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Sweeping and numerous regulatory initiatives, which have recently been introduced by
the Department of Labor (DOL), are scheduled to become effective in 2011 and 2012. It
IS imperative that affected firms begin preparing for the coming changes, as the penalties
for non-compliance under the Employee Retirement Income Security Act of 1974, as
amended (ERISA), are significant and could subject firms to disgorgement, excise taxes
and personal liability. The most impactful regulation for RIAs is the DOL’s interim final
regulation under ERISA 408(b)(2). By January 2012, this regulation will require all
providers of investment advisory services to ERISA plans to provide detailed written
disclosures to their clients concerning all services to be provided and any direct and
indirect compensation received in connection with such services, regardless of whether
the contract or arrangement was entered into prior to such date. Consequently,
compliance with the 408(b)(2) regulation requires affected firms to develop program-
specific controls for new business and retrofit or migrate their existing business. The
impact of this regulation alone is substantial, as many firms have not historically
employed the necessary expertise to identify and remediate potential gaps in ERISA
compliance. Most RIAs have an advantage over traditional broker-dealers, as they have
already been working on a level fee and transparent contractual basis. However, these
new regulations are going to require RIAs to amend existing contracts, adjust work flow
processes and enhance their value proposition in order to differentiate and compete in this
new environment.

Indeed, even firms that have already undertaken to develop compliant programs are
reporting difficulties in identifying affected accounts or otherwise bringing their existing
ERISA-covered services into compliance with the new requirements. To make matters
worse, in October 2010, the DOL proposed a regulation that will significantly expand the
nature and scope of services that will give rise to fiduciary status under ERISA. Given
that ERISA places a number of additional restrictions on fiduciary service providers,
firms must factor the potential impact of the broader definition into their existing ERISA
compliance strategy. The remainder of this article sets forth some foundational questions
and action items for firms to consider when seeking to identify and implement the
necessary organizational and/or operational changes that may be required to comply with
the new regulations.

(1) Are all “covered” accounts identified? As discussed, many firms have reported
difficulty in identifying all of the accounts potentially affected by the new
regulations. For example, it is common for broker-dealers to receive aggregated
data from recordkeepers for all compensation received on assets held away.
Nevertheless, the 408(b)(2) regulation requires the disclosure of client-specific
services and fees. Affected firms should determine whether and to what extent
existing data feeds may be segregated to provide information for each covered
client and begin developing an account “coding” mechanism so these accounts
can be more easily identified in the future.

(2) Where and how to obtain disclosure data? Firms should examine their books
and records to identify relationships that may give rise to new or different
reporting requirements. For held away business, it may be possible to obtain



more detailed information, at more regular intervals, on compensation received in
connection with ERISA-covered services. Because the ability to provide certain
data will vary from provider-to-provider, affected firms should begin consulting
with their approved providers to determine which firms are capable of supplying
data in a manner that facilitates the identification and reporting of relevant
information. It may be necessary to survey the firm’s producers to determine
whether or not the firm has identified all covered accounts and that the required
information can be obtained, verified and reported in the disclosures.

(3) How will services be articulated? The 408(b)(2) regulation requires covered
service providers to specifically disclose the nature and scope of their services.
While seemingly benign, this requirement can prove extremely difficult in cases
where there is no service agreement in place between the firm and the ERISA
client. For example, most broker-dealers do not have written agreements with
their plan sponsor clients, as the compensation received in connection with
customary services provided by registered representatives is commonly paid by
the plan’s recordkeeper or custodian from fees built into the plan’s investments.
Many broker-dealers, consequently, will be faced with determining the services
they will support based upon the needs of their clients, the sophistication of their
producers and their compliance and supervisory resources.

