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PERCEPTION IS REALITY:   An Alternative Compensation Model.  A Sales Idea by Sean Kelley, former Hancock & AIM Retirement Plans Wholesaler.
________________________________________________________________________
Overview

As the retirement plans marketplace matures, there has been a blurring of lines between advisors and distributors. Advisors are paid a fee by the plan or the sponsor while distributors are paid a commission by the provider.

Fee-based advisors, such as the “ABC” type consulting firms, typically focus on plans over $50 million, but some have dropped down market.   
 Distributors, such as brokers and insurance agents, generally focus on plans with less than $10 million.  Many elite retirement plans specialists will not, however, solicit plans with less than $10 million and some can sell effectively to plans in excess of $50 million.  
With a constricting market, the lines of distinction between advisors and distributors are starting to blur.  Indeed, some top brokers report that they are starting to see consultants suggest the use of retail products.  These same consultants use the 12b-1 fees to offset their charges and in reality, they are being paid commissions.  

Some successful brokers are also utilizing an alternative approach and setting up a registered advisor affiliation.  The RIA affiliation allows them to bill hard dollar fees for services and the 12b-1 fees - or commissions generated by the product - can be used as an offset.

Compensation Scrutiny

Despite a volatile equity market, many retirement plans are significantly larger and more sophisticated than they were 5-10 years ago.    Coupled with better information, technology and general awareness, some sponsors are becoming aware of the commissions paid to brokers.  This commission awareness is particularly visible in the $10 million plus market.

Most retirement plans have been sold by brokers who receive commissions, but do not service the plan or plan participants.  (See “THE DARWIN FACTOR:  Replacing Brokers Of Record”)   When sponsors realize this, it could   sour a plan sponsor on brokers and drive them towards the direct model, but the awareness of commissions generally positions   sponsors to demand more from their brokers.  
As a result of growing commission awareness, successful brokers are quantifying and reinforcing the value of their “ongoing service” to the plan.  Just as other professional service providers present astute clients with itemized billings, so should retirement plans brokers.  The itemized invoice can then be offset by any plan commissions that are received.

On certain plans with high assets and/or high average balances, it may, however, be hard to justify allocating all of the generated commissions towards an itemized billing scenario.  Smart brokers recognize this and utilize creative ways to deal with these “surplus” commissions.

Defining Roles & Responsibilities

With an itemized billing approach, the advisor and sponsor must agree to the scope and cost of the services provided.  An itemized approach can also benefit brokers because it helps them avoid plans that do not generate enough revenue to justify a full range of services.

Services performed by the advisor may include:

· Identify Plan & Sponsor Needs.
· Manage The RFP Process.
· Plan Implementation.
· Establish & Monitor An Investment Policy.
· Fund Selection & Performance Monitoring.

· Establish & Monitor Participant Behavior Goals.
· Conduct Plan Enrollment & Education Needs.
· Individual Participant Consultations.
· Mock Audits Re IRS & DOL Check Sheets.
· Ongoing Interface Between Sponsor & Provider.
· Communicate Rollover & Other Options To Terminating Employees.
The items listed above are some of the services that brokers and advisors can perform for their clients, but brokers should be careful to avoid giving any type of legal or tax advice.

What To Do With A Surplus
As noted, some plans will generate surplus commission after all of the above items have been addressed.  Surplus commissions can, however, be addressed in several ways, but brokers should work with their broker-dealer or compliance department to make sure their approach is both legal and ethical.
For example, a broker may agree to reimburse all or a portion of the provider’s billable cost for recordkeeping and administration.  It is, however advantageous to the broker if the provider can “net” the costs out of their commissions.  Netting the costs out of commissions avoids having to pay the bill with money that has already gone through the broker-dealer payout grid and is much cleaner from a compliance standpoint.

The broker could also itemize an “educational” budget that covers the cost of additional travel, meetings, customized materials, etc.  These expenses are paid directly by the broker, but are justified as a legitimate allocation of commission dollars.
 Some brokers also report having the fund company make a non-discretionary allocation to all of the plan participants in a specific fund.  This has the net effect of reducing the expense ratio, but this is a complicated proposition and may be challenged by some compliance departments and or ERISA experts.

There are other practices that vary from firm to firm and broker to broker, but the large wirehouse firms are generally less receptive to some of the more aggressive revenue allocation strategies.  
Summary

Numerous books have been written on the subject of operating as a Registered Investment Advisor.  Industry groups, like ASPA and the PSCA, have also published excellent articles on the subject.

This sales idea was not meant to be exhaustive, but rather to alert brokers that they may want to consider “adding” an alternative compensation model to their practice.   Many   top retirement plans specialists already operate under this type of model and while it may not be viable for all situations, the advisor approach is an essential tool for brokers that solicit plans over $10 million. 
Some brokers have expressed concern about getting into the bill collection business, but only a plan with no 12b-1’s and virtually no other revenue sharing potential would put a broker in this position.  Given the choice, most sponsors would prefer not to write a check and are generally receptive to the commission offset.

Brokers considering the advisor model should also develop an in depth understanding of common industry revenue sources like 12b-1 fees, sub t.a. agreements, soft dollar practices, etc.
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