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The U.S. Department of Labor, Employee
Benefits Security Administration (EBSA)
has issued proposed changes to the regu-
latory definition of “fiduciary” under the
Employee Retirement Income Security Act
(ERISA) by more broadly defining the cir-
cumstances under which a person is con-
sidered to be a fiduciary by reason of giv-
ing investment advice to an employee
benefit plan or a plan’s participants. Prop.
Labor Reg. 2510.3-21(c).

The proposed changes amend a thirty-five
year old rule that the EBSA believes may
inappropriately limit the types of invest-
ment advice relationships that give rise to
fiduciary duties on the part of investment
advisors. According to the EBSA, the pro-
posed changes take account of significant
changes in both the financial industry and
the expectation of plan officials and par-
ticipants who receive investment advice
and they are designed to protect partici-
pants from conflicts of interest and self-
dealing by giving a broader and clearer
understanding of when persons providing
such advice are subject to ERISA’s fiduci-
ary standards.

Current Rule. As you know, ERISA is a
comprehensive statute designed to pro-
mote the interests of participants in em-
ployee benefit plans.
number of stringent duties on those who

ERISA imposes a

act as plan fiduciaries, including a duty of
undivided loyalty, a duty to act for the

exclusive purposes of providing plan
benefits and defraying reasonable ex-
penses of administering the plan, and a
stringent duty of care grounded in the
prudent man standard. These general du-
ties have been supplemented by categori-
cally barring, subject to exemption, certain
prohibited transactions. Fiduciaries are
personally liable for losses sustained by a
plan that results from a violation of the
rules.

Section 3(21)(A) of ERISA provides that a
person is a fiduciary to the extent he,
among other things, renders investment
advice for a fee or other compensation,
direct or indirect, with respect to any mon-
eys or other property of an employee
benefit plan, or has any authority or re-
sponsibility to do so.

Shortly after ERISA was enacted, the DOL
issued regulations that narrowed the
statutory definition of “investment ad-
vice” so that for such advice to constitute
investment advice, a person who does not
have discretionary authority or control
with respect to the purchase or sale of se-
curities or other property for the plan,
must (1) render the advice as to the value
of securities or other property, or make
recommendations as to the advisability of
investing in, purchasing, or selling securi-
ties or other property, (2) on a regular basis,
(3) that pursuant to a mutual agreement,
arrangement, or understanding, with the
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plan or a plan fiduciary, (4) will serve as a
primary basis for investment decisions with
respect to plan assets, and (5) will be indi-
vidualized based on the particular needs of
the plan. Labor Reg. 2510.3-21(c) [emphasis
added].

In addition, EBSA further limited the term
“investment advice” in a 1976 Opinion Let-
ter, concluding that a valuation of closely
held employer securities that an employee
stock ownership plan (ESOP) would rely on
in purchasing the securities does not consti-
tute investment advice. ERISA Op. Letter
No. 76-65A.

Comment. The EBSA notes that while the
definition of who is a fiduciary has not
changed in thirty-five years, both the em-
ployee benefit plan community (with a shift
from defined benefit plans to defined contri-
bution plans) and the financial marketplace
(with the types and complexity of invest-
ment products and services available to em-
ployee benefit plans) have changed signifi-
cantly. Thus, the EBSA believes that there is
a need to re-examine the types of advisory
relationships that should give rise to fiduci-
ary duties on the part of those providing
advisory services as these persons signifi-
cantly influence the decisions of employee
benefit plans and a plan’s participants.

Proposed Rule. In general, the proposed
rule, subject to certain conditions, contains
two requirements that must be met for a
person to render “investment advice” for a
fee or other compensation, direct or indirect,
to an employee benefit plan, and thereby by
considered a “fiduciary”.

