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Summary

Thefinancial losses suffered by participantsin the Enron Corporation’ s 401(k)
retirement plan received wide publicity and prompted gquestions about the laws and
regulationsthat govern these plans. In the wake of the Enron bankruptcy, numerous
bills were introduced in the 107th Congress with the intent of protecting workers
from the financial losses that employees risk when they invest alarge proportion of
their retirement savingsin securitiesissued by their employers. Enronisnot theonly
company whose employees and retirees have seen the value of their retirement
accounts reduced by a plungein the company’ s stock price. Employees of Rite Aid,
Lucent Technologies, Nortel Networks, Qwest Communications, the Williams
Companies, Providian Financial Corporation, IKON Office Solutions, Global
Crossing, and WorldCom aso have had their retirement accounts substantially
reduced by sharp dropsin the price of the companies’ stock.

This CRS Report begins by describing the shift from traditional defined benefit
pensionsto defined contribution plans— like the 401(k) —that has occurred over the
last 20 to 25 years. It then summarizes recent research findings on the extent to
which employees’ retirement savings are invested in employer stock. The third
section of the report outlines the provisions of federal law that define an employer’s
duty to manage itsretirement planin the best interest of the plan’ s participants. The
report concludes with asummary of pension reform legislation passed by the House
of Representativesin April 2002 and a description of several pension reform bills
that have been introduced in the Senate in 2002.

Neither the Employee Retirement Income Security Act (ERISA) nor thelnternal
Revenue Code limit the proportion of assets in a defined contribution plan that can
beinvestedin* qualifyingemployer securities,” called“employer stock” or “ company
stock.” Experts state that individuals who concentrate assets in employer stock
assume unnecessary risk, because for any expected rate of return from employer
stock thereisadiversified portfoliothat will providethe samerateof returnwith less
investment risk. Although some employees might realize substantial gains by
investingtheir retirement accountsin employer securities, all market participantswill
inthe aggregate earn the market rate of return. Therewill bewinnersamongworkers
who choose to invest heavily in employer stock, but there also will be losers.

A CRS analysis of forms filed with the Securities and Exchange Commission
by 278 firms showed that, on average, company stock comprised 38.0% of the assets
intheir defined contribution plans. The median concentration of company stock was
24.7%. Both figuresare higher than the 10% to 20% that many investment advisors
recommend as the maximum exposure to a single firm’'s securities. A statistical
analysis showed that three variables had positive and statistically significant
rel ationshipsto the percentage of plan assetsinvested in company stock: (1) making
the company matching contribution with company stock, (2) an average annual total
return on company stock that exceeded the return on the S& P 500 over the previous
three years, and (3) the size of the company measured in terms of total assets.



Contents

INtroduCtion . ... ... 1
|. Overview of Employer-sponsored RetirementPlans. ................ 1
Thetwo typesof retirementplan ........... .. ... ... ... ... ... .. 1
Reasonsfor theshifttoDCplans ............ ... ... .. 3
ERISA and the decline of the defined benefitplan ................ 3
The Revenue Act of 1978 and therise of the“401(k)” ............. 4
II. The Role of Company Stock in RetirementPlans .................. 6
Company stock and investment risk . ...............c.ooi.... 6
Company stock and investment choice ......................... 7
Employee ownership vs. retirement income security . .. ............ 8
How much company stock isinretirementplans ................. 8
CRSandysisof theSE.C.Form11-K ........................ 10
Multivariate analysiS ... ...t 14
[1l. ERISA and Company Stock in RetirementPlans ................. 15
Fiduciary dutiesunder ERISA .. ... ... ... i 16
Whoisafiduciaryunder ERISA? .. ... ... ... i 16
Fiduciary responsibility in an employee-directedplan ............ 18
Employer stock inan ERISA §404(c)plan . .................... 19
IV. Billsinthe 107" Congress . .........c.oviiieeiieaaann.n. 22
HR. 3762 . .. 22
Senatebills . ... .o 23
Appendix A: RegressionResults .............. ..o 28
Form of the model and summary statistics ..................... 28
REfEreNCES. . . .o 33

List of Tables

Table 1. Retirement Plans and Participants, by Typeof Plan . ............... 2
Table2. Company Stock in Defined ContributionPlans .................. 10
Table 3. Company Stock Concentration by Firm Characteristics .. .......... 13
Table A-1. Regression Analysis of Company Stockin2000 ............... 31

