Question:
To what extent may the New York State Deferred Compensation Board or a local board or committee delegate the selection of a plan service provider to another plan service provider?

Answer:

Section 9003 of the Rules and Regulations of the New York State Deferred Compensation Board (the “Board’s Rules”) provides specific guidelines related to the selection of plan service providers and the responsibilities of the board or committee for the selection of plan service providers.  The following is a description of those provisions as they pertain to the ability of a plan sponsor to delegate this authority.

Section 9003 requires that all contracts for the provision of services to a deferred compensation plan be approved by the deferred compensation board or committee in conformance with this section.  Section 9003.5(c) prohibits a board or a committee from entering  “into an agreement that permits, a trustee, financial organization, independent consultant, administrative service agency or any other person to select one or more other trustees, administrative service agencies, firms of certified public accountants, independent consultants, or financial organizations to provide services in respect of a plan.”   We refer to Section 9003.5(c) as the anti-delegation provision.  The Board’s Rules generally define a “financial organization” as including a bank, insurance company or registered investment advisor that meets certain specified criteria.

Question:
Is there a limited exception to the anti-delegation provision for stable income funds?

Answer:
Yes, there is a limited exception to the anti-delegation provision for stable income funds.  Section 9003.5(c)(2) provides a limited exception to the anti-delegation provision where a  board or committee has “selected and retained a financial organization to manage the stable income fund of such plan which authorizes such financial organization to engage in one or more [enumerated] fund management activities with respect to the assets of a stable income fund.”  In that case, a board or committee may delegate to the stable income fund manager the ability to select a guaranteed investment contract (“GIC”) or wrap contract on behalf of a board or committee, provided that those services meet the definition of these products in the Board’s Rules.

Section 9000.2(b)(5) of the Board’s Rules define a GIC as “a contract with an insurance company or a bank that guarantees a specific rate of return on the invested capital over the life of the contract and for the return of such invested capital and interest to the plan on one or more dates specified in the contract.”  

Section 9000.2(b)(18) defines a wrap contract as “a contract with a financial organization that provides for book-value accounting with respect to a designated portion of the assets of a stable income fund but that does not give the financial organization issuing the contract day-to-day investment authority with respect to such assets. Such term includes participating, non-participating and hybrid wrap contracts.”

Question:
Does the limited exception described above apply to the selection of insurance company separate accounts (sometimes referred to as “separate account GICs”) for the investment of a portion of the assets of a stable income fund?
Answer:
No.  For purposes of the Board’s Rules, the selection of a separate account GIC offered by an insurance company is viewed as the selection of a financial organization to manage the assets of the applicable plan.

Separate account GICs offered by insurance companies provide both wrap contract coverage and investment management.  The investment management may be offered through the insurance company’s internal investment management team, an investment manger affiliated with the insurance company, or an outside manager under contract to the insurance company.

Although an insurance company separate account allows book value accounting with respect to the assets allocated to and managed within the separate account, the primary aspect of the insurance company separate account is the selection of a financial organization to provide investment management services to the applicable plan.  Those investment management services are conducted for the purposes of the named separate account contract holder, provide a variable, not fixed, rate of return, and are unrelated to the general account of the insurance company.  As a result, the anti-delegation provision in the Board’s Rules prohibits a board or committee from delegating its authority with respect to the selection of an insurance company separate account within a stable income fund.  It also prohibits the board or committee from entering into a contract that would allow the insurance company independently to select an investment manager to perform the investment management services portion of the account without the prior approval of the applicable board or committee for the plan.

Conclusion

An insurance company separate account is neither a GIC nor a wrap contract within the definition of those terms in the Board’s Rules.   

Therefore, a deferred compensation board or committee may not delegate the selection of an insurance company separate account to its stable income fund manager and must enter into the contract with the insurance company in conformance with Section 9003.  

