based on its the provider’s qualifications, quality example, for trusts other than very large
of services offered and reasonablenessrusts that have investment managers,
of fees charged for the service. Oncethe trustee will more than likely enlist
Under UPIA, a trustee may enlist the selected, DOL guidance instructs the services of an investment adviser
help of others by delegating investmentthat the fiduciary who has appointed to assist in selecting investments. In
and management functions, but theother fiduciaries has a duty to review those situations, the trustee is well-
trustee must exercise reasonable carethe performance of the provider: “At advised to contractually require that the
skill and caution in selecting that reasonable intervals the performanceinvestment adviser create a “portfolio”
individual or company and establish of trustees and other fiduciaries of well-diversified investments (like
the scope of duties for that individual should be reviewed by the appointing mutual funds) consistent with generally
or company that is consistent with the fiduciary in such manner as may be accepted investment theories, such as
terms of the trust. The trustee’s dutiesreasonably expected to ensure that theithe modern portfolio theory. To do
do not end with delegation; under performance has been in complianceotherwise invites risk.
UPIA the trustee has an ongoing duty with the terms of the plan and statutory o
of “periodically reviewing the agent’s standards and satisfies the needs of th& Inally, any standards or criteria
actions in order to monitor the agent’s plan.” In a later interpretive bulletin, O measuring performance and
performance and compliance with the the DOL provided insight into how @ny documents regarding ongoing
terms of the delegation.” Similarly, fiduciaries should address the taskMonitoring (such as a checklist or
under the Employee Retirement of monitoring, “[iJt is the view of SOMe other document memorializing
Income Security Act of 1974 (ERISA) the Department that compliance Performance) should be reduced to
fiduciaries of retirement plans may with the duty to monitor necessitates Writing. That is, the trustee should
delegate duties and, just as underproper documentation of the activities Ma@intain documentary proof of
UPIA, fiduciaries retain the duty to that are subject to monitoring.” In a ©N90ing oversight and monitoring of
monitor the performance of all service leading ERISA case, a court outlined the Provider’s activities and progress
providers. the due diligence process required totoward any established goals.

) ) ) ) be followed in connection with the
ERISA’s fiduciary obligations ggjection of service providers, “At

rega.lrd.ing selegtion and.o.ngoing the very least, trustees have a duty
monitoring of providers are similar, but (i) determine the needs of a fund’s

more developed than, the obligations o, icinants, (ii) review the services
imposed on trustees under UPIA. o, ided and fees charged by a numbei
As a result, trustees of individual o gitferent providers and (iii) select the

trusts can benefit from court cases g ider whose service level, quality
interpreting ERISA and guidance from and fees best matches the fund’s need
the Department of Labor (the “DOL" ;4 financial situation.”

concepts (as California did in 1995).

Congratulations to
Trudi Sabel Schindler

Trudi currently serves as the
Legal Update Co-Chair of the
Trust and Estate Executive
Committee of the Beverly Hills

Bar Association.



may consider when making these types
of decisions.

UPIA does not establish speciec criteria
for the frequency of monitoring the
trust’s investments. In the context of
delegating investment and management
functions, the UPIA provides that the

transaction and...whether the decisiontrUStee must “exercise reasonable care,

trusts’ investments. ultimately made was reasonable based<!!l» @nd caution in...periodically
In fulfilling their  on the information resulting from the "€VI€WINY the age,nts actions in ordfzr to
responsibilities, trustees are held to theinvestigation.” monitor the agent's performance...
standard of a prudent investor.

Trustees of personal
trusts are responsible
for overseeing the

fiduciary employed the appropriate
methods to diligently investigate the

Trustees should periodically review
Fhe trust’s investments and compare
them to other investments available to

Fiduciaries are evaluated objectively on
The Uniform Prudent Investor Act the process used, rather than whethe
(UPIA) explains that, in order to satisfy they reached the right decision. As the
this standard, a trustee must “consideringsth Circuit Court of Appeals explained, the plan. The _trustees should :_;malyze
the purposes, terms, distribution “In determining compliance with whether th(_-:‘lr investments contmue to
requirements, and other circumstancesERISA's prudent man standard, courts be appropriate for the trust and, if not,
of the trust...” Furthermore, the objectively assess whether the «duciary, "©MOV€ andfor replace them.

UPIA requires the trustee to “exercise at the time of the transaction, utilized While there is no explicit requirement,
reasonable care, skill, and caution.”  proper methods to investigate, evaluatetrustees should document their selection
Similar provisions are contained in the and structure the investment; acted in aand monitoring process in writing. In the
Employee Retirement Income Security Manner as would others familiar with event trustees are required to gstablish
Act of 1974 (ERISA), which applies such matters; and exercised independenthat they selected and monitor the
to the investment of trust assets foriudgment when making investment trust's investments as a prudent investor,

retirement plans. The preamble to Up|Adecisions.” documentation of their activities will

indicates that the authors considered theThus, trustees should use a prudembe critical to prove that they acted
principles under ERISA to be applicable process when selecting and monitoringPProPriately.

to other types of trusts as well. the trust’s investments. The UPIA

Courts have interpreted the language inStates that “[a] trustee shall invest and
ERISA that requires trustees to act asMa@nage trust assets as a prudent investc

