
 

 

DOL Issues Final Rule on Investment 
Advice . . . Again 
After a long and winding journey, the U.S. Department of Labor (“DOL”) has issued a new final 
regulation implementing the statutory exemption from the prohibited transaction provisions of ERISA 
for investment advice to participants. Congress added the statutory exemption to ERISA and the 
Internal Revenue Code (“Code”) as part of the Pension Protection Act of 2006 (“PPA”). The PPA 
exemption was intended to help participants in participant-directed plans - such as almost all 401(k) 
plans - receive advice on how to invest their plan accounts. But the process has now taken over five 
years, with the DOL having delayed, then withdrawn, then twice reissued the final regulation. On 
October 25, 2011, the DOL published the replacement final regulation (“Final Rule”).1 Although the 
Final Rule is largely directed at ERISA-covered plans, it also applies to IRAs and other plans or 
accounts that are not subject to ERISA but that are subject to the prohibited transaction provisions of 
the Code. The Final Rule is effective December 27, 2011, and applies to transactions occurring on or 
after that date. The Final Rule reaffirms that prior guidance issued by the DOL (specifically including 
the DOL’s SunAmerica advisory opinion) is still valid.  

If the investment advice arrangements contemplated by the Final Rule are widely made available, the 
Final Rule should facilitate Congress’ goal of ensuring that plan participants can obtain investment 
advice. But the requirements of the Final Rule also reflect the tension, present in debates when the 
PPA was enacted, between the desire to make investment advice available, even from an adviser that 
is arguably “conflicted,” and the concern that advice from “conflicted” persons unacceptably increases 
the risk of abuse and, ultimately, poor advice. Both Congress and the DOL, at Congress’ direction, 
tried to resolve this tension. The result of the DOL’s efforts is that, under the Final Rule, the relief 
granted by the PPA only applies to “level fee” or “computer model” arrangements (described below) 
and only if potentially arduous conditions (e.g., annual audit, certification of computer models, and 
new and detailed disclosures) are satisfied. Whether the Final Rule effectively balances these 
competing concerns ultimately will be decided by the marketplace.  

I. Overview of Final Rule 
Consistent with the PPA exemption, the Final Rule allows a “fiduciary adviser” to give investment 
advice to participants (and receive compensation for such advice) pursuant to an “eligible investment 
advice arrangement.” Such an arrangement must provide for either: 

 level compensation, which means that any direct or indirect compensation received by the 
fiduciary adviser may not vary depending on the participant’s selection of a particular investment 
option, or 

 a computer model, which an independent expert must certify as being unbiased. 

Under the Final Rule, a “fiduciary adviser” is a person who is a plan fiduciary by reason of providing 
investment advice (within the meaning of Section 3(21)(A)(ii) of ERISA) to participants or 
beneficiaries of the plan. Only the following persons or organizations can serve as a “fiduciary 
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adviser”: (i) a registered investment adviser, (ii) a bank or similar financial institution or savings 
association subject to periodic examination and review by Federal or State banking authorities, if the 
advice is provided through the institution’s trust department, (iii) an insurance company qualified to 
do business under State law, (iv) a registered broker-dealer, (v) an affiliate of the above, or (vi) an 
employee, agent, or registered representative of the above. 

II. Fee-Leveling  
Under the Final Rule, a fee-leveling arrangement will qualify as an eligible investment advice 
arrangement only if the fiduciary adviser and its employees, agents, and registered representatives do 
not receive direct or indirect compensation (including payments or benefits from affiliates) that varies 
“depending on the basis of” a participant’s selection of a recommended investment. This fee-leveling 
is designed to prohibit a fiduciary adviser from receiving fees or compensation that vary based on the 
investment options selected, because that kind of “variable” compensation could create an incentive to 
recommend investments that increase the fiduciary adviser’s compensation.  

The Final Rule defines “compensation” broadly to include both non-cash consideration, such as gifts, 
trips, and bonuses, as well as fees, commissions, and more customary forms of compensation. As for 
bonuses - the DOL notes that bonus programs based on the fiduciary adviser’s general profitability 
could be permissible if plans covered under the investment advice program are a negligible portion of 
the organization’s profitability, or if they are excluded from the profitability calculation. However, the 
DOL cautions that determining whether a bonus program fails the level fee requirement will depend 
on the particular facts and circumstances of each program. 

