(i) The estimated number of speci-
mens sought to be covered by the per-
mit;

(iiiy The year, country, and approxi-
mate place where taking oceurred or will
ocecur; 3

iiv) A brief description of the appli-
cant’s expertise and facilities as related
to the proposed activity,

(v) A Justification of the activities
sought to be authorized by the permit
and the relationship of such activities to
scientific purposes, enhancing the propa-
gation or survival of the species, or oth-
er objectives consistent with the pur-
poses and policy of the Act; and

(vi) A statement of the applicant’s
willingness to participate in a coopera-
tive propagation program, and to main-
tain or contribute data relating to such
efforts.

(2) For activities involving seeds ob-
tained from the wild and cultivated
plants, provide the following informa-
tion:

(i) The scientific names of the plants
sought to be covered by the permit;

(ii) A statement of the applicant’s
willingness to participate in a coopera-
tive propagation program, and to main-
tain or contribute data relating to the
success of such efforts; and

(i) A Jjustification of the activities
sought to be authorized by the permit
and the relationship of such activities to
sclentific purposes, enhancing the propa-
gation or survival of the species, or other
objectives consistent with the purposes
and policy of the Act.

(3) For importation or exportation in-
volving the non-commercial loan, ex-
change or donation of herbarium or oth-
er preserved, dried or embedded museum
specimens of all threatened species be-
tween scientists or scientific institutions,
provide the following information:

(1) The name and address of the in-
stitution or other facility where the
plants sought to be covered by the per-
mit will be used or maintained; and

(i) A Justification of the activities
sought to be authorized by the permit
and the relationship of such activities to
scientific purposes, enhancing the propa-
gation or survival of the species, or other
objectives consistent with the purposes
and policy of the Act.

(4) If the activity sought to be au-
thorized is with a species also regulated
by the Convention on International
Trade in Endangered Species of Wild
Fauna and Flora, additional require-
ments as indicated in § 23.15(¢c) of Part
23 of this subchapter must be met. For
the convenience of the applicant, § 23.15
(c) is repeated here:

Applications for permits or certificates un-
der this section must be submitted to the

RULES AND REGULATIONS

Director by any person subject to the juris-
diction of the United States who wishes to
engage in the activity, Each application must
be submitted on an official application Torm
(Form 3-200) provided by the Service, or
must contain the general information and
certification required by §13,12(a) of this
subchapter, and must include, as an nt-
tachment, as much of the following informa-
tion as relates to the purpose for which the
applicant 4 requesting a permit or certificate.

(1) The scientific and common names of
the species (or taxa to the rank listed In
Appendix I, II or III) sought to be cov-
ered by the permit, the number of wildlife or
plants, and the activity sought to be au-
thorized (such as importing, exporting, re-
exporting, ete.);

2) AEulemnnt as to whether the wildlife
or plant, at the time of application, (1) is
living in tHe wild, (i) is living but Is not
in the wild, or (i1i) is dead:

(3) A desecription of the wildlife or plant,
including (1) size, (1) sex (If known), and
(111) type of goods, if it is a part or deriva-
tive;

(4) In the case of living wildlife or plants,
(1) n description of the type, size aud con-
struction of any container the wilidlife or
plant will be placed In during transporta-
tion; and (i) the arrangements for water-
Ing and otherwise caring for the wildiife or
plant during transportation;

(6) The name and address of the person
in a foreign country to whom the wildiife
or plant is to be exported from the United
States, or from whom the wildlife or plant
s to be imported Into the United States;

(6) The country snd place where the wild-
life or plant was or is to be taken from the
wild;

(7) In the case of wildlife or plants 1isted
in Appendix 1 to be imported Into the United
States, (1) a statement of the purposes and
detalls of the activities for which the wild-
life or plant s to be imported; ({1) a brief
resume of the techuical expertise of the ap-
plicant or other persons who will care for
the wildlife or plant; (1i1) the name, address
and a description, Including diagrams or
photographs, of the facllity where the wild-
life or plant will be maintained; and (iv)
a description of all mortalities, In the two
years preceding the date of this application,
involving any wildlife species covered in the
spplication (or any species of the =ame genus
or family) held by the applicant, including
the causes and steps taken to avold such
mortalities; and

(8) Coples of documents, sworn aMdavits,
or other evidence showing that eitber (i) the
wildlife or plant was acguired prior to the
date the Convention applied to It, or (11) the
wildlife or plant was bred In captivity, or
artificially propagated, or was part of or
derived therefrom, or (iil) the wildiife or
plant 15 an herbarium specimen, other pre-
served, dried, or embedded museum speci-
men, or live plant material to be imported,
exported, or re-exported as a non-commercial
loan, donation, or exchange between sclen-
tists or sclentific institutions.,

(b) Issuance criteria. Upon receiving
an application completed in accordance
with paragraph (a) of this section, the
Director will decide whether or not s
permit should be fssued. In making his
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decision, the Director shall consider, in
addition to the general criteria in § 13.-
21(b) of this subchapter, the following
factors:

(1) Whether the purpose for which
the permit is requested will enhance the
survival of the species in the wild; ;

(2) Whether the purpose for which
the permit Is requested will enhance the
propagation of the speciles;

(3) The opinions or views of sclentists
or other persons or organizations having
expertise concerning the plant or other
matters germane to the application; and

(4) Whether the expertise, facilities,
or other resources available to the appli-
cant appear adequate to successfully ac-
complish the objectives stated in the
application.

(¢) Permit conditions. In addition to
the general conditions set forth in Part
13 of this subchapter, every permit is-
sued under this section shall be subject
to the following special conditions:

(1) If requested, the permittee shall
submit to the Director a written report of
the activities authorized by the permit.
Such report must be postmarked by the
date specified in the permit or otherwise
requested by the Director,

(2) A copy of the permit or an identi-
fication label, which includes the scien-
tific name, the permit number, and a
statement that the plant is of “wild ori-
gin" or “cultivated origin” Tust accom-
pany the plant or its container during
the course of any activity subject to
these regulations, unless the specimens
meet the special conditions referred to
in paragraph (c¢)(3) of this subsection,

(3) In the case of plants that are
herbarium specimens, or other preserved,
dried, or embedded museum specimens
to be imported or exported as a non-
commercial loan exchange or donation
between scientists or scientific institu-
tions, the names and addresses of the
consignor and consignee must be on each
package or container. A description such
as "herbarium specimens” and the code
letters assigned by the Service to the
scientist or scientific institution must be
entered on the Customs declaration form
affixed to each package or container. If
the specimens are of taxa also regulated
by the Convention on International
Trade in Endangered Species of Wild
Fauna and Flora, the letters “CITES”
{acronym for the Convention) also must
be entered on the Customs declaration
form as Indicated in §23.15(e)(3) of
Part 23 of this subchapter,

(d) Duration of permit. The duration
of & permit issued under this section
shall be designated on the face of the
permit,

§§ 17.73<17.78 [Reserved]
PR Doc.77-17817 Filed 6-23-77;8:45 am |
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Title 26—Internal Revenue

CHAPTER I—INTERNAL REVENUE SERV-
ICE, DEPARTMENT OF THE TREASURY

SUBCHAPTER D—MISCELLANEOUS EXCISE
TAXES

|'T.D. 7401
PART 54—PENSION, ETC., EXCISE TAXES

Exemptions for the Provision of Services or
Office Space to Employee Benefit Plans,
the Investment of Plan Assets in Bank
Deposits, the Provision of Bank Ancillary
Services to Plans, and the Transitional
;ulo for the Provision of Services to

ans

AGENCY:
Treasury.

ACTION: Final regulations.

SUMMARY: This document contains
final regulations relating to the provision
of services or office space to certain em-
ployee benefit plans, the investment of
plan assets in bank deposits, the provi-
sion of ancillary services by banks or
similar financial institutions to plans,
and the transitional rules for the provi-
sion of services to plans. Changes in the
applicable tax law were made by the
Employee Retirement Income Security
Act of 1874. These regulations provide
necessary guidance to the public for com-
pliance with the law, and affect all em-~
ployees who are entitled to receive re-
tirement benefits under certain employer
plans, their employers, persons providing
services to such plans, and banks or sim-
ilar financial institutions, as well as other
persons who enter into transactions with
such plans,

DATE: The regulations are eflective for
taxable years ending after December 31,
1974.

FOR FURTHER INFORMATION CON-
TACT:

Mr. Larry E. Smith of the Legislation
and Regulations Division, Office of the
Chief Counsel, Internal Revenue Serv-
fce, 1111 Constitution Avenue, NW,,
Washington, D.C. 20224 (Attention:
CC:LR:T), 202-568-3909 (Not a toll-
free call) .

SUPPLEMENTARY INFORMATION:
BACKGROUND

On July 30, 1976, the FrpErAL REGISTER
published proposed amendments to the
Penszion Excise Tax Regulations (26 CFR
Part 54) under section 4975 of the In-
ternal Revenue Code of 1954 (the Code).
41 FR 31838. The amendments were pro-
posed to conform the regulations to sec-
tion 2003 of the Employee Retirement
Income Security Act of 1974 (the Act)
(88 Stat. 871) . On December 29, 19786, the
FeoErat Reaister published a notice of
hearing which contained additional
material relating to the proposed amend-
ments. 41 FR 56758. A public hearing was
held on February 14, 1977, After con-
sideration of all comments regarding the
proposed amendments, those amend-
ments are adopted as modified by this
Treasury decision.

By notice appearing in the same issue
of the FroErAL REGISTER, the Department

Internal Revenue Service,
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of Labor (the Department) announced
that it had under consideration a pro-
posal to adopt similar regulations. By
notice appearing In this Issue of the
Feoeral RecistEr, the Department has
announced the adoption of similar
regulations,

Sections 4975 (a) and (b) Impose ex-
cise taxes on disqualified persons who
engage in transactions with employee
benefit plans which constitute prohibited
transactions as deflned in section 4975
(¢c) (1), Section 4975(d) contains exemp-
tions from these prohibited transaction
provisions, Section 2003(c) (2) of the Act
contains transitional rules which delay
the effective date of section 4975 for cer-
tain transactions, These regulations ex-
plain certain of the exemptions and
transitional rules which relate to the
provision of office space or services to
plans by disqualified persons, the Invest-
ment of plan assets in deposits of a bank
or similar financial institution, and the
provision of ancillary services by banks
or similar financial institutions to plans,

EXEMPTION FOR OFFICE SPACE OR SERVICES

Under the notices, the exemption for
the provision of office space or services
applied to those kinds of services which
are “necessary for the establishment or
operation of the plan”. § 54.4975-6(b)
(1) (1) (§ 2550.408b-2(b) (1) 1)) . A sery-
ice was interpreted as being necessary
“if It is of a type which is customarily
furnished to plans of the kind in question
in the ordinary course of their being es-
tablished or operated.” § 54.4075-6(b) (2)
(§ 2550.408b-2(b)(2)).

This interpretation was criticized in
various comments on the grounds that
it would permit an improper service so
long as the service was customary prior
to the adoption of the Act. On the other
hand, many comments noted that what
is customary varies with the size and
kind of plan as well as with the geo-
graphical region in which the plan is
locatéd, and that the proposed inter-
pretation might not permit recognition
of new kinds of services which may be
developed in the future. Several com-
ments stated that the services should be
considered “necessary’” only if they were
essential to plan operation. The proposed
interpretation of what constitutes a nec-
essary service has been revised In light
of these comments,

The notices provided that the service
must be furnished under a contract or
arrangement which is reasonable, § 54.-
4975-6(b) (1) (1D (§ 25650,408b-2(b) (1)
(11)). Under the notices a contract is
not reasonable unless the contract may

be terminated by the plan “* * * with-
out penalty to the plan on reasonably
short notice under the circumstances
* % " §544975-8(h) (3) (% 2550.408b-
2 3)).

The length of the notice period as
compared to the length of the lease was

* References are to the parallel provisions
of the proposed amendments issued by the
Service and the Department, 28 and 20 CFR
respoctively. Reference to the parallel regu-
lations of the Department are contalned in
the parentheses,

proposed as a factor to be considered
in determining reasonableness.

Objections were made to the use of
this factor on the grounds that it does
not bear a sufficlent relationship to com-
mercial practice. Clarification was also
requested as to whether a provision for
» minimum fee or other provision which
is designed to permit recoupment of
start-up costs would be a “penalty”
under the proposed amendments, These
provisions in the proposed amendments
have been revised In response to the
comments,

The exemption does not apply if the
arrangement for services or office space
involves fiduclary conflicts of interest
described In section 4975(c) (1) (E) or
{F), In this regard, the notices provided
a description of a ‘“safe harbor” as
follows:

Thus, & person who is a fiduclary with
respect to a plan may not provide additional
services to the plan and recelve any compen-
sation or other consideration In connection
therewith, unless such provision of services
is arranged and approved on behalf of the
plan by a fiduciary who is Independent of
and unrelated to the fiduciary providing
such services, who is not a party to such
arrmngement for the provision of services,
who does not receive any compensation or
other consideration with respect to such
provision of services, and who has no other
interest with respect to the transaction that
might affect the exercise of such fAduciary's
best judgment as a fiduclary.

§ 54.4975-6(b) (1) (§ 2550.4089b-2(b)
t1)).

Many comments were recelved criti-
cizing the ambiguity of the above quoted
provision. Further clarification was pro-
vided in the notice of hearing published
on December 29, 1976, in the FEDERAL
Recistes. This notice was also criticized
in varjous comments as being ambiguous
with respect to the applicability of the
“safe harbor” In certain common situ-
ations.

In response to these comments, this
portion of the proposed amendments has
been extensively revised to provide better
guldance as to the circumstances under
which the provision of services does or
does not involve an act of self-dealing
under section 4975(c) (1) (E),

INVESTMENT IN DEPOSITS OF BANKS OR
SIMILAR FINANCIAL INSTITUTIONS

Under the notices, inyestments in the
deposits of a fiduciary bank or simjlar fi-
nancial institution in some circum-
stances must meet certain requirements
as to express authorization. § 54,4975-6
(@) (2) (D) and (i) (§2550.408b-4(b)
(2) and (3)),

Several comments objected that a re-
quirement of express authorization in
plan instruments of the specific invest-
ment would necessitate amending hun-
dreds of plans, a procedure which the
commentators stated would be adminis-
tratively burdensome. Further clarifica-
tion was requested as to the exact
language which would constitute a suffi-
clent authorization under the regulations
and whether retroactive amendment of
plan instruments would be permitted.
Consequently, these requirements have
been clarified.
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ANCILLARY SERVICES BY BANKS OR SiMILAR
FINANCIAL INSTITUTIONS

In the notices, attention was called to
the proposed regulations dealing with the
exemption in section 4975(d) (6) of the
Code and section 408(b)(6) of the Act
for the provision to a plan of ancillary
services by a bank or simflar financial in-
stitution which is a fiduciary with respect
to the plan, The Code and the Act re-
quire that such ancillary services be pro-
vided subject to specific guidelines deter-
mined by the agents after consultation
with Federal and State supervisory au~
thorities. The requirements for the spe-
cific guidelines were reserved in the no-
tices, and comments were requested as
to what provisions the guidelines should
contain,

Section 54.4975-6(c) (3) has been re-
served pending development of such
guidelines. When such guidelines have
been developed, a separate notice of pro-
posed rule making will be prepared con-
taining proposed § 54.4975-6(c) (3).

The notice proposed to require that
ancillary services be furnished under an
agreement which binds the bank or sim-
flar financial Institution to comply with
the guidelines for the furnishing of such
ancillary services. §54.4975-6(d) (2) (jy)
(§ 2550.408b-6(b) (4)), Comments were
recelved objecting to this condition on
the grounds that it would involve unnec-
essary cost to plans and that compliance
with the guidelines could be required by
regulations. This requirement has been
omitted.

TRANSITIONAL RULE ¥OR SERVICES

The notices directed attention to al-
ternative interpretations of Iidentical
language contained in Act sections 414
(¢) (4) and 2003(¢c) (2)(D) for the tran-
sitional rule relating to the provision of
services, In § 53.4941(d)-4(¢c) (relating
to acts of self-dealing involving private
foundations), the Treasury interpreted
similar language to mean that, in cer-
tain circumstances, a lease or loan must
be renegotiated by the parties even
though the terms of the pre-existing
contract do not permit either party to
insist upon an adjustment of the con-
tract terms. The Service proposed to
adopt a similar interpretation under Act
section 2003(¢) (2) (D). However, the De-
partment did not propose to require re-
negotintion until renewal if the terms of
the pre-existing contract did not permit
an adjustment of the contract terms.

Because parallel provisions appear in
both Act sections 414(c)(4) and 2003
() (2) (D), the two agencies proposed to
review public comments on these nlter-
native interpretations and to adopt a
uniform rule, After reviewing the public
comments, the agencies have decided to
adopt the interpretation in the notice
issued by Department, because of sub-
stantial differences in the operation of
private foundations and employee bene-
fit plans under thelr respective transi-
tional rules.

OTHER MATTERS

These final regulations replace infor-
mation releases issued by the Service re-
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lating to the matters dealt with in these
regulations, eg., TIR. No. 1328 (De-
cember 31, 1874), TR, No. 1396 (July
24, 1975), and TIR. No. 1399 (August
13, 1975). In addition to other changes,
various stylistic and clarifying changes
have been made from the notices.