" a - : CEFEX Advisory Council
prudent persons to mean that trusteedvould...” “Managing” as used in UPIA y

must engage in a prudent process. That€'ects a continuing responsibility for
is, they must conduct an investigation oversight of the suitability of investments

to obtain relevant information and already made, as well as the decisions
then use that information to make a'€9arding new investments. That is,
reasoned decision. In evaluating trustees have an ongoing responsibility
whether a fiduciary has satisfied to evaluate the trust’'s investments to
ERISA’'s requirements, courts have determine whether they continue to be
looked at whether the duciary engaged @PPropriate for the trust.

in a prudent process when making Trustees should determine the factors
decisions. One court explained, “In that they will focus on when selecting

short, there are two related but distinctthe trust’s investments. Many trustees
duties imposed upon a [fiduciary]: to consult with investment professionals
investigate and evaluate investments,in order to get help with this process.

and to invest prudently.” Similarly, Frequently, an investment policy

another court explained the process ofstatement (IPS) will be used to guide
evaluating whether a «duciary satissed the trustees. The IPS describes the
their duties by evaluating “whether the process, including the factors that they

In January, Fred Reish was appointed to the
Advisory Council for CEFEX, the Centre for
Fiduciary Excellence.

CEFEX is an international organization that
provides an independent bedtiion process

for Pduciaries. The cedation is granted,

if a fiduciary organization is qualified,
after a detailed~duciary assessment. The
certbcation provides assurance to investors,
including the fiduciaries of retirement
plans, that @&duciary has demonstrated
adherence to a standard setdficiary
practices.

The role of the Advisory Council is to
provide recommendations to CEFEX
regading its certification standards and
procedures.



Around the Firm

Speeches : Debra Davis and Stephanie Bennett co-presented “Recent Developments for 401(k) Plans” to the California
Society of CPAs San Fernando Valley Discussion Group on December 18th. Fred Reish presented the following webcasts
“Auto Enrollment and QDIAs—New Rules, New Opportunities” on December 5th; “The Direction of 401(k) Plans: Changes that
are Shaping the Future” on November 13th; “Helping Plan Sponsors Manage Their Risk” on November 12th.

Any tax advice contained in this communication (including any attachments) is neither intended nor written to be used, and cannc
be used, to avoid penalties under the Internal Revenue Code or to promote, market or recommend to anyone a transaction or ma
addressed herein.
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ATTORNEYS AT LAW

ERISA Spending Accounts
Message From

The Firm

By Fred Reish (FredReish(@Reish.com)

Fees, expenses and suggests, the credit amounts are typically
revenue sharing are the not allocated to participants at the end
topics du jour for 401(k) of the year. In some cases, the credit
plans—and particularly amounts are ultimately forfeited back to
(QDIA) regulation . . . advising plan for mid-sized and large the recordkeeper (_for example, if they are
sponsors, advisers, providers, investmentplans' As a result OT the focus on thosenot used by the time the plan transfers
managers, and others on how to obtain [OPICS, We are seeing more and moreto another recordkeeper) or they are
the fiduciary protections afforded to in the way of either “revenue sharing” ultimately deposited into the plan (for
QDIAs. On top of that, we have sent deposits or credits by recordkeepersexample, if the plan sponsor demands the
several requests to the DOL requesting for 401(k) plans. The purpose of those deposit of those amounts).

clarieation of certain provisions in the  deposits or credits is to give plan SPONSOrsHf course, in neither case may the deposits
regulation. the benest of “excess” compensation that 5, ¢redits be used for the benest of the

Interestingly, we see great efforts being Was paid to 401(k) recordkeepers. plan sponsor.

made by some plan sponsors, but very aog the wording—“deposits” or
little by others. Our conclusion is that

the Pduciary protection is so skpaint

Things are hopping!

Since October 24th, we have spent an
enormous amount of time on the new
qualbed default investment alternative

. o Where the amounts are deposited into a
credits —hsqgge_Sts, the refc‘zpt“r:e of plan, they are obviously plan assets. But,
that virtually all plan sponsors should gef\iﬁzligcsog{(lgg (Ienr)e():(gﬁsessci)nttvfoio?r?se%re the amounts also plan assets when
satisfy the conditions of the 404(c)(5) X p ‘they are recorded as credits on the books
regulation. 'tl)'h%-rst '?{ tggttthe elxcess amounltls mf‘yq?f the recordkeeper? The answer may be

" - € deposited Into a plan as an unallocaleqhat they are not when the recordkeeper
In addition to the QDIA reguiation, we  5ccont. During the course of the plan capn keep the credits. However. when
have been focusing on the new IRS rules ear, those monies can be used to pa p . '
for safe harbor automatically enrolled Y c o h p q ‘a¥he plan can demand the payment of the
plans (also called Quadid Automatic ~ SXPenses thatare prudent and appropriatgre it to or for the benefit of the plan

Contribution Arrangements”or QACA" for the plan to pay out of plan assets. Any 5 g jts participants, without limit or
an awful acronym) and the DOL#s release @Mounts remaining at the end of the yeanastriction, they probably are, because
of the 2009 5500 package. must be allocated to the participants. egisa determines whether something is

The proposed regulation for automatically The most common way of doing that is 4 pjan asset by applying ordinary notions
enrolled safe harbor plans had few © allocate the amounts pro rata to thesf property rights. For arrangements
surprises and seems to be well thought account balances on the last day of thgpat |ie between those two, the answer
out. Unfortunately, though, | came so late Ye@r (for example, the account balancesgs ynclear—and a close legal analysis is
in the year that it was Bifult to digest on December 31 for a Calendar—yearrequired_

is provisions and educate plan sponsors plan). The conclusion is significant—for

in time to get out the safe harbor notices. The other way that excess revenue Sha””%xample the determination will impact

That probably results in the delay of . . : “ o . .
adoption of many QACA plans until > being used is through a “credit.” In nether the account must be included in

2009. that scenario, the recordkeeper create§ne accountant’s audit of the plan, must

a bookkeeping account on its recordspg gjlocated to participants each year, and
and allows the plan sponsor to use thalyg o, Needless to say . . . consult your
Continuied on page 3 money for plan expenses—often without

any time limit for doing that. As that Continued on page 2
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course of conduct.