A fee-leveling arrangement also must (1) be based on generally accepted investment theories that take 
into account the historic risk and returns of different asset classes over defined periods of time, (2) 
take into account investment management and other fees and expenses relating to the recommended 
investments, and, to the extent provided by the plan or the participant, (3) take into account 
information relating to a participant’s age, time horizons, risk tolerance, current plan investments, 
other assets or sources of income, and investment preferences. The Final Rule mandates that a 
fiduciary adviser must affirmatively request such information from participants. 

III. Computer Models 
Under the Final Rule, advice based on a computer model will qualify as an eligible investment advice 
arrangement only if the model: 

 applies generally accepted investment theories that take into account the historic risks and returns 
of different asset classes over defined periods of time; 

 takes into account investment management and other fees and expenses with respect to the 
recommended investments; 

 “appropriately” weights the factors used in estimating future returns of investment options; 

 requests from a participant information relating to age, time horizons, risk tolerance, current 
investments under the plan, other assets or sources of income, and investment preferences; and, 
takes into account such information provided by participants; 

 uses “appropriate” objective criteria to provide asset allocation portfolios made up of investment 
options available under the plan; 
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 does not “inappropriately” favor proprietary investments of the fiduciary adviser or any person 
with a material affiliation (in general, a 5 percent or greater ownership interest) or material 
contractual relationship (contractual relationships exceeding 10 percent of gross revenue) with the 
fiduciary adviser;  

 does not “inappropriately” favor investment options that may generate greater income for the 
fiduciary adviser or a person with a material affiliation or material contractual relationship with the 
fiduciary adviser; 

 takes into account all “designated investment options” available under the plan, which, in a change 
from the proposed rule, includes all of the plan’s investment options except annuities (as long as 
certain disclosure regarding annuities is provided to the participant) and any other investment 
option that the participant requests to be excluded; and 

 does not give “inappropriate” weight to any investment option. 

The computer model must be certified in writing by an “eligible investment expert” prior to the 
provision of any advice pursuant to the exemption. This certification must identify the methodologies 
applied in testing the requirements summarized above, explain how the applied methodologies 
demonstrate that the model met such requirements, and describe any limitations imposed on the 
eligible investment expert’s selection or application of such methodologies. The computer model must 
be recertified any time it is changed in a manner that may affect its ability to meet the design 
requirements of the Final Rule, which are noted above. 

An “eligible investment expert” must be a person with appropriate educational background, technical 
training or experience, must so represent in writing, and may not have any material affiliation or 
material contractual relationship with: the fiduciary adviser; any other person with a material 
affiliation or material contractual relationship with the fiduciary adviser; or any employee, agent, or 
registered representative of the fiduciary adviser or such other person. In addition, the developer of the 
computer model cannot serve as an eligible investment expert for that model. The Final Rule 
explicitly states that selecting an eligible investment expert is a fiduciary task that is subject to 
ERISA’s prudence requirements. 

Although the Final Rule states that, under the computer model arrangement, a fiduciary adviser 
includes any person who develops the computer model, or markets the computer model or investment 
advice program, a fiduciary adviser can elect to be treated as the sole fiduciary adviser with respect to 
the investment advice program. For example, if a registered investment adviser offers investment 
advice under the computer model arrangement, it can elect to be the sole fiduciary adviser with respect 
to that arrangement, rather than have the developer of the model deemed to be a fiduciary adviser. 
This election must be written, identify the arrangement and the person offering the arrangement (and 
be signed by that person), identify persons who otherwise would be fiduciary advisers with respect to 
the arrangement, and acknowledge that the person making the election intends to be the only fiduciary 
(and fiduciary adviser) with respect to the arrangement. The election must be provided to any plan 
fiduciary or IRA owner who authorizes the computer model arrangement.  