DRAPTING INFORMATION

The principal author of this regulation
was Mr, Larry E. Smith of the Legisla~
tion and tions Division of the
Office of Chief Counsel, Internal Reve-
nue Service. However, personnel from
other offices of the Internal Revenue
Service, the Treasury Department and
the Department of Labor participated in
developing the regulation, both on mat-
ters of substance and style,

ADOPTION OF AMENDMENTS
TO THE REGULATIONS

Accordingly, 26 CFR Part 54 is
amended as follows:

PAracrarn 1. Section 54.4975-6 is In-
serted (n the appropriate place to read
as follows:

§ 54.4975-06  Statutory excmptions for
office space or services and certain
trunsactions involving finuncial insti-
tutions,

) Exemption Jor office space or serv-
ices.—11) In general, Section 4975(d)
(2) exempis from the excise taxes im-
posed by section 4975 payment by a plan
to a disqualified person, including a fidu-
ciary, for office space or any service (or
a combination of services), if () such
office space or service is necessary for the
establishment or operation of the plan;
(i) such office space or service is fur-
nished under a contract or arrangement
which Is reasonable; and (ii) no more
than reasonable compensation is paid
for such office space or service. However,
section 4975(d) (2) does not contain an
exemption for acts described in section
4975(c) (1) (E) (relating to fiduclaries
dealing with the income or assets of
plans in their own interest or for their
own account) or acts described in sec-
tion 4975(c) (1) (F) (relating to fiduci-
aries receiving consideration for their
own personal account from any party
dealing with & plan in connection with a
transaction involving the income or as-
sets of the plan), Such acts are separate
transactions not described in section
4975(d) (2), See 3§ 54.4975-6(a) (5) and
54.4975-6(a) (6) for guidance as to
whether Lransactions relating to the
furnishing of office space or services by
fiduciaries to plans involve acis de-
scribed in section 4975(¢c) (1) (tE).

Section 4975(d) (2) does not contain
an exemption from other provisions of
the Code, such as section 401, or other
provisions of law which may impose re-
quirements or restrictions relating to the
transactions which are exempt under
section 4975 (d) (2), See, for example, the
general fiduciary responsibility provi-
sions of section 404 of the Employee Re-
tirement Income Security Act of 1974
(the Act) (88 Stat. 877). The provisions
of section 4975(d) (2) are further limited
by the flush language at the end of sec-
tion 4975¢d) (relating to transactions
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with owner-employees and related per-
s0ns) .

Necessary service, A service Is
necessary for the establishment or opera-
tion of a plan within the meaning of
section 4975(d) (2) and § 54.4976-8(a)
(1) (1) if the service is appropriate and
helpful to the plan obtaining the service
in carrying out the purposes for which
the plan is established or maintained. A
persons providing such a service to a
plan (or & person who Is disqualified
person solely by reason of a relationship
to such & service provider described in
section 4975(e) (2) (F), (G), (H),or (1))
may fumish goods which are neces-
sary for the establishment or operation
of the plan in the course of, and inci-
dental to, the furnishing of such servi ¢
to the plan.

(3) Reasonable contract or arrange-
ment. No contract or arrangement is
reasonable within the meaning of section
4975(d) (2) and § 54.4975-6(a) (1) (1) of
it does not permit termination by the
plan without penalty to the plan on rea-
sonably short notice under the circum-
stances to prevent the plan from becom-
ing locked into an arrangement that has
become disadvantageous. A long-term
lease which may be téerminated prior to
its expiration (without penalty to the
plan) on reasonably short notice under
the circumstances is not generally an
unreasonable arrangement merely be-
cause of its long term. A provision in n
contract or other arrangement which
reasonably compensates the service pro-
vider or lessor for loss upon early termi-
nation of the contract, arrangement or
lease is not a penalty. For example, a

- minimal fee in a service contract which

is charged to allow recoupment of rea-
sonable start-up costs is not & penalty.

Similarly, a provision in a lease for n
termination fee that covers reasonably
foreseenble expenses related to the
vacancy and reletting of the office space
upon early termination of the lease is
not & penalty. Such a provision does not
rensonably compensate for loss if it pro-
vides for payments In excess of actual
loss or if it fails to require mitigation of
damages.

(4) Reasonable compensation, Sec-
tion 4975(d) (2) and § 54.4075-6(m) (1)
(111) permit a plan to pay a disqualified
person reasonable compensation for the
provision of office space or services de-
scribed in section 4975(d) (2) . Paragraph
(e) of this section contains regulations
relating to what constitutes reasonable

compensation for the provision of
services.
(5) Transactions with fiducigries.—

) In general. If the furmishing of office
space or a service Involves an act de-
scribed In section 4975(¢) (1) (E) or (F)
(relating to acts Involving conflicts of
Interest by fiduciaries), such as act con-
stitutes a separate transaction which is
not exempt under section 4975(d) (2).
‘The prohibitions of sections 4875(¢) (1)
(E) and (F) supplement the other pro-
hibitions of section 4875(c) (1) by im-
posing on disqualified persons who are
fiduciaries a duty of undivided loyalty to
the plans for which they act. These pro-
hibitions are Imposed upon fiduciaries to
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deter. them from exercising the author-
ity. control, or responsibility which
makes such persons fiduciaries when
they have interests which may conflict
with the interests of the plans for which
they act. In such cases, the fiduciaries
have Interests in the transactions which
may affect the exercise of their best
judgment as fiduciaries. Thus, a fiduci-
ary may not use the authority, control, or
responsibility which makes such person a
fduclary to cause o plan to pay an addi-
tional fee to such fiduciary (or to a
person in which such fiduciary has an
interest which may affect the exercise
of such fiduciary's best judgment as a
fduclary) to provide a service. Nor may
a fduclary use such authority, control,
or responsibility to cause a plan to enter
into a transaction involving plan assets
whereby such fiduciary (or a person in
which such fiduciary has an interest
which may affect the exercise of such fl-
duclary’s best judgment as a fiduciary)
will receive consideration from a third
party In connection with such trans-
action.

A person in which a fiduciary has an
interest which may affect the exercise of
such fiduclary’s best judgment as a
fiduciary includes, for example, a person
who is a disqualified person by reason of
n relationship to such fiduciary described
in section 4975¢(e) (2) (B), (M., (G, (H),
oriQ.,

(ii) Transactions not described in sec-
tion 4975(¢) (1) (E) . A fiduclafy does not
engage in an act described in section
4875(¢) (1) (E) {f the fiduciary does not
use any of the authority, control or re-
sponsibility which makes such person a
fiduciary to cause a plan to pay addi-
tional fees for a service furnished by
such fiduclary or to pay « fee for a sery-
ice furmished by a person in which such
fNduciary has an interest which may af-
fect the exercise of such fiduciary’s best
judgment as a fiduciary. This may occur,
for example, when one fiduclary is re-
tained on behalf of a plan by a second
fiduciary to provide a service for an
additional fee. However, because the
authority, control or responsibility which
makes a person a fiduciary may be exer-
clsed “in effect” as well as in form, mere
approval of the transaction by & second
fiduciary does not mean that the first
fiduciary has not used any of the author-
ity, control or responsibility which
makes such person a fiduciary to cause
the plan to pay the first fiduciary an ad-
ditional fee for a service,

(i) Services without compensation. If
a fiduciary provides services to a plan
without the receipt of compensation or
other consideration (other than reim-
bursement of direct expenses properly
and actually incurred in the perform-
ance of such services within the meaning
of paragraph (e) (4) of this section), the
provision of such services does not, in
and of itself, constitute an act described
in section 4975(c) (1) (E) or (F). The
allowance of a deduction to an employer
under section 162 or 212 for the expenze
Incurred in furnishing office space or
services to a plan established or main-
tained by such employer does not consti-
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tute compensation or other considera-
tion,

(6) Examples. The provisions of
§ 54.4975-6(n) (5) may be llustrated by
the following exumples:

Brample (1). E, an employer whose em-
ployees are covered by plan P, Is a fiduciary
of P. I is o professional investment adviser in
which E hos no Interest which may affect the
exercise of E's best judgment ax o fiduciary.
E causes P to retain I to provide certain kinds
of investment advisory services of a type
which causes I to be a fiduciary of P under
section 4975(e) (3) (B). Thereafter, I proposes
to perform for sdditonal fees portfolio evalu-
ation services In addition to the services
ourrently provided. The provision of much
services 1s arrpoged by I and approved on
behalf of the plan by E, I has not epgaged
in an act described In section 4075(¢c) (1) (B),
because I did not use any of the nuthority,
control or respousibility which makes I a
fiduclary (the provision of investment ad-
visory services) to cause the plan to pay I
Additional fees for the provision of the port-
follo evaluation services, E has not engaged
in an sct which is described In section 4975
(e) (1) (E). E, as the fiductary who has the
responsibllity to be prudent In his selection
and retention of I and the other investments
advisers of the plan, has an interest in the
purchass by the plan of portfollo evaluation
services. However, such an interest is not an
interest which may affect the exerclse of E's
best judgment as a fAducinry.

Ezxample (2), D, s trustee of plan P with
discretion over the management and disposi-
tion of plan assets, relies on the advice of C.
n consultant to P, as to the Investment of
plan assets, thereby making C a fiduciary of
the plan. On January 1, 1978, C recommends
to D that the plan purchase an Insurance
policy from U, an Insurance company which
concerning the fact that C will receive n
P, C thoroughly explains the reasons for the
recommendation and makes a full disclogure
concerning the fact that C will receive n
commission from U upon the purchase of
the policy by P. D considers the recommenda-
tion and approves the purchase of the policy
by P. C recelves n commission, Under such
circumstances, C has engaged in an act de-
scribed In section 4975(c) (1) (B) (85 well as
section 4976(c) (1) (F)) because C i in fact
exerciaing the authority, control or respon-
sibllity which makes C a fiduciary to cause
the plan to purchase the policy. However, the
transaction is exempt from the prohibited
transaction provisions of section 4076(c) (1)
if the requirements of Prohibited 'Transac-
tion Exemption 77-89 are mot.

Example (%), Assume the same facts as
in Example (2) except that the nature of
O’s relationship with the plan Is not such
that C is n fiduciary of P, The purchase of
the Insurance policy does not Involve an sct
described in section 4875(c)(1) (E) or (P),
becuuse such sections only apply to acts by
fiduciaries.

Exampie (4)., E, an employer whose em-
ployees ure covered by plan P, is & fduclary
with respect to P. A, who s not a disquali-
fied person with respect to P, persundes E
that the plan needs the sorvices of a pro-
fessional investment adviser and that A
should be hired to provide the Investment
advice. Accordingly, E causes P to hire
A to provide Investment advice of the
type which makes A o flduciary under
§ 544075-6(c) (1) (1) (B). Prior to the ex-
piration of A's first contraot with P, A
persundes E Lo cause P o renew A's contract
with P to provide the same services for addi-
tional fees In view of the increased costs
in providing such services, During the period
of A's second contract, A provides additional
Investment advice services for which no addi-

tional charge s made, Prior to the explration
of A’s second contract, A persuades E to cause
P to renew his contract for additional fees
In view of the additional services A Is pro-
viding, A has not engaged in an act de-
soribed In section 4876(c) (1) (E), because
A has not used any of the suthority, control
or responsibility which makes A n fiduciary
(the provision of inveatment sdvice) to cause
the plan to pay additional fees for A's
services.

Example (5). P, & trustee of plan P with
discretion over the manngement and dispo-
sition of plan assets, retains C to provide
administrative services to P of the type which
makes C a fiduciary under section 4975(e)
(3) (C). Thereafter, C retains' F to provide
for additional fees, motunrinl and wvariou
kinds of administrative services in addition
to the services F 18 currently providing to
P. Both P and C-have engaged i an act
described In section 4976(¢c)(1)(E)., ¥, re-
gardless of any intent which he may have
had at the time he retalned C, has engaged
in such an act because ¥ has, 1o effoct, ox-
eroised the authority, control or responsibl)-
ity which makes F a fiducinry to cause the
pian to pay F additionnl fees for the services
C, whose continued employment by P de-
pends on F, has also engaged in such an net
because C has an Interest in the transaction
which might affect the exercise of C's best
Judgment as a fiducinry. As a result, C has
dealt with plan assets In his own interest
under section 4975(0) (1) (E)

Example (6). P, a fiduciary of plan P with
discretionary suthority respecting the man-
agement of P, retalus 8, the son of F. to
provide for a foe various kinds of sdminis-
trative services necessary for the operation
of the plan, F has engaged In an act described
In section 4075(c) (1) (E), because S 18 a per-
son in whom F has an Interest which may
affect the exercise of F's best judgment as
A fiduclary. Such sct Is not exempt under
section 4975(d)(2) Irreapective of whether
the provision of the services by 8 is exempt,

Example (7). T, one of the trustees of plan
P, 15 president of bank B, The bank pro-
poses to provide administrative sorvices to
P for a fee. T physioally absonts himself
from all conalderation of B's proposal and
does not otherwise exercise any of the au-
thorlty, control or responsibility which
makes T a fiduclary to cause the plan to
retaln B, The other trustees decide to re-
tain B. T has not engaged In an act described
in section 4076(c) (1) (E). Further, the other
trustees have not engaged In an act de-
scribed in section 4975(¢) (1) (E) merely bo-
cause T is on the board of trustees of P.
This fact alone would not make them have
an Interest In the transaction which might
affect the exercise of their beat judgment
us fiduciaries,

(b) Exemption for bank deposits.—
(1) In general. Section 4975(d) (4) ex-
empts from the excise taxes imposed by
section 4975 investment of all or a part
of a plan’s assets in deposits bearing a
reasonable rate of interest In a bank or
similar financial institution supervised
by the United States or a State, even
though such bank or similar financial in-
stitution is a fiduciary or other disquali-
fied person with respect to the plan, If
the conditions of either § 54.4975-6(b)
(2) or § 54.4975-6(b) (3) are met. Section
4975(d) (4) provides an exemption from
section 49875¢c) (1) (E) relating to fidu-
ciaries dealing with the income or assets
of plans in their own interest or for their
own account), as well as sections 4975
fc) (1) (A) through (D), because sec-
tion 4975(d) (4) contemplates a bank or
similar financial institution causing a
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plan for which it acts as a fiduclary to
inyest plan assets in its own deposits if
the requirements of section 4975(d) (4)
are met. However, it does not provide an
exemption from section 4975(¢) (1) (F)
(relating to fiduciaries recelving consid-
eration for thelr own personal account
from any party dealing with a plan in
connection with a transaction involving
the Income or assets of the plan), The
receipt of such consideration is & sepa-
rate transaction not described in the
exemption. Section 4975(d) (4) does not
contain an exemption from other provi-
sions of the Code, such as section 401, or
other provisions of law which may im-
pose requirements or restrictions relat-
ing to the transactions which are ex-
empt under section 4975(d) (4). See, for
example, the general fiduciary responsi-
bility provisions of section 404 of the
Act. The provisions of section 4875(d)
(<) are further limited by the flush lan-
guage at the end of section 4975(d) (re-
lating to transactions with owner-em-
ployees and related persons).

(2) Plan covering own employees, Such
investment may be made if the plan Is
one which covers only the employees of
the bank or similar financial institution,
the employees of any of its affiliates, or
the employees of both.

(3) Other plans—1i) General rule.
Such investment may be made if the
investment is expressly authorized by a
provision of the plan or trust lnstru-
ment or if the investment is expressly
authorized (or made) by a fiduciary of
the plan (other than the bank or similar
financial institution or any of its amili-
ates) who has authority to make such
investments, or to instruct the trustee
or other fiduciary with respect to in-
vestments, and who has no interest in the
transaction which may affeet the exer-
cise of such authorizing fiduciary’s best
Judgment as & fiduciary so as to cause
such authorization to constitute an act
described in section 4975(c) (1) (E) or
(F). Any authorization to make invest-
ments contained in a plan or trust in-
strument will satisfy the requirement of
express authorization for investments
made prior to November 1, 1977.

Effective November 1, 1977, in the case
of a bank or simllar financial institution
that invests plan assets in deposits in
itself or its affiliates under an authoriza-
tion contained in a plan or trust instru-
ment, such authorization must name
such bank or similar financial institution
and must state that such bank or similar
financial institution may make invest-
ments in deposits which bear a reason-
able rate of interest in itself (or in an
affiliate.)

(i1) Example. B, a bank, Is tho trustee of
plan P's sassta. The trust instruments give
the trustee the right to invest plan assets
in its discretion. B Invests in the certificates
of deposit of bank C, which is a fiduclary of
the plan by virtue of performing certaln
custodial and administrative services. The
authorization is sufficient for the plan to
make such investment under section 4975
(d){4). Further, such authorization would
suffice to allow B to make investments in
deposits in itself prior to November 1, 1977.
However, subasquent to October 31, 1977, B
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may not invest In deposits In Itself, unless
the pian or trust instrument specifically au-
thorizes it to invest in deposits of B.

€4) Definitions, (1) The term “bank or
similar financial institution™ includes a
bank (as defined in section 581), a
domestic building and loan association
(as defined in section 7701(a) (18) ), and
u credit union (as defined in section 101
(6) of the Federal Credit Union Act).

(ii) A person is an affiliate of a bank
or similar financlal institution if such
person and such bank or similar financial
institution would be treated as members
of the same controlled group of corpora-
tons or as members of two or more
trades or businesses under common con-
trol within the meaning of section A4
(b) or (¢) and the regulations there-
under.