Table A-2. Mean and Median Employment, Revenues, and Assetsin 2000 . .. 32



Company Stock in Retirement Plans:
Investment Risk and Retirement Security

Introduction. The financia losses suffered by participants in the Enron
Corporation’ s401(k) retirement plan received wide publicity and prompted questions
about the laws and regulations that govern these plans. In the wake of the Enron
bankruptcy, numerousbillswereintroduced in the 107th Congressto protect workers
from the financial losses that employees risk when they invest alarge proportion of
their retirement savingsin securitiesissued by their employers. Enronisnot theonly
company whose employees and retirees have seen the value of their retirement
accounts reduced by a plungein the company’ s stock price. Employees of Rite Aid,
Lucent Technologies, Nortel Networks, Qwest Communications, the Williams
Companies, Providian Financial Corporation, IKON Office Solutions, Global
Crossing, and WorldCom aso have had their retirement accounts substantially
reduced by sharp dropsin the price of the companies’ stock.

This CRS report begins by describing the shift from traditional defined benefit
pensionsto defined contribution plans— like the 401(k) — that has occurred over the
last 20 to 25 years. It then summarizes recent research findings on the extent to
which employees’ retirement savings are invested in employer stock. The third
section of the report outlines the provisions of federal law that define an employer’s
duty to manage itsretirement plan in the best interest of the plan’ sparticipants. The
report concludes with asummary of pension reform legislation passed by the House
of Representativesin April 2002 and a description of several pension reform bills
that have been introduced in the Senate in 2002.

|. Overview of Employer-sponsored Retirement Plans

The two types of retirement plan. Over the past two decades, the
proportion of American workers who participate in employer-sponsored retirement
plans has remained relatively steady. In 1979, 46% of all workers participated in
employer-sponsored retirement plans, whilein 2000, an estimated 47% of al workers
participated in such plans.* Although the overall rate of participation in employer-
sponsored retirement plans has changed very little over this time, there has been a
shift inthedistribution of plansand participantsfrom defined benefit plansto defined
contribution plans. (See Table 1). Inadefined contribution plan, itisusualy upto
the employee to decide whether or not to participate, how much to contribute to the
plan, and how to invest these contributions. Consequently, workerstoday bear more
of theresponsibility of providing for their retirement than when defined benefit plans
were the dominant form of plan.

! Retirement plan participation ratesfor the civilian workforce age 16 and older in 1979 and
2000 are based onthe April 1979 and March 2001Current Popul ation Surveys, respectively.
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Table 1. Retirement Plans and Participants, by Type of Plan

Defined DB plan Defined DC plan

Y ear benefit participants contribution participants

plans (thousands) plans (thousands)
1979 139,489 29,440 331,432 17,489
1980 148,096 30,133 340,805 18,893
1985 170,172 29,024 461,963 33,244
1990 113,062 26,344 599,245 35,488
1995 69,492 23,531 623,912 42,662
1996 63,657 23,262 632,566 44,625
1997 59,499 22,745 660,542 47,979
1998 56,405 22,994 673,626 50,335

Source: U.S. Department of Labor, Pension & Welfare Benefits Administration.

Employers sponsor retirement plans voluntarily, but those who chooseto do so
must abide by the requirements of the Employee Retirement Income Security Act of
1974 (P.L. 93-406), popularly known as ERISA. In order for a plan to be tax-
qualified — that is for contributions to the plan and investment earnings on those
contributionsto be eligible for deferral of federal income taxes—the plan must aso
comply with therelevant sections of the Internal Revenue Code of 1986. Employer-
sponsored retirement plans are legally classified as either defined benefit plans or
defined contribution plans. In adefined benefit or “DB” plan, theretirement benefit
isusually paid as alifelong annuity based on the employee’ s length of service and
average salary in the yearsimmediately preceding retirement. DB plans are funded
by employer contributions to a pension trust. The contributions and investment
earnings must be equal to the benefits that workers accrue each year. In a defined
benefit plan, theinvestment riskisborne by theemployer. If the value of the pension
trust is not equal to the present value of the plan’s accrued obligations, the plan’s
sponsor isrequired to make up this shortfall — called an unfunded liability — through
additional contributions over aperiod of years. Defined benefit plansare insured up
to certain limits by the Pension Benefit Guaranty Corporation (PBGC). Defined
contribution plans are not insured by the PBGC.