: ; . advice from a knowledgeable ERISA
An Interesting Question: Investment tormey about coracion of those
Managel’S and IRAs transactions, as well as about its future

B 0 By Fred Reish (FredReish@Reish.com) and
Bruce Ashton (BruceAshton@Reish.com)

By the way, some qualified plans are
treated the same as basic IRAs, that is,
In recent months, we payments are required to be turned overare not required to provide the notices
have received phone to the plans or to ERISA-governed IRAs or information. For example, a qualieed
calls from several and the investment manager is subject tgolan sponsored by a corporation where
investment advisory specised penalties. Similar rules apply to the participant and his or her spouse are
firms asking about the IRAs under the Internal Revenue Code. the owners and the only participants, the
need to comply with the a plan is considered as not covering any
disclosure rules under employees, even if there are employer
Prohibited Transaction contributions for the owner or the owner
Class Exemption and spouse.

86-128, where they
provided investment
management services
for IRAs. We thought you might be

However, the DOL has provided
measure of relief through Prohibited
Transaction Class Exemption (PTCE)
86-128. Those rules require notices to
the general «duciaries of ERISA plans, The practical dilemma for investment
as well as detailed reporting about themanagers is that they may not know
transactions and the amounts earnedwhether an IRA has employer money in
. . X Many investment managers are aware ofit or whether an individual plan covers a
interested in the questions and they,,qe requirements, at least with regardrank-and-+le employee. And, of course,
answers. to plans, and take advantage of the PTCEircumstances could change at any point
As a matter of background, virtually to avoid the application of the prohibited along the way; for example, the small
everyone knows that an investmenttransaction rules. corporation could hire its first regular

manager for an ERISA-governed jjike the requirements for ERISA employee.

qualified plan is a fiduciary. Thatis a5 however, PTCE 86-128 provide As a result, investment managers need
because the investment manager hag,at for IRAs, none of the notice and to have procedures in place to determine
discretionary authority and control over wis osyre requirements apply. In otherwhether IRAs and small plans are entitled
the investment of the plan assets—which, s the class exemption gives theto the relief from the requirements of
is a classic desnition of «duciary. Ontop j, estment managers of IRAs a “free 86-128. Without adequate procedures,
of that, the investment manager probably,, ¢ » Unfortunately, many investment investment managers may need, as a
acknowledged its duciary status in itS \anagers, and perhaps their attorneys, dpractical matter, to assume that the IRAs
advisory agreements. not read the “ene print” in the exemption. and small plans are not entitled to reduced
However, it is less well known that If you follow the exemption’s references reporting and, as a result, provide full-
investment advisory firms can also be to ERISA and its regulations, it quickly detailed reporting in all events.

educiaries where they manage the assetdecomes clear that the free pass does not

of individual retirement accounts or extend to IRAs where employers have

IRAS. made any contributions. Since employer .
The questions posed to us by the@re required to contribute to SEE—IRAs Spend|ng Accounts
investment managers deal with and SIMPLE IRAs, any IRA that is part continued from page 1
commissions and other payments relatec?’ @ SEP-IRA or a SIMPLE program is _
to investment transactions. ngt exempted. As' a result, comphance ERISA attor_ney on this one—and gét
Where an investment manager usesmth aI'I[.of the(;:gndliuons of 86_'128{79.} the answer in writing.
it discretionary authority to execute iserer:a)ulicre;g-n” ;cig\s/:rstir:]egﬁtlrre:}rgﬁzgser POSTSCRIPT: The governmert
transactions through an afeliated broker- 35 not provided the notices and other
dealer (or receives compensation in anyequired information, and has received
form from a broker-dealer for directed §irect or indirect benefit from the
transactions), the investme_nt managefexecution of brokerage transactions
has, as a general rule, violated thefy; the se employers-involved IRAs,
prohibited transaction provisions of ihe investment manager has committed
section 406(b) of ERISA. As aresult, the prohipited transactions and should seek

regulators are becoming aware of
the existence of these amounts. Hor
example, the newly issued 5500
package for 2009 specifically
references their existence in the
Schedule C discussions.

Reish Luftman Reicher & Cohen Page 2
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Advisor Do’s and Don'ts

By Bruce Ashton (BruceAshton@Reish.com)

compensation that an afeliate receives
as a result of the advice given? All
this needs to be not only disclosed
in the contract, but offset against the

In the last Advisor Do’s
and Don’ts column,
we talked about some
of the contents of a
service agreement,
recommending that you
be clear about which services you will
and won't perform. This column focuses |,
on fees and a proper characterization of
your role.