(i1 The term “deposils” includes any
account, temporary or otherwise, upon
Which a reasonable rate of interest is
paid, including a certificate of deposit
issued by s bank or similar financial
institution.

(¢) Exemption for anciliary bank serv-
ices.—(1) In general, Section 4975(d)
{6) exempts from the excise taxes im-
posed by section 4875 the provision of
certain ancillary services by a bank or
similar financial institution (as defined
in §54.4075-6(b) (4) (1)) supervised by
the United States or a State to a plan for
which it acts as a fiduciary if the condi-
tions in § 54.4975-6(c) (2) are met, Such
ancillary services include services which
do not meet the requirements of section
4975¢d) (2), because the provision of such
services involves an act described in sec-
tion 4975(c) (1) (E) (relating to fiduci-
aries dealing with the income or sssets
of plans in their own interest or for their
own account) by the fiduciary bank or
similar financial institution. Section 4975
fd) (6) provides an exemption from sec-
tion 4975(¢) (1) (E), because section 4975
(d) (6) contemplates the provision of
such ancillary services without the ap-
proval of a second fiduciary (as described
in §544975-6(a)(5) (11)) if the condi-
tions of § 54.4975-6(¢) (2) are met, Thus,
for example, plan assets held by a fidu-
clary bank which are reasonably ex-
pected to be needed to satisfy current
plan expenses may be placed by the bank
in o non-interest-bearing checking ac-
count in the bank if the conditions of
§ 54.4975-6(c) (2) are met, notwithstand-
ing the provisions of section 4975(d) (4)
irelating to iInvestments in bank de-
posits), However, section 4975(d) @)
does not provide an exemption for an act
described in section 4975(¢) (1) (F) (re-
lating to fiduciaries recelving considera-
tion for their own personal account from
any party dealing with a plan in con-
nection with a transaction involving the
income or assets of the plan) . The receipt
of such consideration is a separate trans-
action not described in section 4975(d)
(6).

Section 4975(d) (6) does not contain
an exemption from other provisions of
the Code, such as section 401, or other
provisions of law which may impose re~
quirements or restrictions relating to the
transactions which are exempt under
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section 4975(d) (6). See, for example, the
general fiduciary responsibility provi-
sions of section 404 of the Act. The pro-
visions of section 4975(d) (6) are fur-
ther limited by the flush language at the
end of section 4975(d) (relating to trans-
actions with owner-employees and re-
Inted persons).

(2) Conditions. Such service must be
provided:

(i) At not more than reasonable com-
pensation;

(ii) Under adequate Internal safe-
guards which assure that the provision
of such service is consistent with sound
banking and financial practice, as deter-
mined by Federal or State supervisory
authority; and

(i) Only to the extent that such serv-
ice is subject to specific guidelines issued
by the bank or similar financial institu-
tion which meet the requirements of
§ 54.4975-6(c) (3). :

(3) Specific gpuidelines. [Reserved)

(d) Exemption for services as a fidu-
ciary. |Reserved)

(e) Compensation for services—(1)
In general. Section 4975(d) (2) refers to
the payment of reasonable compensation
by a plan to a disqualified person for
services rendered to the plan. Section
4975(d) (10)  and  §§ 54.4975-8(e) (2)
through 54.4975-6(e) (5) clarify what
constitutes reasonable compensation for
such services.

(2) General rule. Generally, whether

compensation is “reasonable” under sec-

tions 4975(d) (2) and (10) depends on
the particular facts and circumstances
of each case.

13) Paymenis to certain fiduciaries.
Under sections 48756(d) (2) and (10), the
term "reasonable compensation” does not.
include any compensation to a fiduciary
who is already recelving full-time pay
from an employer or association of em-
ployers (any of whose employees are par-
ticipants in the plan) or from an
employee organization (any of whose
members are participants in the plan’,
except for the reimbursement of direct
expenses properiy and actually inourred
and not otherwise reimbursed. The re-
strictions of this paragraph (e)(3) do
not apply to a disqualified persen who
is not a fiduciary.

(4) Certain expenses nol direct ex-
penses. An expense is not a direct ex-
pense to the extent it would have been
sustained had the service not been pro-
vided or if it represents an allocable
portion of overhead costs.

(5) Expense advances. Under sections
4976(d) (2) and (10), the term ‘“rea-
sonable compensation”, as applied to a
fiduciary or an employee of a plan, in-
cludes an advance to such a fiduclary
or employee by the plan to cover direct
expenses to be properly and actually in-
curred by such person in the perform-
ance of such person’s duties with the
plan if:

(1) The amount of such advance is
reasonable with respect to the amount
of the direct expense which is likely
to be properly and actually incurred
in the immediate future (such as dur-
ing the next month); and
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(i1) The fiduciary or employee ac-
counts to the plan at the end of the
period covered by the advance for the
expenses properly and actually incurred.

(6) Eaxcessive compensation. Under
sections 4975(d) (2) and (10), any com-
pensation which would be considered ex-
cessive under §1.162-7 (relating to
compensation for personal services
which constitutes an ordinary and nec-
essary trade or business expense) will
not be “reasonable compensation”, De-
pending upon the facts and circum-
stances of the particular situation, com-
pensation which is no% excessive under
$ 1.162-7 may, nevertheless, not be “rea-
gonable compensation'” within the
meaning of sections 4975(d) (2) and
(10},

Panr. 2. Section 54.4975-15 Is inserted
in the appropriate place to read as
follows:

§ 54.4975-15 Other transitional rules.

ta) [Reserved]

(b) [Reserved)

(¢) [Reserved]

(d) Provision of certain services until
June 30, 1977 —~(1) In general. Section
2003(¢) (2) (D) of the Employee Retire-
ment Income Security Act of 1974 (the
Act) (88 Stat. 979) provides that sec-
tion 4975 shall not apply to the provi-
sion of services before June 30, 1877,
between a plan and u disqualified per-
son if the three requirements contained
in section 2003(c) (2) (D) of the Act are
met. The first requirement is that such
services must be provided either (1)
under a binding contract in effect on
July 1, 1974 (or pursuant to a renewal
or modification of such contract); or
(11) by a disqualified person who ordi-
narily and customarily furnished such
services on June 30. 1974, The second
requirement is that the services be pro-
vided on terms that remain at least as
favorable to the plan as an arm’s-length
transaction with an unrelated party
would be.

For this purpose, such services are pro-
vided on terms that remain at least as
favorable to the plan as an arm’s length
transaction with an unrelated party
would be if, at the time of execution
(or renewal) of such binding contract,
the contract (or renewal) Is on terms
at least as favorable to the plan as an
arm’s-length transaction with an un-
related party would be. However, if in
a normal commercial setting an unre-
Iated party in the position of the plan
could ‘be expected to insist upon a re-
negotiation or termination of a binding
contract, the plan must s0 act. Thus,
for example, if a disqualified person pro-
vides services to a plan on a month-to-
month basis, and a party In the position
of the plan could be expected to rene-
gotiate the price pald under such con-
tract because of a decline in the fair
market value of such services, the plan
must so act in order to avoid participa-
tion in a prohibited transaction. The
third requirement is that the provision
of services must not be, or have been,
at the time of such provision a pro-
hibited transaction within the meaning
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of section 503(b) or the corresponding
provisions of prior law. If these three
requirements are met, section 4975 will
apply neither to services provided before
June 30, 1977 (both to customers to
whom such services were being provided
on June 30, 1974, and to new customers)
nor to the receipt of compensation
therefor. Thus, if these three require-
ments are met, section 4975 will not
apply until June 30, 1977, to the pro-
vision of services to a plan by a dis-
qualified person (including a fiduciary)
even if such services could not be fur-
nished pursuant to the exemption pro-
visions of sections 4975(d) (2) or (6) and
§ 54.4975-6. For example, if the three
requirements of sectlon 2003(c) (2) (D)
of the Act are met, & person serving as
fiduciary to a plan who already receives
full-time pay from an employer or an
association of employers, whose em-
ployees are participants in such plan,
or from an employee organization whose
members are participants in such plan,
may continue to receive reasonable com-
pensation from the plan for services
rendered to the plan before June 30,
1977, Similarly, until June 30, 1977, a
plan consultgnt who may be a fiduciary
because of the nature of the consultative
and administrative services being pro-
vided may, if these three requirements
are met, continue to cause the sale of
insurance to the plan and continue to
receive commissions for such sales from
the insurance company writing the pol-
icy. Further, If the three requirements
of section 2003 (¢)(2r(D) of the Act
are met, a securities broker dealer
who renders investment advice to a plan
for a fee. thereby becoming a fiduciary,
may furnish other Services to the plan,
such as brokerage services, and receives
compensation therefor. Also, il a regis-
tered representative of such a broker-
dealer were a fiduciary, the registered
representative may receive compensa-
tion, including commissions, for broker-
s;ggvscn'tm performed before June 30,

(2) Persons deemed to be June 30,
1974, service providers. A disqualified
person with respect to a plan which did
not, on June 30, 1974, ordinarily and cus-
tomarily furnish a particular service,
will nevertheless be considered to have
ordinarily and customarily furnished
such service on June 30, 1974, for pur-
poses of this section and section 2003(¢)
(2) (D) of the Act, I either of the fol-
lowing conditions are met:

(i) At least 50 percent of the out-
standing beneficial interests of such dis-
qualified person are owned directly or
through one or more intermediaries by
the same person or persons who owned,
directly or through one or more inter-
mediaries, at least 50 percent of the out-
standing beneficial interests of a person
who ordinarily and customarily fur-
nished such service on June 30, 1974; or

(i) Contrel or the power to exercise
a controlling influence over the man-
agement and policies of such disqualified
person is possessed, directly or through
one or more intermediaries, by the same
person or persons who possessed, directly
or through one of more intermediaries,

control or the power to exercise a con-
trolling influence over the management
and policies of a person who ordinarily
and customarily furnished such service
on June 30, 1974. For purposes of
this paragraph (d) (2) a person shall be
deemed to be an “intermediary” of an-
other person if at least 50 percent of
the outstanding beneficial interests of
such person are owned by such other
person, directly or indirectly, or if such
other person controls or has the power
to exercise & controlling influence over
the management and policies of such
person.

(3) Examples. The principals of £ 54.-
4975-15(d) (2) may be illustrated by the
following examples,

Erample (1). A owns 50 percont of the
outstanding beneficinl Interests of ABC
Partnership which ordinarily and customar-
{ly furnished certain services on Juneo 30,
1974. On July 2, 1974, ABC Partnership was
incorporated into ABC Corporation with one
class of stock outstanding, A owns 50 per-
cent of the shares of such stock. ABC Cor-
poration furnishes the same services that
were furnished by ABC Partnership on June
30, 1974. ABC Corporation will be deemed to
have ordinarily and customarily furnished
such services on June 30, 1674, for purposes
of section 2003(c) (2) (D) of the Act.

Erxample (2). A snd B together own 100
percent of the beneficial Interests of AB
Partnerabip, which ordinarily and custom-
arily furnished certaln services on June 30,
1074, On September 1, 1074, AB Partnership
wns incorporated Into AB Corporation with
one class of stock outstanding, A and B
each own 20 percent of such outstanding
class of stock and together have control
over the management and policles of AB
Corporation. AB Corporation furnishes the
same services that were furnished by AB
Partnership on June 30, 1874, AB Corpora-
tion will be deemed to have ordinarily and
customarily furnished such services on June
30, 1974, for purposes of section 2003(e)(2)
(D) of the Act,

Erample (3). On June 30, 1974, M Corpora-
tion wns ordinarily and customarily fur-
nishing certain services. On that date, X,
Y and Z together owned 50 percent of all
classes of the outstanding shares of M Cor-
poration. On January 28, 1075, all of the
shareholders of M ration exchanged
their shares In M Corporation for shares of
n new N Corporation, As a resuit of that ex~
change, X, Y and Z together own 50 percent
of the common stock of N Corporation, the
only ciass of N Corporation stock outstand-
Ing after the exchange. N Corporation fur-
nishes the services formerly furnished by
M Corpomation. N Corporation will be
deemed to have ordinarily and customarily
furnished such services on June 30, 1974,
:\or purposes of section 2003(c) (2) (D) of the

ct.

Example (4). 1 Corporation ordinarily and
customarlly furnished certaln services on
June 30, 1674, On November 3, 1875, I Cor-
poration organizes o wholly owned sub-
sidiary, 8 Corporation, which furnishes the
same services ordinarily and customarily
furnished by I Corporation on June 30,
1974. S Corporation will be deemed to have
ordinarily and customarily furnished such
gervices on June 30, 1074, for purposes of
section 2003(c) (2) (D) of the Act,

Ezxample (5). X Corporntion, wholly-owned
and controlled by A, ordinarily and custom-
artly furnished certain services on June 30,
1074. Y Corporation did not perform such
services on that date. On January 2, 1976,
X Corporation is merged into ¥ Corporation
and, although A received less than 50 per-
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cent of the towl outstanding shares of Y
Corporation, after such merger A has con-
tral over the management and policles of ¥
Corporation, ¥ Corporation furnishes the
same services that were formerly furnished
by X Corporation. Y Corporation will be
deemed to have ordinarily and customarily
furnished such servicea on June 30, 1074, for
purposes of section 2003(c)(2) (D) of the
Act,

This Treasury decision is issued under
the authority contained in section 7805
of the Internal Revenue Code of 1954
(68A Stat. 917; 26 U.S.C. 7805).

Witriam E. WiILLIAMS,
Commissioner of
Internal Revenue.
Approved:

LAuREnCE N. WOODWORTH,
Assistant Secretary of the
Treasury.

|FR Doc77-178094 Flled 6-21-77,8:45 am|

Title 29—Labor

CHAPTER XXV—PENSION AND WELFARE
BENEFIT PROGRAMS
SUBCHAPTER F—EMPLOYEE REVIREMENT

INCOME SECURITY ACT OF 1974
PART 2550—RULES AND REGULATIONS
FOR FIDUCIARY RESPONSIBILITY

Exemptions for the Provision of Services
or Office Space to Employee Benefit
Plans, the Investment of Plan Assets in
Bank Deposits, the Provision of Bank
Ancillary Services to Plans, and the
Transitional Rule for the Provision of
Services to Plans

AGENCY: Department of Labor.
ACTION; Final regulations.

SUMMARY: This document contains
final regulations relating to the provi-
sion of services or office space to em-
ployee benefit plans, the investment of
plan assets in the deposits of banks and
similar financial institutions, the pro-
vision of ancillary sgervices by banks and
similar financial institutions to plans,
and the transitional rule for the provi-
sion of services to plans under the Em-~
ployee Retirement Income Security Act
of 1974. These regulations provide nec-
essary guidance to the public for com-
pliance with the law and affect partici-
pants and beneficlaries of employee
benefit plans, thelr employers, persons
providing services to such plans, and
banks and similar financial institutions,

EFFECTIVE DATE: January 1, 1975.
FOR FURTHER INFORMATION CON-
TACT:

Mr. Forrest Foss of the Plan Benefits
Security Division, Office of the Solici-
tor, Department of Labor, 200 Consti-
tution Avenue NW, Washington,
D.C. 20210, Room C-4508 (202-523-
6856, not & toll free number).

SUPPLEMENTARY INFORMATION:
BACKGROUND
On July 30, 1976, notice was published
in the FroeraL Recister (41 FR 31874)
that the Department of Labor (the De-
partment) had under consideration a
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proposal to adopt regulations 29 CFR
2550.408b-2, 2550.408b-4. 2550.408b-6,
2550.408¢-2, and 2550.414c-4. under sec-
tions 408(b)(2), 408(h) 4, 408:b)16),
408(c) (2), and 414(c)4) of the Em-
ployee Retirement Income Security Act
of 1874 (the Act) relating to the provi-
slon of services or office space to plans,
the Investment of plan assets in bank
deposits, the provision of bank ancillary
services to plans and the transitional
rule for the provision of services to
plans.! On December 29, 1976, the Fen-
£RAL REGISTER published a notice of hear-
ing (41 FR 56758) which contained ad-
ditional material relating to the pro-
posed regulations. On February 14, 1877,
the Department and the Internal Rev-
enie Seryice (the Service) held a pub-
lic hearing on the provisions of the pro-
posed regulations. After consideration of
all the written comments received and
the testimony given at the public hear-
ing, the Departinent has decided to
adopt the proposed regulations, as modi-
fled and set forth below ”

Section 406 of the Act prohibits a fi~
duciary with respect to a plan from
knowingly causing the plan to engage in
certain transactions (’prohibited trans-
actions™) ., Section 408(b) of the Act con-
tains exemptions from these prohibited
transaction provisions. Section 414¢)
(4) of the Act contains transitional rules
which delay the effective date of section
406 for certain transactions. These reg-
ulations explain certain of the exemp-
tions and transitional rules which relate
to the provision of services or office space
to plans by parties in interest, the invest-
ment of plan assets in deposits of a bank
or similar financial institution which is
& party in interest to the plan and the
provision of ancillary services to a plan
by a bank or similar financial institution
which is a fiduclary with respect to the
plan.