The Internal Revenue Code designates plans that provide individual accounts
for each participant and that pay benefits based solely on the contributions to the
accounts and subsequent investment gains or losses as defined contribution plans.?
Themost common defined contribution planisthe 401(k), named for asection of the
Internal Revenue Code that was added by the Revenue Act of 1978 (P.L. 95-600).
Under ERISA and the tax code, a401(k) plan is both a“defined contribution plan”
and an “individual account plan.” In a 401(k) plan, the employee as well as the
employer can make pre-tax contributions to his or her account. Typicaly, the
participants can allocate the investment of their account balances among a menu of
investment options selected by the employer and/or a plan administrator appointed
by the employer. Employer stock (also called company stock) is often one of those

2 Any plan that does not fit this definition is classified as a defined benefit plan. See 26
U.S.C. §414(i) and 8§ 414()).
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options. In adefined contribution plan, the participant’ s retirement benefit consists
of the balancein the account, whichisthe sum of al the contributionsthat have been
made plus interest, dividends, and capital gains (or losses). The participant usually
has the choice of receiving these fundsin the form of alife-long annuity, as a series
of fixed payments over a period of years, or asalump sum.

In recent years, many large employers have converted their traditional DB plans
to hybrid plans that have characteristics of both defined benefit and defined
contribution plans. The most popular of these hybrids has been the cash balance
plan. A cash balance plan lookslike a defined contribution plan in that the accrued
benefit is defined in terms of an account balance. The employer (but not the
employee) makes contributions to the plan and pays interest on the accumulated
balance. However, in acash balance plan, the account balances are merely arecord
of the participant’ s accrued benefit. They are not individual accounts owned by the
participants. Legally, therefore, a cash balance plan is a defined benefit plan.

Reasons for the shift to DC plans. Some analysts consider the declinein
the number of defined benefit plansto be an unintended consequence of the passage
of ERISA in1974. Likewise, thegrowthinthe number of defined contribution plans
issometimes said to be, at least in part, an unexpected result of an amendment to the
Internal Revenue Code that was included in the Revenue Act of 1978.

ERISA and the decline of the defined benefit plan. The Employee
Retirement Income Security Act of 1974 was passed by Congress to protect the
interests of pension participants and beneficiariesin the private sector.* ERISA was
enacted in response to instances in which pension funds had been mishandled or
plans had becomeinsolvent. It also addressed certain obstaclesto receipt of pension
benefits such asonerous age and length-of -service requirements. ERISA established
standardsfor private pension plansthat makeit morelikely that pension participants
will receive the pension benefits that they have earned. For example, ERISA
requires defined benefit pension plans to be “fully funded.” This means that the
assets held by the pension fund must equal the present value of the benefits owed to
current retirees and to employeeswho have “vested,” i.e., who have earned the right
to receive benefits when they retire. If the assets in the pension fund lose value or
appreciate more slowly than vested benefits, the employer is responsible for the
shortfall. Tomaintainitsfully-funded status, the plan must grow each year —through
employer contributionsand investment earnings— by an amount equal totheincrease
in the present value of the benefits accrued by the plan’s participants. The legal
requirement to keep the plan fully funded means that the employer is at risk for the
full value of the benefitsthat have been earned by the plan participants. Any assets
in excess of the amount needed to pay benefits are the property of the employer,
although these assets are subject to afederal excisetax of up to 50% if they are used
for any other purpose than to provide pensions or retiree health benefits.

In addition to the financial risk assumed by an employer that sponsors a DB
plan, there are ongoing administrative expenses for maintaining the plan’s records,

3 Legally, both defined benefit plans and defined contribution plans are pension plans.
ERISA appliesto both kinds of plan, although it prescribes separate rules for each type.
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processing changes in information for plan participants, assuring that the plan
remainsin compliance with relevant regul ations, and paying insurance premiumsto
the Pension Benefit Guaranty Corporation (PBGC). Estimating the present value of
the benefits that have been earned under the plan requires an actuary to forecast the
ages, lengths of service, and salaries of the plan sponsor’ s employees many yearsin
the future. If at any point the plan becomes* under-funded,” the firm must restore it
to fully-funded status over a period of years or risk losing its tax-qualified status, a
conseguence that can result in substantial taxes and penalties. Furthermore, if a
pension plan develops an unfunded liability, this liability must be displayed in the
firm's financia statements.* The standards established under ERISA have made
workers pensions more secure; however, many employers — especially small
employers — have said that the cost of complying with ERISA has made DB plans
prohibitively expensive to administer.