Obviously, many of these conditions depend on whether a factor or investment option is 
“appropriately” or “inappropriately” weighted or favored. Unfortunately, the DOL does not provide 
any guidance as to what is appropriate or inappropriate. However, in the context of the requirements 
that the computer model not “inappropriately favor” investment options that are proprietary to or more 
profitable for the fiduciary adviser, the DOL likely will interpret the phrase broadly.  
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At least two of these conditions may be troublesome for computer models designed for advice to 
IRAs. Specifically, the requirements that the model provide “asset allocation portfolios comprised of 
investment options available under the plan” and that the model “take into account all designated 
investment options” available under the plan seem to ignore an important feature of the IRA 
marketplace; namely that the menu of investment options for IRA investors typically is far larger than 
that available to participants in 401(k) plans. The requirement that the computer model take into 
account all “designated investment options” is particularly odd for IRAs, since “designated investment 
option,” by the DOL’s definition, “does not include ‘brokerage windows,’ ‘self-directed brokerage 
accounts’” or similar arrangements that allow investors “to select investments beyond those 
designated by the plan.” But “brokerage windows” and “self-directed brokerage accounts” are key 
characteristics of IRAs offered by broker-dealers and many other financial institutions. Unfortunately, 
the Final Rule offers no guidance as to how this requirement might apply to those IRAs, leaving doubt 
as to whether and how the computer model arrangement could be offered to IRA investors. 

On a related point, the DOL departed from the proposed rule and included employer securities and 
“asset allocation funds” (such as lifecycle or target date funds) in the definition of “designated 
investment options.” The DOL believes that computer models are capable of evaluating these 
investment options and that participants will benefit from advice that takes these investment options 
into account.  

On a more positive note, the Final Rule’s requirement that the computer model appropriately weight 
the factors used in estimating future returns of investment options is a welcome change. In the 
proposed rule, the DOL had said that a computer model could not “inappropriately distinguish among 
investment options within a single asset class on the basis of a factor that cannot confidently be 
expected to persist in the future.” The DOL indicated that this limitation was intended to prohibit 
computer models from using “differences in historical performance.” Commenters almost universally 
indicated that the use of historical performance data is required by generally accepted investment 
theories and can have a tremendous impact on investment recommendations. The DOL accepted these 
comments and, in the Final Rule, made clear that it is acceptable for a computer model to take into 
account historical performance data, provided such data is accorded appropriate weight among other 
factors considered.  

IV. Requirements Applicable to Both Fee-Leveling and Computer 
Models 
Both fee-leveling and computer model arrangements must meet a number of other conditions, 
including conditions relating to authorization, audit of the arrangement, and disclosures. 

A. Authorization and Other General Requirements 

Both fee-leveling and computer model arrangements must be authorized by an independent plan 
fiduciary or IRA owner (simplified employee pensions and simple retirement accounts are included 
within the definition of IRA for purposes of the Final Rule) and the fiduciary adviser must maintain 
records that show that the requirements of the exemption have been met. 

In addition: 

 any actual investment transaction must occur only at the direction of the advice recipient (a “pre-
authorization” for periodic rebalancing is allowable if the participant knows the specific 
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circumstances under which his or her portfolio will be rebalanced and the investments that will be 
used); 

 the fiduciary adviser must comply with the disclosure requirements of applicable securities laws; 

 the fiduciary adviser may receive only reasonable compensation; and  

 the terms of the investment transaction must be at least as favorable to the plan as an arm’s length 
transaction. 

B. Annual Audit 

The investment advice arrangement must be audited at least annually. This audit must be conducted 
by an independent auditor with appropriate technical training or experience and proficiency and the 
auditor must represent these credentials to the fiduciary adviser in writing. The Final Rule does not 
provide any further guidance on the qualifications an auditor needs to have, such as whether the 
auditor should be a professional accountant. However, the Final Rule makes clear that the selection of 
an auditor is a fiduciary act subject to ERISA’s prudence requirements. 