EXeEMPTION POil OFFICE SPACE
OR SERVICES

Under the notices, the exemption for
the provision of office space or services
applied to those kinds of services which
are ‘“necessary for the establishment or
operation of the plan."” & 2550.408b-2(b)
(1) (1) (§54.4975-6(b) (1) (1)) .* A service
was interpreted as being necessary “if it
is of a type which is customarily fur-
nished to plans of the kind in question in
the ordinary course of their being estab-
lished or operated.” § 2550.408b-2(b) (2)
(§ 54.4975-6(b) (2))

' By notice appearing in the same Issue of
the Rzcisten (41 FR 31838), the In-
ternal Revenue Service announced that it
had under considerstion a proposal to adopt
similar regulations.

' By notice appearing in this issue of the
Promal Recisten, the Service has announced
the adoption of similar regulstions.

References are to the paraliel provisions
of the proposed regulations lssued by the
Department and the proposed amendments
wsued by the Service, 26 and 26 CFR respec-
tively. Reference to the parallel amendments
of the Service are to the Pension Excise Tax
Regulations (26 CFR Part 54) and are con-
tained in the parentheses
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This interpretation was criticized in
various comments on the grounds that it
would permit an improper service so long
as the service was customary prior to the
adoption of the Act. On the other hand,
many comments noted that what is cus-
tomary varies with the size and kind of
plan as well as with the geographical re-
gion in which the plan is located, and
that the proposed interpretation might
not permit recognition of new kinds of
services which may be developed in the
future. Several comments stated that the
services should be considered ‘“neces-
sary” only {f they were essential to plan
operation. The proposed interpretation
of what constitutes a necessary service
has been revised in light of these com-
ments.

The notices provided that the service
must be furnished under a contract or
arrangement which Is reasonable. § 25~
50.408b~2(b) (1) (ii) (§ 54.4975-6(b) (1)~
(11) ). Under the notices, a contract 15 not
reasonable unless the contract may be
terminated by the plan “* * * without
penalty to the plan on reasonably short
notice under the circumstances * * *."
£ 2550.408b-2(b) (3) (§ 54.4975-6(bH) (3 ).

The length of the notice period as
compared to the length of the lease was
proposed as a factor to be considered in
determining reasonableness. Objections
were made to the use of this factor on
the grounds that it does not bear a suffi-
cient relationship to commercial prac-
tice. Clarification was also requested as
to whether a provision for a minimum
fee or other provision which Is designed
to permit recoupment of start-up costs
would be a “penalty' under the proposed
regulations. These provisions in the pro-
posed regulations have been revised in
response to the comments.

The exemption does not apply If the
arrangement for services or office space
involves fiduciary conflicts of interest
described in section 406(b) of the Act.
In this regard, the notices provided a
;1escrlptlon of & “safe harbor” as fol-
OWS:

Thus, a person who s & fAduclary with
respect to a plan may not provide additional
services to the plan and receive any com-
pensation or other consideration in connec-
tion therewith, unless such provision of
services 15 arranged and approved on behalf
of the pian by a fduclary who is Independ-
ent of and unreiated to the fiduclary pro-
viding such services, who 8§ not s party to
such arrangement for the provision of serv-
ices, who does not receive any compensation
or other considerntion with respect to such
provision of services, and who has no other
interest with respect to the transaction that
might atfect the oxorcise of much fiduciary's
best judgment as a fiduciary,

$ 2550.408b-2(b) (1) (§ 54.4975-6/br 1)),

Many comments were received criti-
cizing the ambiguity of the above quoted
provision. Further clarification was pro-
vided in the notice of hearing published
on December 29, 1976, in the FEpERAL
Recister. This notice was also criticized
in various comments as being ambiguous
with respect to the applicability of the
“safe harbor" in certain common situ-
ations,
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In response to these comments, this
portion of the has

proposed regulations
been extensively revised to provide bet-
ter guldance as to the circumstances un-
der which the provision of services does
or does not involve an act of self-dealing
under section 406(b) (1) of the Act.

INVESTMENT IN DEPOSITS OF BANKS OR
SimirAn FINANCIAL INSTITUTIONS

Under the notices, investments in the
deposits of a fiduciary bank or similar
financial institution In some circum-
stances must meet certain requirements
as to express anthorization. § 2550,408b-
4(b) (2) and (3) (§54.4975-6(c)(2)
(1) and (D),

Several comments objected that a re-
quirement of express authorization in
plan instruments of the specific invest-
ment would necessitate amending hun-
dreds of plans, a procedure which the
commentators stated would be adminis-
tratively burdensome. Further clarifica-
tion was requested as to the exact lan-
guage which would constitute a sufficient
authorization under the regulations and
whether retroactive amendment of plan
instruments would be permitted. Con-
sequently, these requirements have been
clarified.

ANCILLARY SERVICES B8Y BANKS O
SiMILAr FINANCIAL INSTITUTIONS

In the notices, attention was called to
the proposed regulations dealing with
the exemption in section 408(b)(6) of
the Act and section 4975(d) (6 of the
Code for the provision to a plan of ancil-
Jary services by a bank or similar finan-
cial institution which is & fiduciary with
respect to the plan. The Act and the Code
require that such ancillary services be
provided subject to specific guidelines
determined by the agencies after consul-
tation with Federal and State supervi-
sory authorities. The requirements for
the specific guldelines were reserved in
the notices, and comments were re-
quested as to what provisions the guide-
lines should contain.

Section 2550.408b-6(c) has been re-
served pending development of such
guldelines. When such guidelines have
been developed, a separate notice of pro-
posed rulemaking will be prepared con-
taining proposed § 2550.408b-6(c),

The notice proposed to require that
ancillary services be furnished under an
agreement which binds the bank or simi-
lar financial institution to comply with
the guidelines for the furnishing of such
ancillary services. § 2550.408b-6(b) (4)
(§ 54.2075-6(d) (2) (iv) ). Comments wero
received objecting to this condition on
the grounds that it would involve unnec-
essary cost to plans and that compliance
with the guidelines could be required by
m:»n& This reqt_urunwt has been

TRANSITIONAL RULE FOR SERVICES

The notices directed attention to al-
ternative interpretations of identical
language contained in Act sections 414
(c) (4) and 2003(c) (2) (D) for the tran-
sitional rule relating to the provision of
services. In 26 CFR 53.4941(d) -4(¢c) (re-
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Iating to acts of self-dealing involving
private foundations), the Department of
the Treasury interpreted similar lan-
guage to mean that, in certain circum-
stances, a lease or loan must be rene-
gotiated by the parties even though the
terms of the pre-existing contract do not
permit either party to Insist upon an ad-
justment of the contract terms. The
Service proposed to adopt a similar in-
terpretation under Act section 2003(c)
(2)(D). However. the Department did
not. propose o require renegotiation
until renewal if the terms of the pre-
existing contract did not, permit an ad-
justment of the contract terms.

Because parallel provisions appear in
both Act sections 414(c) (4) and 2003(c)
(2) (D), the two agencies proposed to re-
view public comments on these alterna-
tive Interpretations and to adopt a uni-
form rule. After reviewing the public
comments, the~agencies have decided to
adopt the Interpretation in the notice is-
sued by the Department, because of the
substantial differences in the operation
of empioyee benefit plans and private
foundations under their respective tran-
sitional rules.

OTHER MATTERS

The attention of interested parties is
directed to the fact that regulation
2550.408c-2 replaces Interpretive Bulle-
tin 2509.75-6 (ERISA IB 75-6) and regu-
lation 2550.414c-4 replaces JInterpretive
Bulletins 2509.75-1 (ERISA IB 75-1) and
2509.75-T7 (ERISA IB 75-7).

In addition to the changes noted above
that have been made in the regulation
as adopted in response to suggestions
made in the written comment letters and
testimony given at the public hearing
of February 14, 1877, other minor
changes intended to clarify the pro-
visions of the regulations have been
made.

ADOPTION OF FINAL REGULATIONS

Accordingly, 280 CFR Part 2550 is
amended as follows:

ParacrarH 1. Section 2550.408b-2 is
inserted in the appropriate place to read
as follows:

§ 2550.408b-2 General stslutory ex-
emption for services or office space.

(a) In general, Section 408(b) (2) of
the Employee Retirement Income Se-
curlty Act of 1974 (the Act) exempts
from the prohibitions of section 406(n)
of the Act payment by a plan to a parly
in interest, including a fiduciary, for of-
fice space or any service (or a combina-
tion of services) if (1) such office space
or service is necessary for the establish-
ment or operation of the plan; (2) such
office space or service is furnished under
a contract or arrangement which is rea-
sonable; and (3) no more than reason-
able compensation is paid for such office
space or service. However, section 408
(b) (2) does not contain an exemption
from acts described in section 406(b)
(1) of the Act (relating to fiduciaries
dealing with the assets of plans in their
own Interest or for their own account),
section 406(b) (2) of the Act (relating to

fiduciaries in their individual or in any
other capacity acting In any transaction
involving the plan on behalf of a party
(or representing a party) whose interests
are adverse to the interests of the plan
or the Interests of its participanis or
beneficiaries) or section 406(b)(3) of
the Act (relating to fiduciaries receiving
consideration for their own personal
account from any party dealing with a
plan in connection with a transaction in-
volving the assets of the plan). Such acts
are separate transactions not described
in section 408(b) (2). See §§ 2550.408h-2
(e) and () for guldance as to whether
transactions relating to the furnishing
of office space or services by fiduciaries
to plans involve acts described in sec-
tion 408(b) (1) of the Act. Section 408
(b) (2) of the Act does not contain an
exemption from other provisions of the
Act, such as section 404, or other pro-
visions of law which may impose requtire-
ments or restrictions relating to the
transactions which are exeéempt under
section 408(b) (2) . See, for example, sec-
tion 401 of the Internal Revenue Code of
1954. The provisions of section 408(b) (2)
of the Act are further limited by sec-
tion 408(d) of the Act (relating to trans-
actions with owner-employees and re-
Iated persons).

(b} Necessary service. A service is nec-
essary for the establishment or operation
of a plan within the meaning of section
408(b) (2) of the Act and % 2550.408b-2
(@) (1) if the service is appropriate and
helpful to the plan obtalning the service
in carrying out the purposes for which
the plan Is established or maintained, A
person providing such a service to a plan
(or & person who is a party in Interest
solely by reason of a relationship to such
a service provider described In section 3
(14) (F), (G), (H), or (ID of the Act)
may furnish goods which are necessary
for the establishment or operation of the
plan in the cousmse of, and incidental to,
the furnishing of such seryice to the plan.

(c) Reasonable contract or arrange-
ment. No contract or arrangement is rea-
sonable within the meaning of section
408(b) (2) of the Act and § 2550.408b-2
(@) (2) if it does not permit termination
by the plan without penalty to the plan
on reasonably short notice under the cir-
cumstances to prevent the plan from be-
coming locked Into an arrangement that
has become disadvantageous, A long-
term lease which may be terminated
prior to its expiration (without penalty
to the plan) on reasonably short notice
under the circumstances is not generally
an unreasonable arrangement merely be-
cause of its long term. A provision in a
contract or other arrangement which
reasonably compensates the service pro-
vider or lessor for loss upon early termi-
nation of the contract, arrangement or
lease 18 not a penalty. For example, a
minimal fee in a service contract which
is charged to allow recoupment of rea-
sonable startup costs is not a penalty.
Similarly, & provision in a lease for a ter-
mination fee that covers reasonably fore-
sceable expenses related to the vacancy
and reletting of the office space upon
early termination of the lease is not a
penalty. Such a provision does not rea-
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songbly compensate for loss if it provides
for payment in excess of actual loss or
if it falls to require mitigation of dam-
ages.

(d) Reasonable compensation. Section
408(b) (2) of the Act and § 2550.408b-2
(a) (3) permit a plan to pay a party in
interest reasonable compensation for the
provision of office space or services de-
scribed in section 408(b) (2). Section
2550,408¢-2 of these regulations contains
provisions relating to what constitutes
reasonable compensation for the provi-
sion of services,

(e) Transactions with fiduciaries.—
(1) In general, If the furnishing of of-
fice space or a service involves an act
described in section 406(b) of the Act
(relating to acts involving conflicts of
interest by fiduciaries), such an act con-
stitutes & separate transaction which is
not exempt under section 408(b)(2) of
the Act. The prohibitions of section 406
(b) supplement the other prohibitions of
section 406(a) of the Act by imposing
on parties In Interest who are fiduciaries
a duty of undivided loyalty to the plans
for which they act, These prohibitions
are imposed upon fiduciaries to deter
them from exercising the authority, con-
trol, or responsibility which makes such
persons fiduciaries when they have in-
terests which may conflict with the in-
terests of the plans for which they act,
In such cases, the fiduciaries have inter-
ests in the transactions which may affect
the exercise of their best judgment as
fiduciaries, Thus, a fiduciary may not use
the authority, control, or responsibility
which makes such person a fiduciary to
cause a plan to pay an additional fee to
such fiduciary (or to a person in which
such fiduciary has an interest which may
affect the exercise of such fiduciary's
best judgment as a fiduciary) to provide
a service. Nor may a flduciary use such
authority, control, or responsibility to
cause a plan to enter into a transaction
involving plan assets whereby such fidu-
ciary (or & person in which such fiduci-
ary has an interest which may affect the
exercise of such fiduciary’'s best judg-
ment as a fiduclary) will recelve consid-
eration from a third party in connection
with such transaction. A person in which
a fiduciary has an interest which may
affect the exercise of such fiduciary's best
judgment as a fiduciary includes, for ex-
ample, & person who is & party in interest
by reason of a relationship to such fidu-
clary described in section 3(14) (E), (F),
(G), (H),or (D).

(2) Transactions not described in sec-
tion 406<b) (1), A fiduciary does not en-
gage in an act described in section 406
(b) (1) of the Act if the fiduciary does
not use any of the authority, control or
responsibility which makes such person
a Aduciary to cause a plan to pay addi-
tional fees for a service furnished by
such fiduciary or to pay a fee for a serv-
ice furnished by a person in which such
fiduciary has an interest which may
affect the exercise of such fiduciary's best
judgment as a fiduclary, This may oceur,
for example, when one fiduclary is re-
tained on behalf of a plan by a second
fiduciary to provide a service for an addi-
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tional fee. However, because the author-
ity, control or responsibility which makes
a person a fiduciary may be exercised “in
effect” as well as in form, mere approval
of the transaction by a second fiduciary
does not mean that the first fiduciary
has not used any of the authority, con-
trol or responsibility which makes such
person & fiduciary to cause the plan to
pay the first fiduciary an additional fee
for & service, See paragraph (f) below.

(3) Services without compensation, If
a fiduciary provides services to a plan
without the receipt of compensation or
other consideration (other than reim-
bursement of direct expenses properly
and actually incurred in the performance
of such services within the meaning of
§ 2550.408¢c-2(b) (3)), the provision of
such services does not, in and of itself,
constitute an act described in section
406(b) of the Act. The allowance of a
deduction to an employer under section
162 or 212 of the Code for the expense
incurred in furnishing office space or
services to a plan established or main-
tained by such employer does not con-
stitute compensation or other considera-
tion.

(f) Ezamples. The provisions of
§ 2650.408b-2(e) may be illustrated by
the following examples,

Example (1), E, an employer whose em-~
ployees are covered by plan P, s a fduciary
of P. 1 1s a professional Investment adylser
in which E has no interest which may affect
the exercise of E's best judgment aa a fidu-
clary. E causes P to retain I to provide certaln
kinds of Investment advisory services of a
typeé which causes I to be a fiduciary of P
under section 3(21) (A) (1) of the Act, There-
after, I to perform for additional
fees portfolio evaluation services in addition
to the services currently provided, The provi-
slon of such services is arranged by I and
approved on behalf of the plan by E.'T has
not engaged In an act described in section
406(b) (1) of the Act, because I did not use
any of the suthority, control or responsibility
which makes I a fiduciary (the provision of
Investment advisory services) to cause the
plan to pay I additional fees for the provi-
sion of the portfolio evaluation services. E
has not engaged in an act which Is described
in section 406(b) (1). E, as the fiduciary who
has the responsiblliity to be prudent in his
selection and retention of I and the other
investment advisers of the plan, has an in-
terest In the purchase by the plan of port-
follo evaluation services. However, such an
interest is not an interest which may affect
the exercise of E's best judgment #s a
fiduciary.

Example (2). D, a trustee of plan P with
discretion over the management and disposi-
tion of plan aasets, relles on the advice of C,
A consultant to P, a8 to the Investment of
plan assets, thereby making C a fiduciary of
the plan. On January 1, 1978, C recommends
to D that the pian purchase an Insurance
policy from U, an insurance company which
s not a party in interest with respect to P,
C thoroughly explains the rensons for the
recommendation and makes a full disclosure
concerning the fact that C will receive a com-
mission from U upon the purchase of the
policy by P. D considers the recommendation
and approvea the purchase of the policy
by P, C recelves a commission, Under such
circumstances, C has engaged in an act de-
soribed In section 406(b) (1) of the Act (uas
well as sections 406(b)(2) and (8) of the
Act) because C 15 in fact oxercising the au-
thority, control or responsibility which makes

32391

C a fiduclary to cause the plan to purchase
the policy. However, the transaction is
exempt from the prohibited transaction pro-
visions of section 406 of the Act, if the re-
quirements of Prohibited Transaction
Exemption 77-9 are met,

Ezample (3). Assume the same fncts as in
Example (2) except that the nature of C's
relationship with the plan is not such that C
is a fduclary of P. The purchase of the In-
surance policy does not Involve an act de-
seribed In section 406(b) (1) of the Act (or
sections 406(b) (2) or (3) of the Act) he-
causo such sections only apply to acts by
fiduciaries.