Do: spell out your compensation
clearly... and completely. This may
seem so obvious that it doesn'’t require
comment, but that usually means that
speciec comments are in order. This
applies to both educiary and non-
educiary advisers.

e Under ERISA, in order for a contract
between a plan and a service provider
to be exempt from the prohibited
transaction rules, the contract
itself and the compensation paid
to the service provider have to be
“reasonable.” The DOL is currently e
working on revisions to a regulation
that will require up-front disclosure
of the amount of compensation,
direct and indirect, monetary and
non-monetary, that a service provider
will receive. Failure to provide the
disclosure will result in the contract
being a prohibited transaction—which

established fee, to avoid the prohibited

means that the adviser will be required transaction rules.

to give back to the client some or all of

its compensation. While the regulation Without putting too ne a point on the
hasn’t been published yet, it is coming Matter, the bottom line is to disclose,
and the prudent adviser will be ahead disclose, disclose.

of the game by making sure to disclose pon't: overstate your role.

all of his compensation now. .
P One of the most common mistakes we see

Notice that we said “direct and in enancial advisory agreements—almost
indirect, monetary and non-monetary” entirely in the context of an adviser that
compensation will need to be disclosed. js explicitly assuming a sduciary role—is
If you want to know what this means, to describe themselves as an investment
look at the DOL statements about what manager. Under ERISA, this term has a
needs to be disclosed on Schedule Aspecisc meaning that an adviser should
or the newly released description of ayvoid unless he is agreeing to assume
the disclosures on Schedule C. Thethis role. An “investment manager” is a
DOL is talking about not just cash, but pank, insurance company or registered
extras like trips, “reimbursement of jnvestment adviser that is given
expenses” or “marketing allowances”, discretion over the plan's investments
“proet sharing” payments—anything and acknowledges in writing that it is
of value that is given to the adviser g «duciary to the plan. If an investment
in connection with the relationship manager is appointed, the p|an’s
between the plan, the adviser and thegeneral «duciaries are relieved of any
plan provider. responsibility for the plan’s investments,

For sduciary advisers, the issue is even except for the prudent selection and
more important because they are alsomonitoring of the manager.

prohibited from using their position as |f you do not have discretion over the
a +duciary—through giving investment jnyestments—and wouldn't want it if the
advice—to affect the amount of their client tried to give it to you—then don't
compensation. And while it is possible use the term “investment manager.”
to set a +xed fee or a *xed percentage |t says more about your role than you
of assets as the base fee, what abouyould want it to.

year-end bonuses? What about

Message from the Firm
continued from page 1

In reviewing the 2009 5500, the most
interesting changes"at least from our
perspective"have been to Schedule C.
Those changes will require a substantial
increase in the amount of reporting for
fees, expenses and revenue sharing by plan
providers (e.g. recordkeepers), advisers
(and especially broker-dealers), and other
provider (e.g., TPAs who receive payments
from plan providers). While the Schedule
C only applies to plans with 100 or more

participants, we believe that its importance  Those three guidance packages are
extends far beyond those plans. For  consistent with major trends going into
example, once the Schedule C disclosures 2008. Those are: increasing participation”
begin, we believe that expectations for  particularly through automatic enroliment;
reporting of fees, expenses and revenue increasing the quality of participant
sharing by advisers and providers will  investing, through both QDIAs and
increase for all plans. Also, itis likely that  participant-level investment advice; and
the Schedule C approach foreshadows how improved disclosure of fees, expenses|and
the DOL will craft their new 408(b)(2) revenue sharing.
regulation that requires $point-of-sale% Best Wishes for 2008.
disclosure of fees and revenue sharing

by advisers and providers to all plans, Sl Sl

regardless of the size. FredReish@Reish.com

Reish Luftman Reicher & Cohen
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NEW DiSC'OSUfGS Of AdViser to demonstrate compliance with these
] . requirements.
Compensation Required on Form 5500 .
Formulas and estimates may be used for

By Debra Davis (DebraDavis@Reish.com) the disclosure of indirect and eligible
indirect compensation. Compensation

The government compensation; (2) eligible indirect r€ceived from multiple plans may be
has significantly compensation; and (3) all other indirect &/located among the plans if a reasonable
changed the reporting compensation. Direct compensation &/l0cation method is used and if it is
requirements for large and other indirect compensation will be disclosed to the plan. Additionally, non-
plans concerning reported on Schedule C. However, theMOnetary compensation may not have to
service provider compensation. Only amount of eligible indirect compensation P& disclosed if the value does not exceed
limited information about service will not be reported. Instead information Certain thresholds (generally, less than
provider compensation must currently about eligible indirect compensation will $20 Per gift and $100 per year).

be reported on the Form 5500. be provided to the plan and only the fact
that a service provider received this type

of compensation will be reported. This is . " . .
; indi ; i advisers (RIAs), additional information
direct and indirect compensation paid t0  qtarred to as the “alternative reporting ( )

service providers, including advisers, ¢ tiop » about indirect compensation (other than
must be reported on Schedule C to the eligible indirect gompensathn) will need
Form 5500. Large plans are retirementEligible indirect compensation refers to {0 b€ reported if they received at least
or welfare plans that have at least 100indirect compensation that consists of: $1,000 in compensation or a formula
participants as of the beginning of the ' was used for indirect compensation.
plan year. In the event plans do not fe€s Or expense reimbursement
receive the necessary information to Payments charged to investment
make these disclosures, Schedule C will funds and reflected in the value
include a place for a plan to describe any ©f the investment or return on

information that a service provider fails ~ investment of the participating plan
to provide. or its participants, finders’ fees,

‘soft dollar’ revenue, !oat revenue,
A service provider and his compensation and/or brokerage commissions or
are reported on Schedule C if he: other transaction-based fees for

) ) ) transactions or services involving Postscript: New
1. provides services to a plan during the plan that were not paid directly Proposed Service

the year; and by the plan or plan sponsor (whether Provider Regulations

or not they are capitalized as
investment costs). The Department of Labor has

For persons who are educiaries to the

Beginning with the 2009 plan year, both plan, such as registered investment

Advisers should make sure they have
systems in place to provide these types
of information to plans.

