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New ERISA Exemption Permits Cross-Trading Between Index Funds and Other
“Passively Managed” Accounts 
The U.S. Department of Labor
(“DOL”) has issued a long-awaited
ERISA prohibited transaction exemp-
tion that permits investment man-
agers to cross-trade equity and debt
securities between passively managed
index and model-driven funds
(“Funds”), where at least one of the
Funds involved in the trade is subject
to ERISA. The exemption also cov-
ers cross-trades between such Funds
and certain “large accounts” that
engage investment managers to act as
“trading advisers” in connection with
a portfolio restructuring program
(“Large Accounts”). The class
exemption, PTE 2002-12, does not
cover cross-trades of securities
involving “actively managed
accounts” – i.e., accounts as to which
the investment manager makes discre-
tionary, subjective decisions with
regard to the purchase and sale of
securities. The DOL has indicated
that it is continuing to consider what
additional safeguards would be neces-
sary for it to provide exemptive relief
for actively managed accounts.
Investment managers have long pur-
sued an ERISA class exemption for
both types of cross-trading, to permit
ERISA accounts to participate in
cross-trade programs in use for mutu-
al fund and other non-ERISA sepa-
rate accounts.

The exemption defines an “Index
Fund” as a fund that tracks the rate
of return of a securities index by
either replicating the holdings of the
index portfolio or by investing in a
representative sample of such a port-
folio based on objective criteria. A
“Model-Driven Fund” is defined as a
fund that acquires and disposes of
securities pursuant to the operation of
a computer model that is based on
objective criteria and that uses third
party data that is not within the con-
trol of the manager. A “Large
Account” includes a pension plan or
other institutional investor (e.g., an
insurance company separate account
or general account, university endow-
ment or charitable foundation, gov-
ernmental plan, or mutual fund) that
has total assets in excess of $50 mil-
lion and has specifically retained the
manager to act as its nondiscretionary
trading adviser in connection with a
portfolio restructuring directed by an
independent party.

In order to qualify for relief, the
exemption requires, among other
things, that:

l An independent fiduciary provide
advance written authorization to
engage in cross trading (this may be
negative consent in the case of plans
currently invested in existing pooled

funds), following disclosure by the
manager.

l Cross-trade execution occur only
as a result of a “triggering event,”
described below.

l Cross-trade execution is at a clos-
ing price determined by objective pro-
cedures that are disclosed in advance
to investors.

l Cross-trade execution is limited
to securities for which market quota-
tions are readily available.

l No brokerage fees or commis-
sions are paid to the manager in con-
nection with the cross-trade.

l Model-Driven Fund cross-trade
execution does not occur within 3
business days after the manager
changes the model.

l Completion of all cross-trades
involving a Large Account occur
within 60 days after the initial authori-
zation of the portfolio restructuring.

l Cross-trade opportunities are
allocated to all applicable Funds and
Large Accounts on an objective basis
(e.g., “pro rata” among such
accounts).

l No cross-trade involve a Fund or
Large Account which is owned more
than 20% by ERISA-covered plans
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maintained for the investment manag-
er’s employees.

l Extensive reporting and disclo-
sure requirements are satisfied
(including providing the authorizing
fiduciary with a copy of  the exemp-
tion, a detailed description of  the
manager’s cross-trade procedures and
how such procedures will mitigate
conflicts of  interest, a detailed disclo-
sure regarding the nature of  trigger-
ing events and any changes thereto,
the identity of  Funds participating in
the program, and annual notification
that the plan may terminate its partic-
ipation in the program without penal-
ty at any time). 

Under the exemption, a “triggering
event” is defined to include certain
events outside the manager’s discre-
tion, including, e.g., any change in the
composition or weighting of  the

index underlying an Index Fund; any
change in the composition of  the
portfolio of  a Model-Driven Fund
mandated solely by the operation of
the computer model; a material
change in the overall level of  assets in
a Fund as a result of  investments in
and withdrawals from the Fund under
certain circumstances; or an accumu-
lation in the Fund of  a material
amount of  cash or stock attributable
to interest or dividends on portfolio
securities. 

Please let us know if  you would like
us to send you a copy of  the exemp-
tion.  If  you have any questions
regarding this exemption or the status
of  the DOL’s consideration of  cross-
trades involving “active” accounts,
please do not hesitate to contact any
of  the members of  our ERISA –
Investment Management team.
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