Erample (4). B, an employer whose om-
ployech are covered by plan P, i a fiduclary
with respect to P. A, who is not a party in in-
terest with respect to P, persundes E that
the plan needs the services of a professional
investment adviser and that A should be
hired to provide the investment advice. Ac-
cordingly, E causes P to hire A to provide in-
vestment asdvice of the type which makes A
a flduciary under § 2510.3-21(c) (1) (i) (B)
Prior to the expiration of A's first contract
with P, A persuades E to cause P 1o renew A's
contract with P to provide the same services
for additional fees in vioew of the Increased
costs In providing such services. During the
period of A's second contract, A provides ad-
ditional Investment advice services for which
no additional charge is made. Prior 1o the
expiration of A's second contract, A persttades
E to cause P to renew his contract for addi-
tional fees in view of the additlonal services
A is providing. A has not engaged o an act
described in section 4068(b) (1) of the Act,
bacause A has not used any of the authority,
control or responsibility which makes A a
fiduclary (the provision of Investment ad-
vice) to cause the plan to pay additional fees
for A's services.

Example (5). P, a trustee of plan P with
discretion over the management and diz-
position of plan assets, retains C to provide
administrative services to P of the type which
makes C o fduciary under section 3(21) (A)
(111}, Thereafter, C retains P to provide for
sdditional fees actuarial and varlous kinds
of administrative services In addition to the
services F is currently providing to P Bath
P and ©C have engaged in an act described
In section 408(b) (1) of the Act. P, regard-
less of any Intent which he may have had
at the time he retained C, has engaged in
such an act because F has, In effect, exercised
the authority, control or responsibility
which makes F a fiduciary to cause the plan
to pay F additional fees for the services, C,
whose continued employment by P depends
on F, has also engaged In such an act, because
C has an interest In the transaction which
might affect the exercise of C's best judgment
as a fiduciary, As a result, C has dealt with
plan assets in his own Interest under section
406(b) (1).

Example (6), P, s Dduciary of plan P with
discretionary authority respecting the man-
agement of P, retalns S, the son of F, to pro-
vide for a fee various Kinds of administrative
services necessary for the operation of the
plan, F has engaged In an act described in
section 406(b) (1) of the Act because S I &
person In whom F has an interest which may
affect the exercise of P's best judgment as &
fidugiary. Buch act §5 not exempt under sec-
tion 408(b)(2) of the Act Irrespective of
whether the provision of the se¢rvices by 5 Is
exempt,

Example (7). T, one of the trustees of plan
P, Is president of bank B, The bank proposes
to provide administrative services to P for a
fee, T physically absents himself from anll
consideration of B's proposal and does not
otherwise exercise any of the authority,
control or responsibility which makes T a
fiduciary to cause the plan to retain B. The
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other trustees declde to retain B. T has not
engaged in an act described in section 408(b)
(1) of the Act. Purther, the other trusiees
have not engaged In an act described In sec-
tion 406(b) (1) merely because T is on the
hoard of trustees of P. This fact alone would
not make them have an interest lu the trans-
nction which might affect the exercise of
their best judgmeut as fOduciaries.

PARr. 2. Section 2550.408b-4 is Inserted
in the appropriate place to read as set
forth below:

§ 2550.408b-% Swtutory exemption for
investments in deposits of banks or
similar financial institutions,

(a) In general. Section 408(b)(4) of
the Employee Retirement Income Secu-
rity Act of 1974 (the Act) exempts from
the prohibitions of section 406 of the Act
the investment of all or a part of a plan’s
assets in deposits bearing a reasonable
rate of interest in a bank or similar fi-
nancial institution supervised by the
United States or a State, even though
such bank or similar financial institu-
tion is a fiduciary or other party in in-
terest with respect to the plan, if the
conditions of either § 2550.408b-4(b) (1)
or §2550.408-4(b)(2) ure mel. Section
408(b) (4) provides an exemption from
sections 406(b) (1) of the Act (relating
to fiducinries dealing with the assets of
plans in their own interest or for their
own account) and 406(b) (2) of the Act
(relating to fiduciaries in their individ-
ual or in any other capacity acting in
any transaction involving the plan on
behalf of a party (or representing a
party) whose interests are adverse to
the Interests of the plan or the interests
of its participants or beneficiaries), as
well as section 406(a) (1), because sec-
tion 408(b) (4) contemplates & bank or
similar financial institution causing a
plan for which It acts as a fiduciary to
invest plan assets in its own deposits if
the requirements of seclion 408(b) (4)
are met., However, it does nol provide
an exemption from section 406:b) (3) of
the Act (relating to fiduciaries receiving
consideration for their own personal ac-
count from any party dealing with a
plan in connection with a transaction
involving the assets of the plan). The
receipt of such consideration is a sepa-
rate transaction not described in the
statutory exemption. Section 408(b) (4)
does not contain an exemption from
other provisions of the Act, such as sec-
tion 304, or other provisions of law which
may impose requirements or restrictions
relating to the transactions which are
exempl under section 408(b) (4) of the
Act. See, for example, section 401 of the
Internal Revenue Code of 1954 (Code).
The provisions of section 408(b)(4) of
the Act nre further limited by section
408(d) of the Act (relating to transac-
tions with owner-employees and related
persons).

(b) (1) Plan covering own employees.
Such investment may be made if the
plan is one which covers only the em-
ployees of the bank or similar financial
institution, the employees of any of its
afMliates, or the employees of both.

(2) Other plans. Such investment
may be made if the investment is ex-
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pressly authorized by a provision of the
plan or trust instrument or if the in-
vestment is expressly authorized (or
made) by a fiduciary of the plan (other
than the bank or simflar financial insti-
tution or any of its affilintes) who has
authority to make such investments, or
to instruct the trustee or other fiduciary
with respect to investments, and who has
no-interest in the transaction which may
affect the exercise of such authorizing
fiduciary’s best judgment as a fiduciary
50 as to eause such authorization to con-
stitute an act deseribed in section 406th)
of the Act, Any authorization to make
investments contained in a plan or trust
instrument will satisfy the requirement
of express authorization for investments
made prior to November 1, 1977. Effec-
tive November 1, 1977, in the case of a
bank or similar financial institution that
invests plan assets in deposits in {tself
or its afliliates under an authorization
contained In a plan or trust instrument,
such authorization must name such bank
or similar financial Institution and must
state that such bank or similar financial
institution may make investments in de-
posits which bear a reasonable rate of
interest in itself for in an affiliate).

(3) Example. B, & bank, 1a the trustee of
plan P's assets, The trust nstruments give
the trusteea the right to invest plan assets
In ity discretion. B invests in the certificates
of deposit of bank C, whioh is a fiduciary of
the plan by virtue of performing oertain
custodinl and sdministrative services. The
authorfzation is sufficlent for the plan to
make such Investment under seciton 4C8
(b)(4). Further, such suthorlzation would
suffice to allow B to make Investments in
deposita In itself prior to November 1, 1977,
However, subsequent to October 31, 1977, B
may not Invest in deposits in itself, unless
the plan or trust Instrument specifioally au-
thorizes It to Invest In deposits of B,

(¢) Definitions. (1) The term “bank
or similar financial institution™ includes
n bank (as defined in section 581 of the
Code), a domestic building and loan as-
sociation (as defined iIn section 7701
(a) (19) of the Code), and a credit union
(as defined in section 101(6) of the Fed-
eral Credit Union Act).

(2) A person is an affiliate of a bank
or similar financial Institution if such
person and such bank or similar finan-
cial Institution would be treated as mem-
bers of the same controlled group of
corporations or as members of two or
more trades or businesses under common
control within the meaning of section
414(b) or (c) of the Code and the regu-
lations thereunder.

(3) The term “deposits” includes any
account, temporary or otherwise, upon
which a reasonable rate of Interest is
paid, Including a certificate of deposit
issued by a bank or similar financial
institution.

Pan. 3. Section 2550.408b-8 is inserted
in the appropriate place to read as set
forth below:

§ 2550.408b—6  Statutory exemption for
ancillary services by a bank or similar
financial institution.

{(a) In general. Section 408(b)(6) of
the Employee Retirement Income Secu-
rity Act of 1974 (the Act) exempts from

the prohibitions of section 406 of the Act
the provision of certain serv-
ices by a bank or similar financial insti-
tution (as defined In §2550.408b-
4(c) (1)) supervised by the United States
or a State to a plan for which it acts
as a fiduciary if the conditions of § 2550.-
408b-8(b) are met. Such ancillary serv-
ices include services which do not meet
the requirements of scction 408(b) (2)
of the Act because the provision of such
services Involves an act described in sec-
tion 406ib) (1) of the Act (relating to
fiduciaries dealing with the assets of
plans In thelr own Interest or for their
own account) by the fiduciary bank or
similar financial institution or an act
described in section 406(b) (2) of the Act
(relating to fiduciaries i1 their Individ-
ual or in any other capacity acting in
any transaction involving the plan on
half of A party - (or representing a
party) whose interests are adverse to the
interests of the pian or the interests of
its participants or beneficiaries). Section
408(b) (6) provides an exemptlion from
sections 406(h) (1) and (2) because sec-
tion 408(b) (8) contemplates the provi-
slon of such ancillary services without
the approval of a second fiduciary (as
described In § 2550.408b-2(e) (2) ) if the
conditions of § 2550408b-6(h) are met,
Thus, for example, plan assets held by o
fiduciary bank which are reasonably ex-
pecied to be needed to satisfy current
plan expenses may be placed by the bank
in a non-interest-bearing checking ac-
count in the bank if the conditions of
§ 2550.408b-6(b) are met, notwithstand-
ing the provisions of section 408(b) (4)
of the Act (relating to investments in
bank deposits). However, section 408
fh) (6) does not provide an exemplion
for an act described in section 406(b) (3
of the Act (relating to fiduciaries receiv-
ing consideration for their own personal
account from any party desaling with a
plan in connection with a transaction
involving the assets of the plan). The re-
ceipt of such consideration is . separate
transaction not described in section
408(b) (6), Section 408(b) (6) does not
contain an exemption from other pro-
visions of the Act, such as section 404,
or other provisions of law which may
impose requirements or restrictions re-
lating to the transactions which are ex-
empt under section 408(b) (6) of the Act.
See, for example, section 401 of the In-
ternal Revenue Code of 1954. The provi-
sions of section 408(b) (6) of the Act are
further limited by section 408(d) of the
Act (relating to transactions with owner-
employees and related persons).

(b) Conditions. Such service must be
provided—

(1> At not more than reasonable
compensation;

(2) Under adequate internal safe-
guards which assure that the provision
of such service Is consistent with sound
banking and financial practice, as de-
termined by Federal or State supervi-
sory authority; and

(3) Only to the extent that such serv-

institution which meet the requirements
of §2550.408b-6(c).
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(¢) Specific puidelines. [Reserved)

PaAr. 4. Section 2550.408c-2 Is inserted
in the appropriate place to read as set
forth below:

§ 2550.408¢-2 Compensation for serv-
ices.

(a) In general. Section 408(b) (2) of
the Employee Retirement Income Se-
curity Act of 1974 (the Act) refers to
the payment.of reasonable compensa-
tion by a plan to a party in interest
for services rendered to the plan. Sec-
tion 408(c) (2) of the Act and §§ 2550.-
408¢c-2(b) (1) through 2550.408c-2(b)
(4) clarify what constitutes reasonable
compensation for such services.

(b) (1) General rule. Generally,
whether compensation s “reason-
able” under sections 408(b) (2) and 408
(¢)(2) of the Act depends on the par-
ticular facts and circumstances of each
case,

(2) Payments to certain fiduciaries,
Under sections 408(b)(2) and 408(¢)
(2) of the Act, the term “reasonable
compensation” does not include any
compensation to & fiduciary who is al-
ready receiving full-time pay from an
employer or association of employers
(any of whose employees are partici-
pants in the plan) or from an employee
organization (any of whose members
are participants in the plan), except
for the reimbursement of direct expenses
properly and actuslly incurred and not
otherwise reimbursed. The restrictions
of this paragraph (b) (2) do nol apply
to a party in interest who is not a
fiduciary.

(3) Certain expenses not direct ex-
penses, An expense 15 not a direct ex-
pense to the extent it would have been
sustained had the service not been pro-
vided or if it represents an allocable
portion of overhead costs.

(4) Expense advances. Under sections
408(b) (2) and 408(¢) (2) of the Act, the
term “‘reasonable compensation”, as ap-
plied to a fiduciary or an employee of &
plan, includes an advance to such a
fiductary or. employee by the plan to
cover direct expenses to be properly and
actually incurred by such person in the
performance of such person’s duties with
the plan if:

({) The amount of such advance is
reasonable with respect to the amount
of the direct expense which is likely to
be properly and actually incurred in the
immediate future (such as during the
next month) ; and

(i) The fNduciary or employee ac-
counts to the plan at the énd of the
period covered by the advance for the
expenses properly and actually incurred.

(5) Excessive compensation. Under
sections 408(b) (2) and 408(¢) (2) of the
Act, any compensation which would be
considered excessive under 26 CFR
1.162-7 (Income Tax Regulations relat-
ing to compensation for personal serv-
ices which constitutes an ordinary and

necessary trade or business expense) will -

not be “reasonable compensation”. De-
pending upon the facts and circum-
stances of the particular situation,
compensation which is not excessive
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under 26 CFR 1,162-7 may, nevertheless,
not be “reasonable compensation”
within the meaning of sections 408(hb)
(2) and 408(c) (2) of the Act.

PAR. 5. Section 2550.414(c)-4 is in-
serted In the appropriate place to read
as follows:

£ 2550.414¢~1  Transitionusl rule for the
provision of certain services umil
June 30, 1977.

(a) In general. Section 414(c)(4) of
the Employee Retirement Income Secu-
rity Act of 1974 (the Act) provides that
sections 406 and 407(a) shall not apply
to the provision of services before June
30, 1977, between a plan and a party in
interest if the three requirements con-
tained In scction 414(¢) (4) are met, The
first requirement is that such services
must be provided either (1) under =a
binding contract in effect an July 1, 1974
(or pursuant to a renewal or modifica-
tion of such contract), or (2) by & party
in Interest who ordinarily and custom-
arily furnished such services on June
30, 1974. The second requirement is that
the services be provided on terms that
remain at least as favorable to the plan
as an arm's-length transaction with an
unrelated party would be. For this pur-
pose, such services are provided on terms
that remain at least as favorable to the
plan as an arm’s-length transaction with
an unrelated party would be, if at the
time of execution (or renewal) of such
binding contract, the contraclt tor re-
newal) is on terms at least ns favorable
to the plan as an arm’s-length transac~
tion with an unrelated party would be.
However, if in a normal commercial set-
ting an unrelated party in the position
of the plan could be expected to insist
upon & renegotiation or termination of
a binding contract, the plan must so
act, Thus, for example, if a party in In-
terest provides services to o plan on a
month-to-month basis, and a party in
the position of the plan could be ex-
pected to renegotiate the price paid un-
der such contract because of & decline in
the fair market value of such services,
the plan must so act in order to avoid
participation in a prohibited transaction.
The third requirement is that the pro-
vision of services must not be, or have
been, at the time of such provision a
prohibited transaction within the mean-
ing of section 503(b) of the Internal
Revenue Code of 1954 or the corrvespond-
ing provisions of prior law. If these three
requirements are met, section 406 of the
Act will apply ncither to seryices pro-
vided before June 230, 1977 (both to cus-
tomers to whom such services were being
provided on June 30, 1974, and to new
customers) nor to the receipt of compen-
sation therefor. Thus, if these three re-
quirements are met, section 406 of the
Act will not apply until June 30, 1977,
to the provision of services to a plan
by a party in interest (including a fi-
duciary) even if such services could not
be furnished pursuant to the exemp-
tion provisions of sections 408(b) (2)
or (6) of the Act and §§ 2550.408b-2 and
2550.408b-6. For example, if the three
requirements of section 414(c) (4) of the
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Act are met, a person serving a fiduciary
to a plan who already receives full-time
pay from an employer or an associa-
tion of employers, whose employees are
participants In such plan, or from an
employee organization whose members
are participants In such plan, may con-
tinue to receive reasonable compensation
{from the plan for services rendered to
the plan before June 30, 1977, Similarly,
until June 30, 1977, a plan consultant
who may be a fiduciary becuuse of the
nature of the consuitative and adminis-
trative services being provided may, if
these three requirements are met, con-
tinue to cause the sale ol insurance to
the plan and continue to receive com-
missions for such sales from the insur-
ance company writing the policy. Fur-
ther, if the three requirements of sec-
tion 414(¢c)(4) of the Act are met, a
securities broker-dealer who renders in-
vestment advice to a plan for a fee,
thereby becoming a fiduciary, may fur-
nish other services to the plan, such as
brokerage services, and receive compen-
sation therefor. Also, if a registered rep-
resentative of such a broker-dealer were
a fiduciary, the registered representative
may receive compensation, including
commissions, for brokerage services per-
formed before June 30, 1977.