Firms that elect to take a conservative approach by limiting the approved services
may find their producers at a competitive disadvantage, as plan sponsors will
evaluate the enumerated services against those offered by other service providers
to determine the reasonableness of the arrangement. Firms that take a more
expansive approach to articulating their services may find difficulty in supporting
the proffered services, as compliance with ERISA requires an assessment of
ERISA-specific concerns affecting the firm as a whole (due diligence, operations,
compliance, supervision, etc.). A sustainable strategy will, therefore, largely
depend upon the firm’s ability to align objectives with current resources. Because
most small and mid-sized firms do not employ internal ERISA expertise, their
ability to support more complex or unique ERISA-covered services will likely be
a function of their ability to leverage technology and third-party resources.

(4) What is the nature and scope of fiduciary liability under ERISA? As
discussed, ERISA places a number of additional limitations and obligations on
those who provide fiduciary services. In addition to acting solely in the best
interest of plan participants and beneficiaries, ERISA requires fiduciary service
providers to be free from conflicts of interest or otherwise comply with specific
safeguards set forth in various prohibited transaction exemptions. If these
standards cannot be met, it is imperative for firms to ensure that any services they
intend to offer do not give rise to fiduciary status under ERISA.

The most common way for financial service providers to become ERISA
fiduciaries is to render investment advice for compensation. ERISA currently
provides a five-part test to determine whether or not advice or recommendations



are considered fiduciary investment advice.  Additionally, as previously
mentioned, the DOL has proposed a new definition of investment advice that
would dispense with some of those factors and expand the types of activities that
could give rise to fiduciary status. Firms should carefully examine both the
current and proposed regulations to determine whether or not their approved
services may subject them to a heightened standard of care or otherwise prohibit
certain transactions.

If a firm is unable to eliminate prohibited conflicts of interest or support the
provision of fiduciary investment advice to ERISA clients, it is crucial to
understand the implications of implementing policies that seek to limit the
services they intend to offer. Because most plan fiduciaries do not possess the
necessary investment-related expertise to prudently manage plan investments,
they rely on advisers for support. The new disclosures, however, will put plan
fiduciaries on notice of any limitations imposed on their adviser by their
supervising firm, and they may be surprised to learn that they will no longer be
receiving ongoing “investment advice.” Moreover, if the plan fiduciaries fulfilled
their duty to prudently select their adviser, they would have evaluated his/her
compensation in light of the services he/she actually provided. To the extent
those services included investment advice (either at the plan or participant level),
plan fiduciaries may seek to have their adviser lower his/her compensation to
reflect the fact that the service is no longer available.

Affected firms should, therefore, be prepared to offer up solutions to plan
fiduciaries who seek specific guidance on plan investments and to demonstrate
the value of their non-fiduciary services. Fortunately, the industry has begun to
respond, and many providers now offer access to investment advice through
unaffiliated, “remote” advisers. There are also a number of advisers that have the
ability to provide advice remotely through arrangements that are independent and
not tied to a particular platform or provider. By evaluating the availability and
appropriateness of these options, advisers can assist plan fiduciaries in
implementing and overseeing third-party advisory services. If the adviser has a
well thought-out solution in hand where he/she will play an active role, it is less
likely that the plan will look to hire another adviser.

The foregoing questions are meant to serve as a foundation for firms that are seeking to
reassess their ERISA strategies. There are a number of additional questions that will
naturally arise out of the firm’s preliminary analysis.

RIAs need to review and most likely amend their own advisory agreements and disclosures
as well as any contracts with third-parties (i.e., solicitor agreements, tri-party arrangements with
investment managers, etc.). It is critical to not only identify what services are to be rendered
by the adviser and/or third-party service providers but also what services will not be provided
by the adviser. Firms will also need to clearly identify fiduciary versus non-fiduciary
services. Fiduciary services generally include the following: IPS development and/or
review; investment selection and monitoring; recommendations for model portfolio



allocations and rebalancing; and participant investment advice. Non-fiduciary services
typically include: plan design consulting and/or review; vendor search and fee
benchmarking services; plan committee education and compliance assistance; and
participant investment education and enrollment support. Many advisory agreements
were repurposed to cover services provided to qualified plans from asset management
contracts and, therefore, have inadequate ERISA-related disclosures. Additionally, many
existing advisory agreements do not accurately reflect the services being delivered by
respective parties, and given the increased scrutiny around cross-selling and IRA
rollovers, firms should consider adding preemptive disclosures — perhaps to both the
Form ADV Part Il and new account forms for IRAs.