The first requirement is that a person would
have to do any of the following on behalf of
not just an employee benefit plan but also
the plan’s participants:

(i) provide advice, or an appraisal or fair-
ness opinion, concerning the value of securi-

ties or other property;

(ii) make recommendations as to the advis-
ability of investing in, purchasing, holding,
or selling securities or other property; or

(iii) provide advice or make recommenda-
tions as to the management of securities or

other property.

The second requirements is a person would
also have to meet at least one of the follow-
ing conditions, either directly or indirectly
(such as through or together with any affili-
ate):

(i) represent or acknowledge that he is act-
ing as a fiduciary within the meaning of
ERISA with respect to providing advice or
making the recommendations described
under the first requirement;

(ii) be a plan fiduciary within the meaning
of the other provisions of ERISA (that is, by
exercising any discretionary authority or
control with respect to plan management, or
having any discretionary authority or re-
sponsibility in plan administration);

(iii) be an investment advisor within the
meaning of Section 202(a)(11) of the Invest-
ment Advisors Act of 1940; or

(iv) provide advice or make recommenda-
tions under an agreement, arrangement, or
understanding, written or otherwise, be-
tween such person and the plan, a plan fi-
duciary, or a plan participant or beneficiary
that such advice may be considered in con-
nection with making investment or manage-
ment decisions with respect to plan assets,
and will be individualized to the needs of
the plan, a plan fiduciary, or a participant or
beneficiary.

Comment. The proposed rule does not re-
quire the advice to be provided on a regular
basis, nor does it require that the parties
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have a mutual understanding that the ad-
vice will serve as the primary basis for plan
investment decisions. The EBSA does not be-
lieve that the significance of the advice di-
minishes merely because it is rendered only
once. However, the EBSA does believe that
the plan should generally be able to rely on
the advice without regard to whether the
parties intend it be a primary or lesser basis
in the fiduciary’s decision-making. Further-
more, it is worth noting that the alternative
conditions in the second requirement are
independent, such that satisfaction of any
one of the conditions may result in invest-
ment advice under the proposed rule.

The proposed rule also sets forth certain
limitations with respect to its application.
Specifically, the proposed rule excludes per-
sons selling investments to a plan, so that
the plan should know that no independent
advice is being proffered, persons providing
investment education information and ma-
terials, and various service providers under
participant-directed employee benefit plans
(if the person discloses in writing that the
person is not undertaking to provide impar-
tial advice).

A necessary element of fiduciary status is
that a person must render investment ad-
vice for a fee or other compensation, direct
or indirect. The proposed rule provides that
a “fee or other compensation” means any
fee or compensation for the advice received
by the person (or by an affiliate) from any
source, and any fee or compensation inci-
dent to the transaction in which the invest-
ment advice has been rendered or will be
rendered. For example, this includes bro-
kerage, mutual fund sales, and insurance
sales commissions, as well as fees and com-
missions based on multiple transactions
involving different parties.

Comment. Although the proposed rule does
not extend the application of investment
advice to recommendations regarding dis-

tributions from employee benefit plans, the
EBSA is requesting comments on whether,
and to what extent, the final regulations
should encompass such advice.

Comment. The EBSA expects the proposed
rule will discourage harmful conflicts, im-
prove service value, and enhance its ability
to redress abuses as follows:

e According fiduciary status to certain
service providers that provide invest-
ment advice and valuation services
would discourage harmful conflicts by
discouraging self-dealing,
acts, and subordinated interests.

¢  Where a plan suffers a loss because of
an investment advisors imprudence, the

imprudent

employee benefit plan and its partici-
pants will have remedies under ERISA.
e Removing certain elemental tests
should allow the EBSA to more effi-
ciently allocate its enforcement re-
sources.
All three of these expectations are noted in
the proposed rule without a determination
of the expected costs to employee benefit
plans and the plan’s participants.

The proposed rule will become effective 180
days after their October 22, 2010 publication
in the Federal Register, but the EBSA is solic-
iting comments on whether the final regula-
tions should be made effective on a different
date.