The Revenue Act of 1978 and the rise of the “401(k)”. Thedeclinein
the number of DB plans began at nearly the same time that the number of defined
contribution plans — particularly “401(k)” plans— began to rise rapidly. Section
401(k) was added to the Internal Revenue Code by the Revenue Act of 1978, but it
was not until 1981 — after regulations had been published by the IRS — that the first
401(k) planwasestablished. Defined contribution plans existed before the Revenue
Act of 1978, but it was only after the advent of the 401(k) that DC plans overtook
traditional defined benefit pensionsin number of plans, participants, and total assets.
Earlier defined contribution plans had been funded exclusively by employer
contributions. 1n a401(k) plan, however, the employee as well as the employer can
make contributions with pre-tax income.> The ability of both the employer and the
employee to contribute on a pre-tax basis and the voluntary nature of employee
participation are defining characteristics of the 401(k) plan.® These characteristics
place much responsibility on the participant, who must decide whether or not to
participate in the plan, how much to contribute, and how to invest the contributions.

Defined contribution plans are relatively less burdensome to administer than
defined benefit plans because they do not require actuarial forecasts of future
employment, salaries, and benefit obligations. Nor isthe cost of fundingaDC plan
as variable and unpredictable as the cost of funding aDB plan. Because the benefit
provided by the planis equal to the account balance, aDC planisby definition fully
funded at all times. InaDC plan, the employer makes no promise about the amount
of benefits to be paid during retirement. The firm merely commitsitself to making
contributions of a certain amount or a certain percentage of pay during the
employee's tenure with the employer. These contributions are sometimes
conditioned on the empl oyee al so making contributions. Defined contribution plans
are not insured by the PBGC, and so the firm pays no PBGC insurance premiums.

* Thereverseis also true. Should the plan become over-funded, the excess assets can be
entered on the firm's balance sheet. Financia reporting of pension fund liabilities is
governed by the Financial Accounting Standards Board' s statement 87 and statement 132.

®> The option to defer current cash income and to deposit that amount into an individual
account is the reason that the 401(k) is sometimes called a cash or deferred arrangement.

® A growing number of firms are enrolling all eligible employeesin their 401(k) plans, so
that the default condition isfor the employee to be enrolled with the option to quit the plan.
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InaDC plan it is the employee who bears the risk that the contributions to the
plan and subsequent investment earnings will be sufficient to provide an adequate
income during retirement. If the contributions made to the account by the employer
and the employee are too small, or if the securities in which the account isinvested
lose value or increase in value too slowly, the employee risks having an income in
retirement that cannot sustain his or her desired standard of living. If this situation
occurs, the worker might chooseto delay retirement. The principal kinds of defined
contribution plan are listed in Exhibit 1.

Exhibit 1. Principal Typesof Defined Contribution Plans

A. Qualified plans under Internal Revenue Code § 401(a)
1. Money purchase pension plans
a. Traditional money purchase plans
b. Target benefit plans
c. Thrift plans (other than profit sharing plans)
2. Profit sharing plans
a. Traditional profit sharing plans
b. Thrift plans
c. Cash or deferred arrangements (1.R.C. § 401(k))
3. Stock bonus plans
a Traditional stock bonus plans
b. Employee stock ownership plans (ESOPSs)
4. Voluntary employee contributions under qualified plans
Tax-deferred annuities under |.R.C. 8 403(b)
Deferred compensation plans for state and local governments and
tax-exempt organizations under |1.R.C. § 457
Individual retirement accounts (IRAs and SIMPLE plans) under |.R.C. § 408
Non-qualified plans (Plans that do not qualify under the Internal Revenue Code)

Source: McGill And Grubbs, Fundamentals of Private Pensions, 6™ edition.

mo Ow

Il. The Role of Company Stock in Retirement Plans

Company stock and investment risk. Asnoted earlier, a fundamental
characteristic of defined contribution retirement plansisthat the empl oyee bearsthe
investment risk, which is defined as the risk of loss inherent in the purchase of
stocks, bonds, and other financial assets. An investor who understands the risk and
return characteristics of stocks and bonds, and who has a well-defined set of
preferencesfor one set of risk-and-return characteristics versus another, will be able
to alocate his investments in a way that balances his tolerance for risk with the
expected rate of return from each kind of investment. For example, an informed
investor understands that the risk of loss associated with holding a single stock is
always greater than the risk of loss associated with holding awell-diversified stock
portfolio of the samevalue. Recent research seemsto indicate, however, that many
401(k) plan participants have a poor understanding of investment risk. Asaresult,
they may make choices about the allocation of their investments that are not well-
informed decisions.’