These new regulations are changing the traditional service paradigm. While most plan
sponsors rely on their advisers and brokers for investment selection and monitoring, fee
substantiation and disclosure requirements are forcing firms and producers to expand and
define their services. Consequently, we are seeing an emerging bifurcation whereby
RIAs may want to offer two service platforms for advisers: one that provides the ability
to outsource fiduciary services (e.g., investment management at the plan and participant
level) to approved third parties; and a second option that allows advisers, who have
demonstrated proficiency in servicing qualified plans through experience or maintaining
an appropriate designation (i.e., AIF, CRPS, TRAU, etc.), to render fiduciary services
directly to the plan and/or plan participants.

In any event, advisers should be prepared to effectively articulate the value add of their
non-fiduciary services, obtain a deeper understanding of new and changing compliance
requirements and, in order to maintain their competitive positioning, explain plan fees
from all service providers and how they benefit the plan and its participants.

Broker-dealers, insurance companies and providers selling directly to plan sponsors will
challenge RIAs by virtue of their market presence and “manufactured” products.
Registered representatives and insurance agents will likely be limited to providing non-
fiduciary services, and RIAs will be forced to demonstrate the value of their investment
recommendations and advice above-and-beyond alternative arrangements utilizing
institutional, third-party investment managers with formidable track records and industry
recognition.

The following action items present a generic “roadmap” and additional details for firms
to consider when developing and deploying successful ERISA-related programs:

e Identify all advisers and accounts that are subject to the regulations;

e Determine the scope of services to be offered (i.e., fiduciary vs. non-fiduciary,
investment advice vs. education);

e Determine whether any services will be offered pursuant to an exemption;

e Reconcile approved services with errors and omissions coverage;

e Amend service agreements, disclosure documents and procedures to conform to
the new standards with respect to content, format, delivery, etc.;



e Conduct additional due diligence on approved service providers (recordkeepers,
TPAs, etc.) and determine whether responsibilities are properly allocated and that
required data is capable of being provided;

e Examine third-party agreements, including solicitor arrangements, and develop
procedures to eliminate or manage conflicts of interest;

e Consider outsourcing fiduciary services (e.g., plan and participant level
investment advice); and

e Establish procedures for communicating any changes to procedures, disclosures,
etc. and implement firm-specific training for affected advisers and their
supervisors.

By acting now and taking proactive and preventive steps to reevaluate and retool ERISA
compliance strategies, it is possible for the new regulations to serve as an opportunity for
affected firms to not only increase revenues, but also to attract and retain advisers that
specialize in providing retirement-related services. For more information about
developing a firm-specific approach to ERISA compliance, please contact Jason C.
Roberts, Founder and CEO of the Pension Resource Institute, LLC (PRI), at
jroberts@pension-resources.com or Amy Glynn, Founder and President, at
aglynn@pension-resoureces.com.

ABOUT PRI

Bringing together 75 years of proven expertise, ranging from executive, legal and
compliance to operation, sales and distribution, PRI works with broker-dealers, RIAs,
investment managers, recordkeepers and TPAs to build profitable and sustainable
solutions in the qualified marketplace. PRI’s consulting clients receive individualized,
comprehensive guidance and ongoing support from experienced consultants representing
all aspects of sales, service, distribution and supervision. Integrating both securities and
ERISA compliance, the PRI team is able to deliver “best practice” approaches for
achieving the specific goals of each client with an emphasis on effective implementation
and efficient oversight — both of which are fundamental to the development of
competitive and sustainable fee- and commission-based strategies in today’s technical,
ever-changing regulatory environment. From due diligence to supervision, the PRI team
also provides actionable education to home office personnel and advisers that provide
services to ERISA-covered plans and plan participants.
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