2. receives at least $5,000 in
reportable compensation as a
result of providing services to
the plan.

issued proposed regulations
Written disclosures must be made to &  ynder ERISA section 408(b)(2),
plan in order for compensation to be
The Form 5500 will use a broad desnition €/19iPI€ indirect compensation. These
of compensation for this purpose. It will diSclosures must describe the amount o
include “money and any other thing of the compensation, the services provided

and the persons paying and receiving the

value...received by a person, directly or ;
indirectly, from the plan...in connection compensatlon. Any format can be used
for the disclosures.

with services rendered to the plan, or the
person’s position with the plan.”

which require the disclosure of
similar information in order for a
service provider to be paid by a
plan. Thus, in addition to helping
their clients complete the Form
5500, advisers will need to provide
information to plans in order
All service providers, including advisers, to satisfy the proposed ERISA
who use this alternative reporting method  section 408(b)(2) regulations.
for eligible indirect compensation will
be responsible for maintaining records

Schedule C will divide compensation
into three categories: (1) direct

Reish Luftman Reicher & Cohen Page 4
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What to Do With Prior Default

prospective duciary protection for both

the existing default accounts and future

Contributions?

i P By Stephanie Bennett (StephanieBennett@Reish.com)

By way of background, For example, one of our clients decided

additions.

there are five types of to use, on a prospective basis, a managed

investments that are
eligible qualieed default
investment alternatives,
or QDIAs, under the DOL new 404(c)(5)
regulation. Each of those investmentsUnfortunately, as a result of changes
are eligible for the sduciary protections in service-providers and the resulting
afforded to default investments—but only gap in records, the plan sponsor was
three will offer long-term protection for unable to determine which employees
future defaults. They are: a short-termhad affirmatively elected to be 100%
QDIA, a grandfathered QDIA and three invested in the money market fund and
long-term QDIAs. The short-term QDIA Who was there by default. However,
is a default into a money market accountthe preamble to the QDIA regulation
for not more than 120 days after the datecontemplated this issue. In that guidance
of the first deferral for the defaulted the DOL stated that:

participant. The grandfathered QDIA
is a stable value investment. The long-
term QDIAs are target maturity funds or
models (lifecycle or target date funds),
balanced funds or models (including
risk-based lifestyle funds) and managed
accounts.

account as their QDIA default investment.
Prior to that time, the client used a money
market fund as its default investment.

“it is the view of the Department
that any participant or benesciary,
following receipt of a notice in
accordance with the requirements
of this regulation, may be treated as
failing to give investment direction
for purposes of paragraph (c)(2)
of Section 2550.404(c)-5, without
regard to whether the participant
or beneficiary was defaulted into
or elected to invest in the original
default investment vehicle of the
plan.”

In advising plan sponsors about the QDIA
regulation, you may be asked what to do
with the participant accounts invested in
the prior default investment. Answering
that question involves determining
whether it is eligible to be a QDIA.

If the old default investment is a In cases where a plan sponsor is unable t

qualifying stable value investment, the determine for certain whether participants
plan sponsor may want to take advantagéNhO are 100% invested in a prior default
of the grandfather protection afforded investment either (i) affirmatively
in the regulation. If the plan’s default is invested in that option or (ii) were put
one of the three long-term alternatives,into that option by default, the plan
the plan sponsor can give a “transition SPONsor can still take advantage of the
notice” to participants explaining that QDIA regulation. In those cases, the
the existing default is a QDIA. However, Plan sponsor needs to send a notice t¢
if the plan is using a default that is not all individuals that are 100% invested
QDIA eligible, the plan sponsor needs in the prior plan default. To the extent
to decide whether to keep the previouslythose individuals do not complete an
defaulted amounts invested in its old €lection form evidencing their afermative
default investment or whether to move €lection to remain in that prior default,

those amounts into a new QDIA eligible the plan sponsor can move the old defaul
default. accounts into the new QDIA and obtain

Academic Studies On
Participant Behavior

As a part of our support for academ
research concerning participan
investment behavior (including ou
support of research by Profess
Shlomo Benartzi of UCLA), we
regularly post important academic and
industry studies on our website.

-~ O

We have recently posted the study
entitled “Why Does The Law Of One
Price Fail? An Experiment On Inde
Mutual Funds.” In a nutshell, in the
report, the authors gave Wharton MBA
and Harvard students prospectuses
for four S&P 500 Index Funds. Th
index funds had front-end loads (or
commissions) that ranged from 2.5%
to 5.25%; the expense ratios ranged
from .59% to .80%. Notwithstandin
the obvious conclusion, substantiall
all of the students failed to choose the
lowest cost fund, even though, gross
of expenses, each of the funds simply
mirrored the performance of the S&
500 index. Since these two groups may
be viewed as more highly educated than
the average participant, the outcome
is discouraging because it concludes
that, even when investors are given
the amounts of the charges and fees
(as opposed to when they need to read
through prospectuses or other materials
to obtain that information), they d
not appreciate the signiecance of the
information they have been given.

To view or print a copy of the stud
visit our website athttp://www.reish.
com/publications/pdf/whydoes.pdf.