Under the Final Rule, the independent auditor must conduct an audit of the investment advice 
arrangement for compliance with the Final Rule. The auditor must review sufficient information 
(including information samples) to form an opinion as to whether the investment advice arrangement 
and the advice provided during the audit period complied with the Final Rule. Within 60 days after the 
audit’s completion, the auditor must issue a written report setting forth the auditor’s finding (and 
meeting certain other technical requirements). The report must be issued to the fiduciary adviser and, 
except with respect to IRAs, to each authorizing fiduciary. With respect to IRAs, the fiduciary adviser 
must furnish a copy of the auditor’s report to the IRA beneficiary within 30 days after receiving the 
report from the auditor or make the report available on the fiduciary adviser’s website. Additionally, if 
the auditor identifies any noncompliance with the Final Rule, the fiduciary adviser must send a copy 
of the report to the DOL within 30 days after receiving the report.  

C. Required Disclosures 

The Final Rule requires that the fiduciary adviser make certain disclosures to (1) the authorizing plan 
fiduciary and (2) plan participants and beneficiaries. 

1. Disclosures to Authorizing Fiduciaries 

In connection with the required authorization of a plan fiduciary, the fiduciary adviser must provide 
the authorizing fiduciary with a written notice that informs that fiduciary that (i) the fiduciary adviser 
intends to comply with the conditions of the ERISA exemption (added by the PPA) for investment 
advice and the Final Rule, (ii) the investment advice arrangement will be audited annually by an 
independent auditor for compliance with the exemption and the Final Rule, and (iii) the auditor will 
provide the authorizing fiduciary with a copy of the auditor’s findings within 60 days after the audit is 
completed.  

2. Disclosures to Participants 

The fiduciary adviser also must provide participants and beneficiaries, without charge and before any 
investment advice is provided, a written notification of: 
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 the role that anyone with a material affiliation or contractual relationship with the fiduciary adviser 
has in developing the investment advice arrangement or selecting the plan’s investment options; 

 the past performance and historical rates of return of plan investment options (unless that data is 
otherwise provided); 

 all fees or other compensation that the fiduciary adviser or any affiliate receives in connection with 
the advice, transactions pursuant to the advice, or any rollover or other distribution of plan assets 
or the investment of assets post-distribution; 

 any material affiliation or material contractual relationship of the fiduciary adviser or its affiliates 
in securities or other property for which advice is given; 

 the manner and circumstances under which a participant’s personal information will be used or 
disclosed; 

 the types of services provided by the fiduciary adviser in connection with providing investment 
advice; 

 the fact that the fiduciary adviser is acting as a fiduciary of the plan in connection with providing 
advice; and  

 the fact that a recipient of the advice may arrange for advice to be provided by a completely 
independent adviser. 

The appendix to the Final Rule contains a model disclosure form. Although use of the model form is 
not mandatory, using the model form is deemed to satisfy this disclosure requirement. The disclosure 
must be “written in a clear and conspicuous manner” and in a manner calculated to be understood by 
the average participant. The above disclosures must be provided prior to the initial provision of the 
investment advice, at least annually thereafter, upon any material change in the disclosures, and upon 
request. The disclosure can be provided to participants electronically or in hard copy.  

V. Continued Validity of Prior DOL Guidance 
The Final Rule helpfully states that none of the DOL’s prior regulations, exemptions, or other 
guidance on the provision of investment advice is affected by the Final Rule. Therefore, programs that 
comply with prior guidance, such as the SunAmerica advisory opinion (AO 2001-09A), should 
continue to be compliant with ERISA.  

However, as we noted in our Client Alert on the proposed rule,2 only eligible investment advice 
arrangements that meet the requirements of the Final Rule would provide plan sponsors and other 
fiduciaries with the relief from fiduciary liability accorded by section 408(g)(10) of ERISA. Plan 
sponsors may insist that investment advice programs comply with the new regulations as a condition 
to implementing participant advice programs. In addition, we believe that DOL is likely to view 
advisory programs that meet the requirements of the Final Rule as the “gold standard” in this area.  

 
* * * 

Please contact any member of the ERISA Fiduciary Group listed below if you have further questions. 

                                                      
2 “DOL Proposes Revamped Rule on Investment Advice,” March 2010. 

http://www.klgates.com/dol-proposes-revamped-rule-on-investment-advice-03-09-2010/
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Catherine S. Bardsley  
catherine.bardsley@klgates.com 

+1.202.778.9289 

 

John J. Nestico 
john.nestico@klgates.com 

+1.704.331.7529 
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+1.202.778.9373 
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