() Persons deemed to be June 30,
1974, service providers. A party in inter-
est with respect to a plan which did not,
on June 30, 1974, ordinarily and cus-
tomarily furnish a particular service, will
nevertheless be considered to have ordi-
narily and customarily fumished such
service on June 30, 1974, for purposes ol
this section and section 414(c) (4) of the
Act, if elther of the following conditions
are met:

(1) At least 50 percent of the out-
standing beneficial interests of such
party in interest are owned directly or
through one or more intermediaries by
the same person or persons who owned
directly or through one or more intec-
mediaries, at least 50 percent of the out-
standing beneficial interests of a person
who ordinarily and customarily fur-
nished such service on June 30, 1974; or

(2) Control or the power to exercise
a controlling influence over the manage-
ment and policies of such party in inter-
est Is possessed, directly or through one
or more intermediaries, by the same per-
son or persons who possessed, dircoliy or
through one or mare intermedinries, con-
trol or the power to exercise a controiling
influence over the management and pol-
icies of a person who ordinarily and cus-
tomarily furnizshed such service on June
30, 1974.

For purposes of paragraph (by of this
section, a person shall be deemed to be
an “intermediary” of another person i
at least 50 percent of the outstanding
beneficial interests of such person are
owned by such other person, directly or
indirectly, or if such other person con-
trols or has the power to exercise a con-
trolling influence over the management
and policies of such person.

(c) Examples. The following examples
apply the principles enunciated in para-
graph (b) this section.
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Example (1), A owns 50 percent of the
outstanding beneficial Interests of ABC Part-
nership which ordinarily and customarily
furnished certain services on June 30, 1074,
On July 2, 1874, ABC Partnership was incor-
porated into ABC Corporation with one class
of stock outstanding. A owns 50 percent of
the shares of such stock. ABC Corporation
furnishes the same services that were fur-
nished by ABC Partnerghip on June 30, 1074
ABC Corporation will be deemed to huve or-
dinurly and customarily furnished such
services on June 30, 1874, for purposes of
aection 414(c) (4) of the Act

Ezample (2), A and B together own 100
percent of the beneficlal interests of AB Part-
neralilp, which ordinarily and custbmarily
furnished certain services on Junpe 30, 1974
On September 1, 1974, AB Partnership was
lucorpgrated into AB Corporation with one
class of stock outstanding. A and B cach own
20 percent of such outstanding clsss of stock
and together have controi over Lhe manage-
went and policles of AB Corporation. AB
Corporation furnishes the same services that
weore furnished by AB Partnership on June
30, 1074. AB Corporation wiil be deemed to
pave ordiuarily and customarily furnished

RULES AND REGULATIONS

such services on June 30, 1974, far purposes
of section 141(c) (4) of the Act.

Example (3).On June 30, 1074, M Corpora~
tlon was ordinarily and customarily furnish-
ing certain services. On that date, X, Y, and 2
together owned 50 percent of all classes of
the outstanding shares bf M Corporation. On
Janunary 28, 1975, all of the shareholders of
M Corporation exchanged thelr shares in M
Corporation for shares of & new N Corpora-
tion. As a result of that exchange, X, Y, and
Z together own: 50 percent of ihé common
stock of N Corporstion, the only cigss of
N Corporation stock outstanding after the
exchange. N Corporation furnishes the serv-
foos formerly furnished by M Corporation.
N Corporation will be deemed to have ordi-
narily and oustomarily furnished such sery-
1068 on June 30, 1074, for purpases of section
di4(0)(4) of the Act

Example (4). 1 Corporgtion ordinarily and
customarily furnished certaln services on
June 30, 1974, On November 3, 1075, 1 Cor-
poration organizes a wholly-owned subsidi-
ary, 8 Corporation, which furuishes the same
services ordinarily and customarily furnished
by I Corporation on June 30, 1974. 8 Corporn-
tion will be deemed to have ordinarily and

customarily furnished such services on June
30, 1874, for purposes of section 414(c) (4) of
the Act.

Example (5). X Corporation, wholly owned
and controlled by A, ordinarily and custom-
arlly furnished certaln services on June 30,
1974. Y Corporation 4aid not perform such
services on that date, On January 2, 1976, X
Corporation is merged into ¥ Corporation
and, although A recelved less than 50 per-
cent of the total outstanding shares of ¥
Corporation, after such merger A has control
over the management and policles of ¥ Cor-
poration, Y Corporation furnishes the same
pervices that wore formerly furnishied by X
Corporation. Y Corporation will be deemed to
have ordinarlly and ctstomarily furnished
such sorvices on June 30, 1074, for purpohes
of séction 414(¢) (4) of the Act

Signed at Washington, D.C.,
dny of June 1997,

this 14th

Iax D. Laxorr,
Administrator of Pension and
Weljare Benefit Programs,
U.S. Department of Labor.

| PR Doc.TT-178056 Fued 6-21-77.8:45 am|
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DEPARTMENT OF LABOR
Office of Pension and Welfare Benefit
Programs

DEPARTMENT OF THE TREASURY

Internal Revenue Service
|Prohibited Transaction Exemption]

EMPLOYEE BENEFIT PLANS-

Class Exemption for Certain Transactions
Involving Insurance Agents and Brokers,
Pension Consultants, Insurance Com-
panies, Investment Companies and In-
vestment Company Principal Under-
writers and Employec Benefit Plans

AGENCIES: Department of Labor, De-
partment of Treasury /Internal Revenue
Service.

ACTION: Grant of class exemption.

SUMMARY:. This class exemptlon ex-
empts from the prohibited transaction
provisions of the Employec Retirement
Income Securitly Act of 1974 (the Act)
and the taxes imposed by section 4075
of the Internal Revenue Code of 1954
(the Code) certain transactions invol-
ving employee benefit plans and insur-
ance agents and brokers, pension con-
sultants, insurance companies, invest-
ment companies and investment com-
pany principal underwriters for, or in
connection with the purchase of insur-
ance or annuity dontracts and the pur-
chase or sale of securities issued by an
investment company, if certain condi-
tions are met. Such persons, because of
their activities with respect to employee
benefit plans, may be considered fidu-
ciaries or other parties in interest’ of
such plans, thus rendering the described
transactions prohibited transactions
within the meaning of section 406 of the
Act and section 4975 of the Code. The
exemption affects participants and bene-
ficlaries of employee benefit plans, their
employers, and persons engaging in the
described transactions.

FOR FURTHER INFORMATION CON-
TACT:

Mr. Forrest Foss, Room C-4508. Plan
Benefits Security Division, Office of
the Solicitor, Department of Labor,
200 Constitution Avenue, NW.,, Wash-
ington, D.C. 20210, 202-523-6856. Mr.
Elliot Daniel, Internal Revenue Serv-
ice, 1111 Constitution Avenue, NW.,
Washington, D.C. 20224, Attention:
E:EP:PT 202-566-3089. ('These are not
toll free numbers.)

SUPPLEMENTAL INFORMATION: On
December 29, 1976, notice was published
in the FeperaL Recisten (41 FR 56760)
(reprinted on January 7, 1977 (42 FR
1525) ) that the Department of Labor
(the Department) and thie Internal Rev-
enue Service (the Service) had under
consideration a proposed class exemption
from the restrictions of sections 406/a)
(1) (A) through (D) and 406(b) of the
Act and from the taxes lmposed by sec-

f The term "parties It interest”, as used in
this preamble, Includes “disqualified per-
sons” as defined in sectlon 4976(e) (2) of the
Code.

NOTICES

tion 4975 of the Code. The class exemp-
tion was in applications filed
pursuant to section 408(a) of the Act and
section 4975(c) (2) of the Code by the
National Association of Pension Consul-
tants and Administrators, Inc. (Appli-
cation No. D-183) ; jointly by the Ameri-
can Council of Life Insurance, the Na-
tional Association of Life Underwriters,
and the Assoclation for Adyanced Life
Underwriting (Application No. D-301);
the Investment Company Institute (Ap-
plication Nos. D-419 and D-466) ; jointly
by Marsh and McLennan Companies,
Inc. and Johnson and Higgins (Appli-
cation No, D-459); and jointly by In-
vestors Diversified Services. Inc. and
Ameriean Gereral Capital Distributors,
Inc. (Application No. D-473).

The exemption was proposed in ac-
cordance with the procedures sel [orth
in ERISA Procedure 75~1 (40 FR 18471,
April 28, 1975 and Rev. Proc. 75-26,
1875-1 C.B. 722, and all interested per-
sons were invited to submit comments
on the proposed exemption. In addition,
pursuant to notice published in the Fep-
ERAL REGISTER (41 FR 56758, December
29, 1976}, a public hearing was held on
February 14, 1977, In which interested
persons were afforded the opportunity
to present thelr views on the proposed
exemption.

In response Lo numerous comments,
the exemption has been adopted by the
Agencies in restructured form. In order
to {llustrate the operation of the exemp-
tion, as revised and adopted, the Agen-
cies have set forth below & summary of
its operation and effect. After the sum-
mary, there is a discussion of major com-
ments received by the Agencies with
respect to the proposed exemption, and
n discussion of how these comments
were treated In the exemption as
adopted. In addition, the Agencies have
published elsewhere in this ssue of the
FEpERAL REGISTER & proposal to impose
two additional conditions on the exemp-
tion, but these conditions would be ap-
plicable only to transactions occurring
after December 31, 1978.

EXPLANATION OF THE OPERATION OF THE
EXEMPTION

1. Transactions covered. The exemp-
tion relates to six different classes of
transactions involving insurance agents
or brokers, pension consultants, insur-
ance companies, investment companies,
and Investment company principal un-
derwriters who, because of their activi-
ties with respect to plans, may be con-
sidered to be fiduclaries or other parties
in interest of such plans, thus rendering
the  transactions described prohibited
transactions within the meaning of sec-
tion 406 of the Act and 4975¢c) (1) of the
Code. These transactions are set forth
in section III, and describe situations
involving the purchase of insurance or
annuity contracts or the purchase or
sale of securities issued by an investment
company. The transactions are stated
in general terms, thereby encompassing
a broad range of transactions which
could be prohibited but for the exemp-
tlon. However, as described below, con-
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ditions imposed upon the exemption
limit its availabllity for purchases made
after October 31, 1977 to transactions in-
volving only certain categories of parties
in interest (see section Via)).

The first three transactions cover the
effecting by insurance agents or brokers,
pension consultants, or investment com-
pany principal underwriters of the pur-
chase with plan assets of insurance or
annuity contracts or securities issued by
an investment company and the receipt
of commissions in connection with such
purchase (see sections III (a), (b) and
(¢)). Paragraph (d) of section III
covers the purchase with plan assets of
an insurance or annuity contract from
an insurance company.

The last two transactions, covered by
sections IIT (@) and (f), are not subject
to many of the conditions imposed on
the first four transactions (see section
Vi. These last two transactions are
limited to purchases with plan assets of
insurance or annuity contracts or secu-
rities issued by an investment company
in situations where the insurance com-
pany, investment company or invest-
ment company principal underwriter is
a4 fiduciary or service provider of the
plan solely by reason of sponsorship of
a master or prototype plan. These trans-
actions contemplate situations in which
the Insurance company, Iinvestment
company or investment company prin-
cipal underwriter is a party In interest
of a plan by reason of its sponsorship
of a master or prototype plan (includ-
ing its authority to make changes in the
master or protolype plan) but has no
other relationship to the plan, such as
being an investment adviser to the plan
directly or through an affiliate. The
Agencies have determined that it is ap-
propriate to distinguish the transactions
involving sponsorship of master and
prototype plans from the other trans-
actions and to apply different conditions
thereto because a person who may be n
fiduciary or other party in interest only
because it is the sponsor of a master or
prototype plan is not as likely to be able
to influence the investments and other
purchases of the plan as persons who
are fiduciaries or parties in interest as a
result of other relationships. Therefore,
if the insurance company, investment
company, or investment company prin-
cipal underwriter is also a fiduciary or
party in interest for a reason other than
or In addition to sponsorship of & mas-
ter or prototype plan, the exemptions
afforded for transactions described by
section III ie) and (f) are not avall-
able, but the exemptions afforded for
transactions described by sections III
(b), (&) and (d) are available, if the
conditions applicable to such transaec-
tions are satisfied. Further, sections
III (¢) and (f) do not cover the insur-
ance agent or broker, pension consultant
or investment company principal under-
writer who is a fiduciary to the plan and
who sells an Insurance or annuity con-
tract or securities issued by an invest-
ment company to the plan in connec-
tion with a master or protoype plan.
Such persons would have to meet the
conditions applicable to the transactions
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described by sections III (a), (b) and
().

It should be noted that the terms “In-
surance or annuity contracts” and
“securities issued by an investment com-
pany” are designed to encompass all
products issued by an insurance com-
pany or an investment company in the
ordinary course of its business. For ex-
ample, these terms cover variable an-
nuities and investment contracts issued
by an insurance company and described
in section 801(g)(1) of the Code and
face amount certificates as defined in
section 2(a)(15) of the Investment
Company Act of 1940 (15 USC 80a-2
- (R (15)),

1t is further noted that, as used in this
exemption, the terms “insurance agent
or broker”, “pension consultant”, “in-
surance company', “investment com-
pany” and “principal underwriter” in-
clude all afiiliates of such persons (see
definitions in section VI,

2. Conditions. Section IV provides
certain basic conditions for all transac-
tions described in section III between
plans and parties in Interest (including
fiduciaries) without regard to the date
of such transaction. These conditions
require that the transactions be effected
in the ordinary course of business, that
they be as favorable to the plan as those
which would have been engaged in by
the plan and such party in interest if
they were unrelated parties, and that the
total of all fees, commissions and other
consideration received be reasonable.

Section V provides further conditions
for transactions involving purchases ef-
fected after October 31, 1977. The con-
ditions of section V do not apply to the
_ sponsors of master and prototype plans

as described In sections ITI(e) and (),

Paragraph (a) of section V limits the
categories of parties in interest for which
this exemption is available to persons
who are parties in interest to the plan
solely because they are service providers
or certain types of fiduciaries to the plan.
For example, a pension consultant who
15 & plan administrator would not be elji-
gible for relief under the exemption. It
should also be noted that, in general,
this exemption would not be required for
the effecting of a sale to a plan and the
receipt of a sales commission with re-
spect to such sale by an agent, broker,
consultant or principal underwriter who
is a party in interest with respect to the
plan for which the transaction is exe-
cuted, if the person is not a fiduciary *
and the provision of such services by the
party in interest satisfies the conditions
of the exemption set forth in section
408(b) (2) of the Act and 4975(d) (2) of
the Code, In this regard, such non-
fiduciary is referred fo the final regula-
tions appearing elSewhere in this issue
of the Feperar RecrsTer which clarify

"For example, a person s not a fiduciary
if the person’s sales activitles do not constl-
tute Investment advice and only non-dis-
oretionary administrative support services
are rondered (and such person is not other-
wise a fiduciary). In this connection, see
question D-2 of Interpretive Bulletin 2500,
5-8 (ERISA IB 75-8, 40 PR 47401),

NOTICES

the scope of the statutory exemption.

Paragraph (b) imposes a req t
designed to prevent purchases from be-
ing approved on behalf of the plan by &
fiduciary who might have a conflict of
interest with respect to the transaction.
In addition, the paragraph requires that
the party in Interest recommending the
purchase convey to the approving fidu-
clary certain information with respect
to the transaction, and that such fiduci-
ary acknowledge In writing receipt of
such information prior to approving the
recommended transaction.

Paragraph (¢) of section V provides
for certain limited disclosures to the ap-
proving fiduciary, These disclosures are
designed to elicit certain information
about the relationship of the party in
interest recommending the purchase to
the lssuer of the recommended contract
or securities and the commissions which
will be received by the party in interest
in connection with the sale. It Is expected
that this information will make the ap-
proving fiduciary aware, generaily, of a
potential for conflict of Interest on the
part of the person recommending the
transaction.

Paragraph (d), which is reserved, is
intended to Impose two additionsl con-
ditions on the exemption, but these con-
ditions would be applicable only to
transactions occurring after December
31, 1978. It would require additional dis-
closures for purchases made with plan
assets, and would restrict the scope of
the exemption for transactions described
in sections ITI (a) through (d) to those
where the purchase is made on behalf
of plans with a limited number of active
participants. The specific terms of this
paragraph are proposed elsewhere in this
issue of the FrozraL Recister and inter-
ested persons are referred to that pro-

Paragraph (e) of section V relates to
disclosure requirements with vespect to
additional purchases of contracts and
securities. It states that once the disclo-
sures required by paragraphs (¢) and
(d) have been made, they need not be
repeated unless such disclosures were
made more than three years before the
transaction in question, or the product
sold or the commission received with re-
spect to the previous transaction is ma-
terially different from the instant trans-
action or commission.

