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Department of Labor Provides Clarification on Stable Value Grandfathering in QDIA Regulation


The Department of Labor (“DOL”) has provided clarification on the scope of the grandfathering exception for stable value funds under its regulation on “qualified default investment alternatives” (“QDIAs”).  Addressing concerns raised by the SVIA and others, DOL has made clear that traditional stable value products and funds are covered by this exception.


Under the final QDIA regulation as published in the Federal Register on October 24, 2007, there were two categories in which stable value could be used as a QDIA.  One of those was for investments made prior to the effective date of the regulation (December 24, 2007).  To qualify for this “grandfathering” rule, the fund or product to be grandfathered was required to (a) be designed to “guarantee” principal and a rate of return generally consistent with that earned on intermediate investment grade bond funds; (b) provide liquidity for withdrawals by participants and beneficiaries, including transfers to other investment products; (c) not impose fees or surrender charges in connection with withdrawals initiated by the participant or beneficiary; and (d) provide for principal and rates of return “guaranteed” by a State or federally-regulated financial institution.


The DOL staff indicated that this description was intended to cover a typical stable value investment.  However, there were questions raised as to whether this provision would be available for stable value funds (as opposed to only stable value products), since stable value funds themselves do not typically provide for guaranteed principal or rates of return – they invest in products that do.  In addition, because banks are not permitted by applicable regulation to use the term “guarantee,” there were concerns that the use of that term in the definition would foreclose the use of bank stable value products.  Therefore, the SVIA and others requested clarification from DOL that stable value funds and bank products are covered.


In response to these comments, DOL amended the regulation to revise the description of the types of investments that qualify for the grandfathering rule.  To “ensure broad application of this relief to stable value products and funds” (as stated in Field Assistance Bulletin 2008-03, issued the same day), the revised language requires the investment product or fund to be designed to “preserve” (not “guarantee”) principal, and “provide” (not “guarantee”) a rate of return generally consistent with that earned on intermediate investment grade bond funds.  In addition, instead of requiring that principal and rates of return be “guaranteed” by a State or federally regulated financial institution, the regulation requires instead that the product or fund invest “primarily in investment products that are backed by State or federally regulated financial institutions.”


The preamble to the amendment gives two examples of what is covered by the amended language.  The first example is investment products that are “issued directly by” a State or federally regulated financial institution.  This covers, for example, a guaranteed investment contract or bank investment contract, which is issued and backed by an insurance company or bank that is regulated at the state level (in the case of an insurance company) or at the state or federal level (in the case of a bank).  The second example given is that “the principal and accrued interest on the investment products may be backed by contracts issued by such institutions.”  The contracts in that example are the “wrap” contracts from insurance companies and banks that are used in conjunction with a synthetic GIC arrangement, and the “investment product” is the synthetic GIC that is supported by the wrap contract.  Therefore, a fund that invests primarily in guaranteed investment contracts, bank investment contracts, synthetic GICs, or a combination of such products would qualify for the grandfathering exception under the amended language.
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