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Financial services firms with active recruiting programs should consider immediately how the DOL’s FAQs
affect their compensation packages with respect to back-end recruitment awards.

To help the financial services industry implement its Conflicted Advice Rule for Retirement Investors (the
so-called "DOL Fiduciary Rule”) scheduled to be effective on April 10, 2017 (the Rule), the US Department of
Labor (DOL) released answers to a number of frequently asked questions (FAQs).

The FAQs aim to answer questions relating to the suite of new exemptions, including the Best Interest
Contract (BIC) Exemption, as well as amendments to existing exemptions included in this wide-sweeping
rulemaking. The BIC Exemption would provide relief that would permit an investment advice fiduciary to
receive certain types of otherwise “prohibited compensation” where, among other things, the investment
advice fiduciary acknowledges fiduciary status and, in some cases, contractually agrees to be subject to a
"best interest” standard.

BACKGROUND

Of immediate concern for broker-dealers and other financial institutions with registered representatives
and advisers intending to rely on the BIC Exemption is FAQ12. FAQ12 calls into question whether, and to
what extent, “back-end awards” can continue to be included in recruitment compensation packages after
the Rule’s effective date (currently April 10, 2017):

Back-end awards or bonus arrangements generally provide for contingent compensation based on
preset asset or revenue targets extending over multiyear periods.

The DOL is concerned that these types of awards “significantly increase conflicts of interest for the
advisers [dealing with retirement investors] . . . particularly as the adviser approaches the target”
because the awards “commonly result in large amounts of income to the adviser ... on an ‘all or nothing’
basis.”

Based on the concern above, the DOL concludes that “financial institutions generally may not enter into



such arrangements” when relying on the full BIC Exemption.

GENERAL ISSUE

As many broker-dealers and other financial institutions are intending to rely on the BIC Exemption in one
form or another after the Rule's effective date, compensation packages need to be reviewed to determine
whether they should be restructured to address the DOL's concerns.

IMMEDIATE ISSUE/DOL GRANDFATHERING RULE

Because recruiting advisers is an ongoing process (with firms maintaining active inventories of open
recruitment offers), and because compensation packages generally stretch over multiyear periods, which
will extend past the Rule’s effective date, firms need to start addressing these issues today.
However, a “grandfathering rule” may apply under certain conditions:

Recognizing that firms may be contractually obligated to honor back-end bonus arrangements that were
entered into in good faith prior to this new guidance, the DOL has created a “grandfathering rule.”
Specifically, the DOL states that it was not its “intent to overturn such pre-existing binding contracts . ..
and that the [DOL] would not treat the parties as having created an impermissible incentive structure
under the exemption based on such a pre-existing agreement.”

The guidance provides generally that a pre-existing arrangement exists if the firm entered into such an
arrangement as part of a written and binding contract that it is contractually bound to
honor prior to the date of the FAQ guidance, which was published on the DOL website on October
27 2016.

The DOL goes on to state that to the “extent that the [firm] chooses to honor these pre-existing
arrangements . . . it must adopt special policies and procedures specifically aimed at the conflict of
interest introduced by the arrangement.”

PRACTICAL CONSIDERATIONS

As firms generally have active recruitment programs, they should consider the following questions in light
of the FAQs:

Will the firm rely on the BIC Exemption and be subject to this new guidance?
Relatedly, does the guidance have any applicability with respect to other exemptions subject to the
DOL's new “impartial conduct standard” (e.g., PTE 77-4 for fiduciary investments in affiliated mutual
funds) on which the firm may rely post Rule effective date?

Does the firm's standard recruitment package include bonuses or awards that could be viewed as
running afoul of this guidance?
How can the firm restructure potentially problematic arrangements under this guidance?
How will the industry as a whole respond to these changes in compensation arrangements? What are
the strategic ramifications of the changes?

What offers were outstanding as of the date that the FAQ guidance was published (October 27, 2016),
and what constitutes a “contractually binding agreement” on behalf of the firm?

Were any offers accepted on the date of the guidance?

What process will the firm employ to determine in “good faith” whether it is contractually bound to



honor arrangements entered into prior to the date of the FAQ guidance?

How will otherwise revocable offers that have not officially been accepted as of October 27, 2016 be
treated?
What are the potential employment law and other legal issues related to revoking an offer?
Should outstanding offers be restructured and, if so, how?
Should the firm adopt some type of temporary or transitional compensation arrangements while
evaluating these changes?

What special policies and procedures need to be adopted to address the DOL's concerns with any
pre-existing recruitment arrangements?

What types of litigation and enforcement risks do these and similar types of arrangements represent to
firms after the Rule goes into effect?

Morgan Lewis continues to evaluate the potential effects of FAQ12 (and the other FAQs) and analyze their
potential impacts on our clients and the industry as a whole. We are closely following the Rule’s
development and will provide updates as they occur.
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