Paragraphs (f) and (g) require that
the insurance agent or broker, pension
consultant, investment company prin-
cipal underwriter or insurance company
maintain certain records for six years
from the date of the transaction. Para-
graph (h)(2) requires that records
maintained pursuant to paragraphs (f)
and (g) be available for examination by
specified persons, while paragraph (h)
(1) deals with certain situations where
the records are lost or destroyed prior
to the end of six years,

3. Retroactive relief. Section I pro-
vides retroactive relief from all the re-
strictions of sections 406 of the Act and
4975(c) (1) of the Code with respect to
transactions described In section ITI of
the exemption if the conditions that ap-

ply to all the transactions (section IV)
are met, This relief is provided for all
transactions entered into prior to No-
vember 1, 1977, regardless of whether
the terms of section V of this class ex-
emption or the transition provisions of
sections 414(c) (4) and 2003(¢) (2) (D) of
the Act are met, in order Lo provide suffi-
cient opportunity for affected persons to
modify their practices to comply with
the conditions of the exemption,

4. Prospective relief. Section IT affords
prospective relief from the prohibitions
of sections 406(a) (1) (A) through (D)
and 406(b) of the Act and 4975(¢) (1) of
the Code for transactions described in
section IIT of the exemption arising out
of purchases made after October 31, 1977.
If the transactions are déscribed in sce-
tions III (e) and (I}, the only conditions
which must be satisfled are those con-
tained in section IV; if the transactions
are described In sections III (a) through
(d), they must satisfy the conditions of
both sections IV and V In order to be
entitled to rellef under the exemption.

Discusston o Masor COMMENTS

1, EXEMPT TRANSACTIONS AND COVINED
PERSONS

Numerous comments were received re-
questing clarification as to whether the
normal sales presentation and recom-
mendations made to a plan or u plan
fiduciary by an agent, broker, pension
consultant or principal underwriter con-
stitute the rendering of investment ad-
vice within the meaning of sections 3(21)
(A) (ii1 of the Act and 4975(e) (3) (B) of
the Code and the regulations issued
thereunder (29 CFR 2510.3-21(¢) and 26
CFR 54.4975-9(¢) ). If they do, the re-
ceipt of a commission by such agent,
broker, pension consultant or principal
underwriter In connection with the pur-
chase, with plan assels, of an insurance
or annuity contract or securities issued
by an investment company would consti-
tute a prohibited transaction under sec-
tions 406 of the Act and 4975 of the Code
for which an exemption would be re-
quired. As stated in the proposal, a deter-
mination of whether such sales presen-
tation, recommendations, and advice
constitute ‘“investment advice” under
section 3(21) (A) (1) of the Act and sec-
tion 4975(e) (3) (B} of the Code and the
regulations issued thereunder can be
made only on a case-by~case basis.

Several comments stated that the olass
exemption, as proposed, would not cover
transactions engaged In by registered
representatives of a principal under-
writer because such persons were not
“employees” of the principal under-
writer, and, accordingly, were not affili-
ates of the principal underwriter, The
definition of “affiliate”” now In section
VI(c) of the exemption, has been modi-
fied in response to these comments sg as
to make it clear that a registered repre-
sentative is an affiliate of a principal un-
derwriter, Commentators also pointed
out that, technically, investment com-
pany securities are sold in both agency
and principal transactions by principal
underwriters. Accordingly, section III(c)
of the exemption has been amended so
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that the "effecting™ of such transactions
are covered,

Numerous comments reflected a mis-
understanding as to which agents,
brokers, consultants, insurance com-
panies, investment companies and
principal underwriters that are fi-
duciaries or other parties in interest with
respect to a plan would be eligible for
relief under the exemption. Comments
were also received respecting the types
of services that such persons could pro-
vide to a plan under the exemption. In
response to these comments, proposed
sections III(a) and III{(d) (1) have been
combined and modified and are now con-
tained in section Via) of the exemption.

As noted above, all transactions de-
scribed in section IIT, which would other-
wise be prohibited transactions, are ex-
empt if the purchase s made prior to
November 1, 1877, and the conditions of
section IV are met, However, for trans-
actions involving purchases made after
October 31, 1977, section Via) of the
final exemption limits the exemption to
persons who are parties in interest with
respect to a plan solely by reason of
being a service provider, fiduciary, or
both, Furthermore, as noted above, ver-
tain limitations are placed on the type of
fiduclary activity in which such per-
S0NS MAY engage.

Comments were received urging the
Agencies not to apply certain of the
conditions of the exemption to an in-
surance company, investment company
or investment company principal under~
writer that may be a fiduciary or party
in interest with respect to a plan solely
by reason of sponsoring a master or
prototype plan which s adopted as the
plan. These comments indicated that in-
dependent insurance brokers, or dealers
in investment company shares, often
market insurance or annuity contracts
or securities issued by an investment
company together with a master or
prototype plan prepared by the insur-
ance company or the investment com-
pany or {ts principal underwriter. In
these situations, while the independent
agents, brokers, consultants or dealers
in investment company shares may be
fiduciaries to the plan in connection with
the transaction, the insurance company,
investment company or its principal un-
derwriter would not be involved with the
plan other than as sponsor of the mas-
ter or prototype plan (and as issuer of
the contract or security which is pur-
chased to fund the plan). In response
to these comments, the Agencies have
modified the exemption so that, as noted
above, such sponsors of master or pro-
totype plans are subject only to a
limited number of the conditions of the
exemption. As noted above, however, the
person effecting the transaction for the
purchase of an insurance or annuity con-
tract or of securities issued by an in-
vestment company to fund a master or
prototype plan (le., the agent, broker,
consultant or principal underwriter) is
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subject fully to all conditions of the
exemption.*

2. Reasonable Compensation. Proposed
sections ITI(h) (1), III(e) and IIX(d) (2)
are now contained in section IV of the
exemption, and, as noted above, are ap-
plicable to all covered transactions.

The proposal was criticized for not
containing specific guidance as to what
constitules reasonable compensation and
various standards were suggested by
which to measure reasonableness. The
Agencies have decided not to incorpo-
rate these comments because the forms
of compensation can vary substantially,
and any determination as to whether or
not the total amount of compensation is
reasonable depends on the particular
facts and clroumstances of each case. A
similar position has been adopted by the
Agencies with respect to “reasonable
compensation™ in the regulations issued
elsewhere in this jssue of the FroeraL
Recister under section 408i¢) (2) of the
Act (29 CFR 2550.408¢-2th) (1)) and
section 4975(d) (10) of the Code (26
CFR 54.4975-6¢e)(2)).

Comments were also received urging
the Agencies to alter the commission
disclosure requirement to reflect com-
missions received over a longer base pe-
riod. Although these comments have not
been adopted, the Agencies wish to em-
phasize that the disclosure requirements
of the final exemption set forth mini-
mum requirements respecting commis-
sions, and that disclosure of additional
information Is, to the extent it is not mis-
leading or obfuscatory, permissible,

Comments also urged the Agencies to
provide that in those cases where the
amount of compensation is judged to be
in excess of reasonable compensation,
the "amount involved" for purposes of
the assessment of the excise tax under
sections 4975(n) and (h) of the Code
or the civil penalty under section 502(1)
of the Act be limited to the amount of
the compensation In excess of reason-
able compensation. The exemption has
been modified to incorporate these com-
ments. Finally, in response to confusion
evidenced by various comments, the rea-
sonable compensation test has been re-
phrased to clarify that it is the total
compensation received (which includes
all fees, commissions and other consid-
eration) that must be reasonable.

3. Approval by a fiduciary. In response
to numerous comments, section Vib) of
the exemption, respecting fiduciary ap-
proval of the exempted transaction,
clarifies that the employer of employees
covered by the plan may assume the re-
sponsibility of being the approving fi-
duciary.

‘If a dealer In Investment company se-
curities Is not s principal underwriter with
respect to the investment company whose
securities are being recommended for pur-
chase with plan assets, such dealer noed not
comply with the condition of this exemp-
tion, but is instead referred to Part IT of
Prohibited Transaction Exemption 75-1 (40
FR 50845).
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4. Dislosure. Pursuant to comments, n
variety of changes from the disclosure
madrequlremems of the proposal have been

e,

Many comments were received criti-
cizing the requirement of the proposal
that the agent, broker, consultant or
principal underwriter disclose the names
of all insurance companies and invest-
ment companies with which such per-
son  Is affiliated. The exemption, as
adopted, has been modified in response
to these comments and limits the dis-
closure in this area to information con-
cerning the relationship between the in-
surance company or investment com-
pany whose contract or security is rec-
ommended and the person making the
recommendation.

Comments suggested that the exemp-
tion be conditioned upon the disclosure
of the dollar amount of commission to
be received. The Agencies did not adopt
this suggestion because disclosure of the
percentage rate of commissions will be
required, and this will provide compa-
rable information to the approving fidu-
ciary and will be more easily developed
by the person claiming exemption.

The provisions of the proposal re-
specting disclosure of special instruc-
tions, special incentive arrangements
and sources of substantial amounts of
commission income have been deleted
Comments indicated a great deal of un-
certainty as to the meaning of these
terms and questioned their relevance to
the inforamtion needed by the approving
fiduciary. In addition, the Agencies be-
lieve that the other disclosure require-
ments of the exemption will be sufficient
to alert an approving fiduciary to the
extent of the potential conflict of inter-
est of the person recommending the
purchase,

Several comments were received with
respect to the necessity for and fre-
quency of disclosures which might be oc-
casioned by additional purchases of con-
tracts or securities, Some commentators
urged the Agencies to require repeat dis-
closure only when the applicable con-
tract or security, or the commission with
respect thereto, is materially different
from that for which the approval was
obtained, while others urged that dis-
closure be required each year. The re-
quirement of the exemption, as adopted,
is intended to reach & middle ground
and reflects the Agencies’ position that
the approving fiduciary needs sufficient-
Iy current information with which to
make an informed judgment with re-
spect to additional purchases of the
recommended product.

5. Recordkeeping, availability of rec-
ords. In response to comments, the
recordkeeping requirements of the pro-
posal have been modified to specify the
records that the agent, broker, consult-
ant, insurance company and prinecipal
underwriter must retain. Comments were
recelved urging the Agencies to modify
the proposal so as to limit the persons to
whom the retained records would be
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records which must be retained.

In addition to the changes noted
above which have been made in the ex-
emption, as adopted, in response to sug-
gestions made in the written comment
letters and the testimony received at the
public hearing of February 14, 1977,
other changes intended to clarify the
provisions of the exemption have been
made.

GENERAL INFORMATION

The attention of interested persons is
directed to the following: (1) The fact
that & transaction is the subject of an
exemption granted under section 408(a)
of the Act and Section 4975(c) (2) of the
Code does not relieve a fiduciary or other
party in interest with respect to a plan
to which the exemption is applicable
from certain other provisions of the Act
and the Code, including any prohibited
transaction provisions to which the ex-
emption does not apply and the general
fiduciary responsibility provisions of sec-
tion 404 of the Act which, among other
things, require a fiduciary to discharge
his duties respecting the plan solely in
the interest of the plan's participants
and bencficiaries and in a prudent fash-
ion in accordance with section 404(a) (1)
(B) of the Act; nor does it affect the re-
guirement of section 401(a) of the Code
that & plan must operate for the exclu-
sive benefit of the employees of the em-
ployer maintaining the plan and their
beneficlaries,

(2) The exemption set forth herein is
supplemental to, and not in derogation
of, any other provisions of the Act and
the Code, including statutory exemp-
tions and transitional rules. Further-
more, the fact that a transaction is sub-
Ject t0o an administrative or statutory
exemption Is not dispositive of whether
the transaction is in' fact a prohibited
transaction,

(3) The class exemption s applicable
to a particular transaction only if the
transaction satisfies the conditions speci-
fied in the class exemption.

(4) In accordance with section 408(a)
of the Act and section 4975(c) (2) of the
Code, and based upon the entire record,
including the written comments sub-
mitted in response to the notice of De-
cember 29, 1976, (reprinted on January
7, 1877 and the testimony given at the
public hearing of February 14, 1977, the
Department and the Service make the
following determinations:

(1) The clazs exemption set forth
herein is administratively feasible;

(i) It is in the Interests of plans and
of ‘}.helr participants and beneficiaries;
an:

(i) It Is protective of the rights of
participants and benefleiaries of plans.

ExeMprIon

Accordingly, the following exemption
is hereby granted under the authority of
section 408(a) of the Act and section
4975(c) (2) of the Code and In accord-
ance with the procedures set forth in
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ERISA Procedure 75-1 (40 FR 18471,
April 28, 1975) and Rev. Proc. 7526,
1975-1 C.B. 722.

Section I—Relroactive, Effective for
purchases described in section III of this
exemption made before November 1,
1977, the restrictions of section 406 of
the Employee Retirement Income Secu-
rity Act of 1974 (the Act) and the taxes
imposed by section 4975 of the Internal
Revenue Code of 1954 (the Code) do not
apply to any of the transactions de-
seribed in section ITI if the conditions
set forth in section IV are met.

Section IH—Prospective. Effective for
purchases described in Section ITI of this
exemption made after October 31, 1977,
the restrictions of section 406(a) (1) (A)
through (D) and 406{b) of the Act and
the taxes imposed by section 4975 of the
Code do not apply to any of the trans-
actions described in section IIT of this
exemption if the conditions prescribed in
scc:lon.s IV and V of this exemption are
met.

Section 11I—Transactions, (a) The re-
ceipt, directly or indirectly, by an in-
surance agent or broker or a pension
consultant of a sales commission from
an Insurance company in connection
with the purchase, with plan assets, of
an insurance or annuity contract.

(b) The recelpt of a sales commission
by a principal underwriter for an invest-
ment company registered under the In-
vestment Company Act of 1940 (herein-
after referred to as an investment
company) in connection with the pur-
chase, with plan assets, of securities is-
sued by an investment company.

(¢} The effecting by an insurance
agent or broker, pension consultant or
investment company principal under-
writer of a transaction for the purchase,
with plan assets, of an insurance or an-
nuity contract or securities issued by an
investment company.

(d) The purchase, with plan assets, of
an insurance or annuity contract from
an insurance company.

(e) The purchase, with plan assets, of
an insurance or annuity contract from
an insurance company which is a fidu-
clary or a service provider (or both) with
respect to the plan solely by reason of
ttlx::ponsorahlp of a master or prototype
plan.

() The purchase of securities issued
by an investment company with plan
assets from, or the sale of such securities
to, an Investment company or investment
company principal underwriter, when
such investment company or principal
underwriter is a fiduclary or a service
provider (or both) with respect to the
plan solely by reason of the sponsorship
of n master or prototype plan.

Section IV—Conditions with Respect
to Transactions Described in Section I11.
(a) The transaction is effected by the
insurance agent or broker, pension con-

sulant, insurance company or investment
company principal underwriter in the
ordinary course of its business as such
n person.

(b) The transaction is on terms at
least as favorable to the plan as an
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arm's-length transaction with an unre-
lated party would be.

(¢) The combined total of all fees, com-
missions and other consideration received
by the insurance agent or broker, pen-
slon consultant, insurance company, or
investment company principal under-
writer:

(1) For the provision of services to the
plan; and

(2) In connection with the purchase of
insurance or annuity contracts or securi-
ties issued by an Investment company
Is not in excess of “reasonable compensa-
tion" within the contemplation of section
408(b) (2) and 408(c) (2) of the Act and
sections 4975(d) (2) and 4975(d) (10} of
Code. If such total is inm excess of “rea-
sonable compensation,” the “amount in-
volved” for purposes of the civil penalties
of section 502(i) of the Act and the ex-
cise taxes imposed by section 4975(a)
and (b) of the Code is the amount of
compensation in excess of “reasonable
compensation.”

Section V—Conditions For Transac-
tions Described in Section [11(a) through
(d): The following conditions apply
solely to a transaction described In para-
graphs (a), (b), (¢) or (d) of section III:

(a) The insurance agent or broker,
pension consultant, insurance company,
or investment company principal under-
writer is a party in interest or disquali-
fied person solely by reason of being a
service provider or fiduciary (or both)
with respect to the plan, but is not =
trustee of the plan, a plan administrator
(within the meaning of section 3(16) (A)
of the Act and section 414 (g) of the
Code), & named fiduciary of the plan
(within the meaning of section 402(a) (2)
of the Act) or a fiduciary who Is expressly
authorized in writing to manage, acquire,
or dispose of the assets of the plan on a
discretionary basls.

(b) A fiduciary with respect to the
plan, following receipt of the information
required to be disclosed pursuant to
paragraphs (¢), (d), and (e) of this sec-
tion, and, prior to the execution of the
transaction, acknowledges In writing
receipt of such information and approves
the transaction on behalf of the plan.
Such fiduciary may be an employer of
employees covered by the plan, but may
not be insurance agent or broker, pen-
sion consultant, insurance company, in-
vestment company, or investment com-
pany principal underwriter involved in
the transaction. Such fiduciary may not
receive, directly or indirectly (eg..
through an affiliate), any compensation
or other consideration for his or her own
personal account from any party dealing

‘with the plan in connection with the

transaction.

(¢) The insurance agent or broker,
pension consultant, insurance company.
or Investment company principal under-
writer provides to the fiduciary referred
to in paragraph (b) of this section, prior
to the approval described in that para-
graph, written disclosure of the informa-
tion set forth below, which information
shall be in a manner and form calculated
to be understood by & plan fiduciary who




has no special expertise in Insurance or
investment matters:

(1) If the agent, broker, or consultant
is an affiliate of the insurance company
whose contract is being recommended, or
if the ability of such agent, broker or
consultant to recommend insurance or
annuity contracts is limited by any
agreement with such insurance company,
or {f the person recommending securities
issued by an investment company is the
principal underwriter of the investment
company whose securities are being rec-
ommended, the nature of such afflia~
tion, limitation, or relationship;

(2) The sales commission, expressed as
i percentage of gross annual premium
payments for the first year and for each
of the succeeding renewal years, that will
be paid by the insurance company to the
agent, broker, or consultant in connec-
tion with the purchase of the recom-
mended contract; and

(3) The sales commission, expressed as
& percentage of the dollar amount of the
plan’s gross payment and of the amount
actually invested, that will be received
by the principal underwriter in connec-
tion with the purchase of the recom-
mended securities Issued by the invest-
ment company.