Reish Luftman Reicher & Cohen
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I . provide its services through either the

The NeW QDlA RegUIathnS. age-based or risk-based alternative. In
other words, investment managers are not

More than Meets the Eye limited to providing managed accounts. As

. D AR wi<h () Reoich com an example, an investment manager could,
3 By Fred Reish (FredReish@Reish.com) through a collective trust, a common trust,
On October 24th, the The regulation goes on to say that the' & pooled fund, create accounts that either
DOL issued its final investment must either be a mutual fund or3"OW more conservative as a participant
regulation for qualified must be managed by a sduciary: registered®J€S Or that are designed to target a level
default investment investment adviser (RIA), a bank or trust Of Sk that is appropriate for the participant

alternatives, or QDIAS. mpany, or the plan sponsor. population as a whole. In those cases,
. Q co pa. Y. 0 t_ € plan sponso . the vehicle managed by the investment
Since then, we have been You might think that a mutual fund is manager could satisfy the de<nition of the

advising plan sponsors, recordkeepersthe vehicle for fulfilling the first two age-based approach or the deenition of the
investment managers, investment advisergategories, that is, the age-based and riskrisk-based or balanced approach.

and other service providers about howbased investments. You might also think o
those rules apply to their products andthat, for the managed account alternative Bécause the QDIA regulation is, in many
services. In doing that work, we have beenyou would use an RIA investment manager.Ways, desnitional, there are opportunities
surprised by both the complexity and the However, that is not always the case—or, [0 b€ creative, yet legally correct, in the
lexibility of the regulation. better put, there is more to the deenitions @PPlication of those rules.

First, let me give you some background. han is erst apparent. As a result, investment providers and

The regulation creates three types ofFor example, the definitions of the first a_dvis?rs,_ as well as plan sponsors, are
long-term QDIAs. Those are commonly two categories can be satisfied throughiVen 'exibility by the regulation to use

called: the use of asset allocation models, if the® Variety of investments and services
. age-based or target maturity plan sponsor, a bank or trust company, ot® maich the needs of employees for

investments. an RIA will manage the asset allocation dualied default investment alternatives.
« risk-based, or balanced or lifestyle, models as a duciary. However, to maximize that opportunity, an

in-depth understanding of the regulation is

Investments In addition, an investment manager canrequired.

¢ managed accounts.

Are Stable Value Investments “Stable OBiA-and At loast have -uciary proteciion
Value” Under the QDIA Regulation? Rind a5 he GDIA of e deferrals on o

By Heather Bader-Abrigo (HeatherAbrigo(@Reish.com) after December 24, 2007.

The DOL has indicated it will issue
Recently, a clientcontacted default investment satiseed that deenition, additional guidance on QDIAs, most likely
us because they wanted to we requested additional information aboutin the form of questions and answers. Such
grandfather their plan’s the investment. The plan’s recordkeeper,guidance will be informal (and thus less
current defaultinvestment  which also sponsored the “stable value” authoritative than a regulation). Nonetheless,
in accordance with the investment, provided us with descriptive the committee members decided to wait
DOL'’s qualified default information about the characteristics of the until the additional guidance is issued before
invelsttrjnentD alfterlrgative (“QIE_)f;A") ﬁtn?:)ll investment. The information stated that themaking a decision.

regulation. Defaults in a qualifying stable investment was managed as a collective tru :

value investment on the date the regulationand “...strives to maintain a stable $1 unitsif”t hi%i?ite wogl#}dearswtcaeb?: 3;32%%?&8%?&“
was issued, plus any additional amountsvalue élthough this is not guaranteedl..” & 'IOUY, 01 HIE SADEE YELE 08 T
deposited on or before December 23, 2007Since the investment did not guarantee the; 5 re-defaultg’re-DeFéember 23 2007
will be grandfathered as a QDIA. However, principal, much less the interest, it did not invgstments into% long-term QDIA. Since
not every stable value invesiment is eligibleappear to satisfy the regulation’s desnition yeSi2hia aie collective trust has a transfer
for the enhanced fiduciary protection of stable value. restriction for plan-initiated transfers of

g;f fgg?g{;ﬂ%ﬂgﬁég 32?225235?25?(33;?&@ We contacted the recordkeeper, whichover one million dollars and the defaulted
to mean: consrmed our conclusions. The recordkeeperaccounts are in excess of that amount, it may
: had also recognized the issue and wagake several years to transfer all of the old
an investment product or funlgsigned working with the DOL to determine if the default money.
to guarantee principal and a rate  vehicle could qualify or if the criteria might There are two *
of return generally consistent with  be changed. We discussed our endin
that earned on intermediate investment the client and their alternatives.
grade bonds, while providing liquidity
for withdrawals by participants and

ith morals” to this story. First,
95 WitNgon't assume that all stable value investments
are eligible for grandfathering—compare
Simply stated, the plan committee could the investment against the deenition in the
wrinriac i ? either keep pre-December 23, 2007 defaultedegulation. Second, make sure you—and the
ﬁ)q?/réest%aerrﬁsé{ltlgﬂgctiil\?gstranSfers to other amounts in the stable value investment, buplan’s «duciaries—are aware of all transfer
' probably without the grandfathered «duciary restrictions and charges for the plan’s
For us to determine whether the plan’sprotection, or move all pre-December investments.

Reish Luftman Reicher & Cohen Page 6
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DOL Advisory Opinion 2005-23A:

A Trap for Advisers

BE " By Fred Reish (FredReish(@Reish.com) and
Bruce Ashton (BruceAshton(@Reish.com)

In 2005, the DOL issued
a little-known advisory
opinion which creates
a trap for advisers to
401(k) plans . . . or
does it?

In the advisory
opinion, the DOL
asked and answered
three questions. RIAs
and enancial advisers must be aware of
those questions and answers and of their
implications.