(d) In the case of any purchase made
after December 31, 1978, [Reserved].

(e) With respect to additional pur-
chases of insurance or annuity con-
tracts or securities issued by an invest-
ment company, the written disclosure re-
quired under paragraphs (¢) and (d) of
this section V need not be repeated, un-
less—

(1) More than three years have passed
since such disclosure was made with re-
spect to the same kind of contract or
security, or

(2) The contirsct or security being
recommended for purchase or the com-
mission with respect thereto is material-
Jy different from that for which the ap-
proval described In paragraph (b) of this
section was obtained.

(f) In the case of any transaction de-
seribed in paragraphs (a), (b), or (¢) of
section III, the insurance agent or
broker, pension consultant or investment
company principal underwriter shall re-
tain or cause to be retained for a period
of six years from the date of such trans-
action, the following :

(1) The information disclosed pursu-
ant to paragraphs (¢). (d), and (e) of
this section V;

(2) Any additional information or
documents provided 1o the fiduclary de-
seribed in paragraph (b) of this section
V with respect to such transaction; and

(3) The written acknowledgement de-
seribed in paragraph (b) of this section.

(g) In the case of any transaction de-
scribed In section III(d) (for which no
insurance agent or broker or pension
consultant is required to maintain rec-
ords under section V({)), the insurance
company shall retain the materials de-
scribed in paragraphs (f), (1), (2), and
(3) of this section V for a period of six
years from the date of such transaction.

(h) With respect to the records re-
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quired to be retained pursuant to para-
graph (f) or (g) of this section V:

(1) A prohibited transaction will not
be deemed to have ocourred if. due to cir-
cumstances beyond the control of the in-
surance agent or broker, pension con-

‘sultant, principal underwriter, or insur-

ance company, such records are lost or
destroyed prior to the end of such six-
year period.

(2) Notwithstanding anything to the
contrary in sections 504 (a) (2) and (b)
of the Act, such records are uncondi-
tionally available for examination dur-
ing normal business hours by duly au-
thorized employees or representatives of
the Department of Labor, the Internal
Revenue Service, plan participants and
beneficiaries, any employer of pian par-
ticipants and beneficiaries, and any em-
ployee organization any of whose mem-
bers are covered by the plan.

Section VI-—Definitions. For purposes
of this exemption:

(n) The term *principal underwriter”
is defined in the same manner as that
term is defined in section 2(a) (28) of the
Investment Company Act of 1840 (15
U.8.C"80a-2(n) (29) ).

(b) The terms “insurance agent or
broker,” “pension consultant,” “insur-
ance company,” “investment company,”
and “principal underwriter” mean such
persons and any afliliates thereof.

(¢) The term “affiliate” of a person
MEeAns:

(1) Any person directly or indirectly
controlling, controlled by, or under com-
mon control with such person;

(2) Any officer, director, partner, em-
ployee (ncluding, in the case of a prin-
cipal underwriter, any registered repre-
sentative thereof, whether or not such
person is &4 common law employee of
such principal underwriter) . or relative
of any such person;

(3) Any corporation or partnership of
which such person Is an officer, director,
partner, or employee;

(d) The term “control” means the
power to exercise a controliing influence
over the management or policies of a
person other than an individual,

(¢) The term “relative” means a “rel-
ative” as that term is defined In section
3(15) of the Act (or a “member of the
family” as that term is defined in sec-
tion 4975(e)(6) of the Code), or a
brother, a sister, or a spouse of a brother
or a sister,

(f) The term “master or prototype
plan” means a plan which is approved by
the Service under Rev. Proo. 72-7, 1972~
1 C.B. 715, or Rev. Proc, 72-8, 1972-1
C.B. 716, or their successors.

Signed at Washington, D.C., this 16th
day of June, 1977,

Ian D. Lanorr,
Administrator, Pension and
Weljare Benefit Programs,
Department of Labor,

Arvix D, Lunie,
Assistant Commissioner (Em-
ployee Plans and Ezxempt
Organizations), Internal Rev-
enue

|FR D0c.T7-17696 Filed 6-21-77;8:45 am|]
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EMPLOYEC BENEFIT PLANS

Proposal To Adopt Additional Conditions
With Respect to Prohibited Transaction
Exemption 77-9

AGENCIES: Department of Labor. De-
partment of Treasury/Internal Revenue
Service,

ACTION: Proposal to Impose Additional
Conditions on Prohibited Transaction
Exemption 77-9.

SUMMARY: This notice contains a pro-
posal to impose two additional condi-
tions on Prohibited Transaction Exemp-
tion 77-9, the class exemption relating
to certain transactions engaged in by In-
surance agents and brokers, pension
consultants, insurance companies, n-
vestment companies, and investment
company principal underwriters pub-
lished elsewhere in this issue of the
FrperAl RecisTEr. The proposed condi-
tions, which would be applicable only to
certain transactions described in Pro-
hibited Transaction Exemption 77-0
occurring after December 31, 1878,
would restrict the scope of the exemp-
tion for such transactions to those
entered into on behalf of employee bene-
fit plans with a limited number of active
participants, and would require the dis-
closure of additional information with
respect to such transactions. The addi-
tional conditions are being published in
proposed form in order to allow inter-
ested persons the opportunity to com-
ment, and would affect participants and
beneficiaries of employee benefit plans,
their employers. and persons engaging
in the transactions to which the pro-
posed conditions would be applicable

FOR FURTHER INFORMATION;

Mr. Forrest Foss, Room C-4508, Plan
Benefits Security Division, Office of
the Solicitor, Department of Labor,
200 Constitution Avenue NW., Wash-
ington, D.C. 20210 (202-523-5856) .

Mr. Elliot Danfel, Internal Revenue
Service, 1111 Constitution Avenue,
NW., Washington, D.C, 20224, Atten-
tion: E:EP:PT (202-566-3088).

(These are not toll free numbers.)

SUPPLEMENTARY INFORMATION:
Notice is hereby given that the Depart-
ment of Laber (Department) and the
Internal Revenue Service (Service) have
under consideration a proposal to adopt
additional conditions with respect to the
exemption provided by Prohibited
Transaction Exemption 77-9, the class
exemption relating to certaln transac-
tions engaged in by Insurance agents
and brokers, pension consultants, insur-
ance companies, investment companies,
and Investment company principal
underwriters published elsewhere in this
issue of the FroeraL Reoisten. These
persons, becnuse of the services they
render to plans, may be fiduciaries or
other parties in interest with respect to
such plans and thereby precluded by
reason of sections 406(a)(1) (A)
through (D) and 406(b) of the Em-
ployee Retirement Income Security Act
of 1974 (the Act) and section 4875(¢c)
(1) of the Internal Revenue Code of
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1954 (the Code) from engaging in the
transactions described in Prohibited
Transaction Exemption 77-9. The addi-
tional conditions would affect only those
transactions described in paragraphs
(a) through (d) of section III of Pro-
hibited Transactions Exemption 77-9
which are entered into after December
31, 1978.

The proposal has two parts. The first
part would limit the availability of the
exemption to those transactions (de-
seribed in sections III (a)-(d) of Pro-
hibited Transaction Exemption 77-9)
entered into on behalf of. plans with less
than 100 active participants at the time
of the transaction. The applicants for
the class exemption, and many of those
submitting comments thereon, empha-
sized that small plans have limited fi-
nancial resources and, therefore, must
rely heavily on the services of insurance
agents and brokers, pension consultants,
insurance companies and investment
company principal underwriters. The
comments noted that if such persons
were precluded from engaging in the
transactions described in paragraphs (a)
through (d) of section III of the class
exemption, they could not provide serv-
ices to the plans, to the detriment of the
plans and their participants and bene-
flolaries, The Agencies, however, have
not received adequate comment on how
to identify these plans.

In this regard, with respect to defin-
ing a small plan for purposes of this ex-
emption, comments were received sug-
gesting that the exemption be limited
to plans with 25 or fewer actlve par-
ticipants.! These commentators seemed
to have chosen this limit based upon
thelr understanding that certain insur-
ance or annuity contracts would be in-
appropriate for plans with more than
25 participants. The Agencies are con-
cerned, however, that such a limitation
of the exemption could restrict the op-
eration of many plans which, while hav-
ing more than 25 active participants,
nevertheless have limited resources and
would be unable to operate economically
without the avallability of this exemp-
tion. Accordingly, while the Agencies are
proposing to limit the exemption to
small plans, they have tentatively de-
scribed such plans as those having less
than 100 active participants,

In the notice which proposed Prohib-
ited Transaction Exemption 77-9 (41 FR
56760, December 29, 1976), the Agencies
indicated that satisfaction of the condi-
tions therein would not permit a breach
of the general fiduciary responsibility
provisions of section 404(a) (1) of the
Act or excuse a violation of the “exclu-
sive benefit of employees” requirement
contained in section 401(a) of the Code.
By way of example, the Agencies stated
that such a breach or violation might
oceur if a fiduciary with respect to the
plan recommends or causes the plan to
select a funding medium or investment
which, under the particular circum-
stances, Is not sultable for the plan.

' Other commentators the Agencies
to lssue an exemption without regard to the
aize of the plans,
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Thus, in the circumstances of a given
case, an insurance agent who is a fidu-
ciary with respect to a plan might be
found to have breached his or her fidu-
clary responsibilities if he or she caused
the plan to purchase individual insur-
ance or annuity contracts or other higi”
commission products when similar bene-
fits or protections could have been se-
cured at a lesser cost to the plan under
@ group contract.

With respect to this particular exam-
ple, many commentators observed that
differences exist between individual and
group contracts, some of which may be
important to plan beneficlaries and par-
ticipants; other commentators suggested
that the potential for abuse is so great
with respect to transactions of the type
described that an absolute limit of 25
participanis be placed on the size of plans
which could engage in transactions cov-
ered by the proposed class exemption.
The Agencies recognize that every al-
leged breach of fiduciary duty must be
analyzed in connection with the facts
and circumstances particular to that
transaction. Therefore, the described ex-
ample should not be interpreted to mean
that a sale by an insurance agent who is
& fiduciary to a plan of individual con-
tracts to such plan would necessarily
involve a breach of fiduciary duty. Sim-
{larly, with respect to the described ex-
ample, the Agencles' determination to
propose that the class exemption afford
relief only where plans engaging in de-
scribed transactions have less than 100
active participants should not be viewed
as an interpretation by the Agencies that
purchases of Individual contracts would
not involve a breach of fiduciary duty if
the plan has less than 100 active partici-
pants. As explained above, the proposed
delineation of “small" plans was deter-
mined primarily upon concerns as to the
ability of a plan to secure certain neces-
sary services, and many circumstances
must be evaluated in determining
whether the choice of a partieular fund-
ing medium for a plan is in violation of
section 404(a) (1) of the Act or the “ex-
clusive benefit" rule of section 401(a) of
the Code.

The second part of the amendment
pertains to disclosure of information con-
cerning varfous characteristics of the in-
surance or annuity contract or securities
issued by an investment company recom-
mended to the plan for purchase with
plan assets, The disclosures required by
the original proposal (41 FR 56760) were
criticized in various comments as being
misleading because they focused entirely
on the commission and related forms of
compensation of the agent, broker, con-
sultant or principal underwriter, and
ignored other information which would
be useful to a plan seeking to evaluate
the benefits avallable under a recom-
mended insurance or investment com-
pany product. The proposed amendment
would require disclosure of information
relating to the nature of the contract or
security being recommended for pur-
chase, as well as the potential conflict
of interest of the person making the rec-
ommendation. Specifically, the proposal

would require disclosures relating to the
cash surrender value of the insurance or
annuity contract, the guaranteed rate of
return, if any, with respect to the con-
tract, and various provisions of the con-
tract or security which could adversely
affect benefits contemplated thereunder.
Thus, the additional condition is designed
to allow a fiduciary of the plan to makea
more informed and independent judg-
ment as to the suitability of purchasing
the contract or security for the plan,

The proposal would require that the
mandated disclosures be written in a
manner and form calculated to be un-
derstood by a plan fiduciary who has
no special expertise in insurance and in-
vestment matters., Generally, this will
mean that technical, complex and legal
jargon be eliminated and that easily
understood examples and llustrations
be provided. For example, it is antici-
pated that the disclosures relating to
cash surrender value would be made in
a tabular or graphic form that would
facilitate a clear understanding of the
information being presented. All infor-
mation required to be disclosed should
be clearly understandable without the
necessity of referring to any other doc-
ument. It is expected that any descrip-
tion of exceptions, limitations, reduc-
tions and other restrictions on benefits
provided under the contract or security
will not be minimized, rendered obscure
or otherwise made to appear unimpor-
tant. Such exceptions, limitations, re-
ductions or restrictions on benefits
should be described in a manner which
is not less prominent than the style, cap-
tions, printing type and prominence used
to describe benefits. The disclosure
should not be written in a way that em-
phasizes the benefits of the product be-
ing recommended and de-emphasizes
any terms or provisions of the product
which would adversely affect such bene-
fits. In short, all disclosures respecting
the nature of the product being recom-
mended must be fair and even handed,
but, of course, need not follow the order
of items as set forth in the exemption.

These conditions are proposed to be
effective only for purchases after De-
cember 31, 1978, to enable the Agencies
to receive further comment from af-
fected persons. All interested persons
are invited to submit written comments
on the proposal to adopt additional con-
ditions to Prohibited Transaction Ex-
emption 77-9 set forth below. In order
to receive consideration, such comments
should be received by the Department of
Labor on or before September 30, 1977.
In addition, any interested person may
submit a written request that a hearing
be held relating to the proposed addi-
tional conditions to Prohibited Trans-
action Exemption 77-9. Such written re-
quest must be received by the Depart-
ment on or before September 30, 1977,
and should state the reasons for such
person’s request for a hearing and the
nature of such person's interest in the
proposed additional conditions.

All written comments and all requests
for a hearing (at least six copies) should
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be addressed to Pension and Welfare
Benefit Programs, Room C-4526, US.
Department of Labor, Washington, D.C.
20216, Attention: Proposed Additional
Ceondition to Prohibited Transaction Ex-
emption 77-9. All such comments will be
made part of the record, and will be
available for public inspection at the
Public Document Room, Pension and
Welfare Benefit Programs, U.S. Depart-
ment of Labor, Room N-4677, 200 Con-
stitution Avenue NW., Washington, D.C.
20210 and at the Freedom of Informa-
tion Reading Room, Internal Revenue
Service, Room 1565, 1111 Constitution
Avenue NW., Washington, D.C. 20224.

The proposal to adopt additional con-~
ditions to Prohibited Transaction
Exemption 77-9, by inserting séction V
(d) In the appropriate place, is made un-
der the authority of section 408(a) of
the Act and section 4975(c)(2) of the
Code and in accordance with the pro-
cedures set forth In ERISA Procedure
75-1 (40 FR 18471, April 28, 1975) and
Rey. Prog. 75-26, 19756-1 C.B, T2.

. - - » »
ProsieITed TrANSACTION ExeMerioN 77-9
SecTioN V

(d) In the case of any purchase made
after December 31, 1978, the Insurance
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agent or broker, pension consultant, in-
surance company, or investment com-
pany principal underwriter:

(1) Effects such purchase on behalf
of a pian which, at the time of such pur-
chase, has less than 100 active partici-
pants; and

(2) Provides to the fiduclary referred
to in paragraph (h) of this section, prior
to the approval described in that para-
graph, written disclosure of all the in-
formation set forth below (in addition
to the information required by para-
graph (c) of this section):

(1) With respect to the first 20 years
of the recommended insurance or annu-
ity contract, a tabulation (or illustra-
tion) showing, by vear, the following:
(A) The guaranteed cash surrender value
for a contract with a gross annual pre-
mium of $1000 as compared to (B) the
cumulative total of annual payments of
$1000 with Interest of 6 percent, com=-
pounded annually;

(1) If the insurance or annuity con-
tract includes a guaranteed rate or rates
of return, the following information:

(A) The rate or rates of return and
the period for which each rate is appli-
cable,

(B) The percentage of the gross
annual premium to which such rate or
rates would be applied, and

02401

(C) Any event which would alter such
guaranteed rate or rates of return, and
the effect of such alteration;

(1) A description of any charges, fees,
discounts, penalties, or adjustments
which may be imposed under the recom=-
mended contract or securities in connec~
tion with the purchase, holding, ex-
change, termination or sale of such con-
tract or securities,

The disclosures required by this para~
graph (d) (2) shall be made in & manner
and form calculated to be understood by
a plan fiduclary who has no special
expertise in insurance and investment
matters,

» » » » »

Signed at Washington, D.C,, this 16th
day of June 1877,

Ian D. Laxorr,
Administrator Pension and Wel-
fare Benefit Programs, De-
partment of Labor,

Awviy D, Lune,
Assistant Commissioner (Em-
ployee Plans and Exempt Or-
ganizations) Internal Reve-
nue Service.

[FR Doc.77-17087 Filed 6-21-77:8:45 am]
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