The erst question was: “Is an individual
who advises a participant, in exchange
for a fee, on how to invest the assets in the
participant’'s account, or who manages
the investment of the participant’s
account, a fiduciary with respect to
the plan within the meaning of section
3(21)(A) of ERISA?”

In answering the question, the DOL
takes over 200 words to say, “yes.”

“Where, however, a plan ofecer
or someone who is already a
plan fiduciary responds to
participant questions concerning
the advisability of taking a
distribution or the investment
of amounts withdrawn from a
plan, that educiary is exercising
discretionary authority respecting
management of the plan and
must act prudently and solely in
the interest of the participant.
[Citation omitted.] Moreover,
if, for example, a fiduciary
exercises control over plan assets
to cause the participant to take
a distribution and then to invest
the proceeds in an IRA account
managed by the fiduciary, the
fiduciary may be using plan
assets in his or her own interest,
in violation of [the prohibited
transaction rule in] ERISA section
404(6)(b)(2).”

In our view, the determination of
educiary status is, by and large, a fact-
and-circumstances test; the extent of
the fiduciary status of an adviser is
largely limited. As a result, making of
recommendations related to distributions
and to the investment of distributions
may or may not be a fiduciary act,
depending on the scope of fiduciary
responsibility and on other factors.
In other words, we think that many
people are over-interpreting the advisory
opinion.

Let's examine the details of the ruling.
First, it is clear that the DOL does not
think that the mere recommendation
of a distribution or recommendations
regarding investments for an IRA are
educiary acts. In fact, in the advisory
opinion, the DOL states:

“The Department does not
view a recommendation to
take a distribution as advice or
a recommendation concerning
a particular investment (i.e.,
purchasing or selling securities or
other property) as contemplated
by regulation §2510.3-21(c)(2)(i).
Any investment recommendation
regarding the proceeds of a

distribution would be advice
with respect to funds that are no
longer assets of the plan. [Citation
omitted.]”

Some, and perhaps many, people
The second question is: “Does ainterpret that language to say that, if an
recommendation that a participant RIA or enancial adviser is a sduciary to
roll over his or her account to an a plan—for example, giving investment
individual retirement account (IRA) to advice to the plan fiduciaries or to
take advantage of investment optionsparticipants—then they are effectively
not available under the plan constitute prohibited from assisting participants
investment advice with respect to planin the investment of their distributions.
assets?” Because any fees or commissions tha .
educiary, as opposed to someone who

~_would be received as a result of the
The DOL answers the question in @jpyestment of the distributions would 'S "°t- The DOL concludes that such

somewhat more concise fashion—allittle ¢ 4 prohibited transaction under repommendations are the exe-rcise of
over 100 words—by saying that, “merely 406 (b)(1)—at least, so long as you CiScretionary authority respecting the
advising a plan participant” about those gccept that the meaning of the advisory™a"agement of the plan ... .". However, a
issues is not +duciary investment advice. gpinjon is this broad or, alternatively, «duciary for investment advice does not

However (and this is a big “however”), ihat the interpretation is correct. have “discretionary authority re“spectln_g
the DOL goes on to say: the management of the plan.” That is

Therefore, the issue is whether such
recommendations can become sduciary
acts simply because they are made
py someone who is already a plan

Continued on page 8
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The DOL'’s third question and answer investment of the distribution could not
Trap for Advisers discuss the situation where an adviserbe *duciary advice.

who is not a fiduciary makes such ] o
recommendations. The answer simp|yS|nce advice about the distribution

. re-aferms the prior conclusion that the ¢ould not be fiduciary advice under
because, under ERISA, a person is gon-fiduciary adviser would not be a ERISA, a thorough analysis requires an

-duci_a_ry only “to_thg_extent” of their fiduciary for purposes of distribution examinatiqn of whether the adviser could
specific responsibilities; beyond that, o\an if the adviser “recommends that aP€ @ *duciary for any other reason. The
a person may be a service prOVider’participant withdraw funds from the plan only other reason that we can imagine is
but is not a fiduciary. Based on our g4 invest the funds in an IRA . . . if the that the adviser has become a functional
experience, it is not common for an 44viser will earn management or other Manager of a participants plan assets.
RIA or a snancial adviser to have either ;.\ astment fees related to the IRA.” For that to happen, we believe that
discretionary authority or to exert actual an adviser would have to exert a high
control over the management of plan While we believe that the advisory degree of control over the participant,
assets (except where the RIA is servingopinion is being interpreted too broadly, to the point that, for example, the
as an acknowledged discretionaryit is creating a great deal of concern participant was not exercising free will
investment manager). It is possible thatin the 401(k) community, particularly and judgment. However, that would, in
the DOL is taking the position (which is with broker-dealers. Because of that, our experience be an unusual case. In
not stated in the advisory opinion) that, we recommend that, where an adviserany event, it would require a facts-and-
because a educiary stands in a positionis serving as a fiduciary to a plan circumstances analysis. As a result, it
of trust, any recommendations made(which includes both acknowledged cannot be stated categorically that an
to a participant may be so impactful aseduciaries and functional sduciaries), adviser who becomes a plan «duciary
to be the equivalent of actual control. there should be an agreement in placgfunctional or acknowledged) by virtue
However, that can only be determinedwhich limits the adviser’s fiduciary of investment advice is also a sduciary
with a close examination of the facts status, if any, to the specisc investment with regard to distributions and IRA
and circumstances of a particular caserecommendations made to the plan. Byinvestments.

and, cannot in our opinion, be stated asvirtue of that, the adviser will be an ) )

a matter of law. acknowledged fiduciary only “to the AS & *nalnote, this article does not cover

. extent” of investment recommendations the ¢duciary and prohibited transaction
On the other hand, other «duciaries, for to the plan sponsor and/or to participants.rUIeS under the Internal Revenue Code. It

example, the primary educiaries for a |¢ e «duciary status is limited to that is worth noting, though, that the Internal

plan, would have that type of control. service, the responses to any questionBevenue Code also has a deenition of
Therefore, while it is unlikely that an concerning distributions and re- educiary investment advice that applies

RIA or snancial adviser would have the ;.\ astments would be beyond the scopeto IRAs and that there are IRA prohibited

requisite degree of control, we think o iha adviser’s «duciary duties. transaction rules (which are similar to

that it is more likely that the primary those found in ERISA and discussed in
plan educiaries could be found to have While having such an agreement in this advisory opinion). Based on changes
that requisite control, especially if place would not entirely end the inquiry, enacted in the Pension Protection Act,
they “pushed” the participants to take it would be quite helpful. We way this the DOL is working on guidance that

distributions and to invest them in because there would still be the questionwill impact the Internal Revenue Code

particular ways. On the other hand, it of whether the adviser has become arules for IRAs and that should provide

would be uncommon for the primary functional duciary by virtue of giving an exemption for investment advice

plan <duciaries of the plan sponsor to advice on distributions. In the advisor to IRAs at some point in the future.

be receiving any fees or commissionsopinion, the DOL specifically states However, we expect that there will be

from an investment in an IRA. So, while that, “Any investment recommendation conditions for obtaining the relief of that

that case is conceptually more likely regarding the proceeds of a distribution exemption.

to produce the result discussed in thewould be advice with respect to

advisory opinion, it is, in the real world, funds that are no longer assets of the

highly unlikely to occur. plan.” Therefore, advice about the re-

continued from page 7
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Up_Selhng TO P|an PartiCipantS participants except for the advice on

the allocation of their plan accounts.

By Bruce Ashton (BruceAshton@Reish.com) This would presumably make the plan
somewhat less attractive for the adviser.
There is an emerging in speculative investments outside the Sg how should an adviser respond? One
issue surrounding the plan or to take early distributions out of ajternative to the ban on such activities
efforts by plan advisers the plan and then invest that money in awould be for the adviser to agree to limit

to sell additional speculative way. the types of products or services that will
products ~ to  plan Among other things, this raises an issuebe offered outside the plan so as not to
participants (SOMetimes . i |iapjjity for the plan sponsor. Itis the interfere with participation in the plan.
referred to as “up-selling?) For some plan sponsor who allowed the adviser onFor example, the adviser might agree
snancial advisers, one of the attractive y, o premises and who gave the advisethat it will not offer other investments to
features of giving advice about 401(k) jocosq 1o the employees. Whether or rea@ny participant that is not deferring at the
accounts to plan participants is the ;- i the minds of the employees, maximum permissible rate into the plan.
opportunity to capture the participant as . may imply an endorsement of Alternatively, the adviser might agree
a client for other services—and productS—y, . yiser and all of the products andto offer only advice for a fee-and no
outside the plan. But this opportunity go\sices the adviser is trying to sell. And products atall-to participants who request
also raises potential liability iSSUes y, i hlied (or perhaps even explicit) it regarding their investments outside the
for which there is, as yet, no clear-cut o\, sement, in turn, raises the questionplan. Another approach to address the

answer what due diligence responsibility does an inappropriate investment concern, would
As with many other opportunities in employer have before allowing advisers be for the adviser to commit that in giving

the retirement plan marketplace, thereaccess to its employees? advice outside the plan, it will apply

are advisers who will try to take unfair generally accepted investment theories
advantage of a good thing and sell and prevailing industry practices, such
inappropriate ideas and investments as modern portfolio theory and multi-

to participants. For example, we are asset class portfolios consisting of well-
aware of instances in which advisers diversieed mutual funds. (Whatever the

have encouraged participants to defer terms, the agreement would need to be
less into the plan and invest the funds disclosed to the employees.)

A cautious employer may want to limit
the “extra-plan” activities of enancial

advisers giving advice to the participants.
That is, they may require a contractual
commitment on the part of the advisory
rm and its representatives that they
will not offer products and services to

1 “Up-selling is a sales technique whereby a salesman attempts to have the consumer purchase more expensive items, upgrades, or other add-oi
attempt to make a more proetable sale. Up-selling usually involves marketing more prostable services or products, but up-selling can also be sin

exposing the customer to other options he or she may not have considered previously.” Wikipedia.

Around the Firm

Speeches: Debra Davis and Stephanie Bennett will co-present “Recent Developments for 401(k) Plans” to the California
Society of CPAs San Fernando Valley Discussion Group on December 18th. Fred Reish presented the following webcasts “Auto
Enrollment and QDIAs—New Rules, New Opportunities” on December 5th; “QDIAs” on December 4th, 6th and November 14th;
“The Direction of 401(k) Plans: Changes that are Shaping the Future” on November 13th; “Helping Plan Sponsors Manage
Their Risk” on November 12th.

Articles: Fred’s column in the November issue of the Plan Sponsor magazine addressed the topic of “To Roth or Not to Roth.”
Nick White wrote articles entitled “I Just Hired a Leased Employee—Does That Matter?” and “Strom v. Siegel: A Bene!t Claim
That Went Wrong,” published in the November issue of the Pension Plan Fix-It Handbook.
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