" See, for example, Shlomo Benartzi and Richard Thaler, “How Much IsInvestor Autonomy
(continued...)
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When an individual chooses to alocate a large proportion of his or her total
assets to a single security — such as employer stock — instead diversifying among a
range of stock and bond mutual funds, that person is assuming more risk than is
necessary to achieve aparticul ar expected rate of return. Some workerswho invest
in employer stock may do so out of loyalty or because they enjoy the feeling of being
an owner-employee. Othersmay believethat their employers’ stock will outperform
the overall market over some particular time horizon. Nevertheless, for any given
expected rate of return, there exists adiversified portfolio of assets that will provide
the same expected rate of return with less risk to the investor than a portfolio
concentrated in company stock. Economists have estimated that aportfolio invested
in the stock of asinglefirm listed on the New Y ork Stock Exchangeis, on average,
twice as risky in terms of price volatility as a well-diversified portfolio of stocks.®
A portfolio invested in asingle firm listed on the NASDAQ —with itsmore volatile
stock prices —was three-and-a-half times as risky as awell-diversified portfolio.

Thereisno governmental insurance plan for defined contribution plansasthere
is for defined benefit plans.” There is, however, a financial mechanism through
which investors can purchase a form of insurance against the possibility that a
particular security will drop invalue. By purchasing an option known asa“put,” an
investor can insure against the possibility of a security declining in value within a
period of time that is specified in the option contract. If the stock falls below the
value defined in the contract, the seller of the option must pay the investor the
amount guaranteed by the contract. The price of the put option, therefore, is much
like an insurance premium. If the stock price does not fall by the specified amount,
the investor loses the amount that he or she paid to purchase the option contract;
however, if the price of the stock collapses and has not recovered by the date
specified in the option contract, the investor is assured of getting back the amount
guaranteed in the option contract. An option could be designed to guarantee the
purchaser the better of the actual rate of return on a company’s stock or the rate of
return of a stock market index. Such options, however, would likely be priced
beyond the reach of all but the most affluent investors.*® Moreover, not all company
stocks have underlying options that trade on an exchange.

’(...continued)
Worth?" in the Journal of Finance, August 2002 (forthcoming).

8 LisaMeulbroek, “ Company Stock in Pension Plans. How Costly Is1t?’ Harvard Business
School Working Paper 02-058, March 2002. Meulbroek emphasizes that “the cost of
holding company stock . . . is a function not of the level risk of holding a single-stock
portfolio, but the lack of compensation received for bearing that risk.”

° Defined benefit pension plans are insured up to certain limits by the Pension Benefit
Guaranty Corporation (PBGC), apublicly chartered corporation that was established by the
Empl oyee Retirement Income Security Act of 1974 (P.L. 93-406). For moreinformation, see
CRS Report 95-118, “The Pension Benefit Guaranty Corporation: A Fact Sheet.”

10 Krishna Ramswamy, “ Company Stock and DC Plan Diversification,” prepared for the
Pension Research Council Conference at the University of Pennsylvania, April 2002. He
estimatesthat the premium for an option contract guaranteeing the better of therateof return
onthestock or therate of return of awell-diversified portfolio would be about $178 per year
for each $1,000 of stock held, a cost that “will appear prohibitive to most investors.”
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Company stock and investment choice. Many public policy analysts
have studied the extent to which defined contribution plans are invested in empl oyer
stock and have attempted to identify the reasons that employers and employeestake
on this risk. One hypothesis is that many participants in 401(k) plans divide their
contributions proportionally among all the investment options offered by the plan.*
Inaplanwith six investment options, for example, many participantswill direct one-
sixth of their contributions to each fund. The investment choices of workers who
follow this “1/n” investment strategy do not appear to be strongly sensitive to the
kind of investment options offered (whether equity funds or bond funds) and,
consequently, “the array of funds offered to plan participants can have asurprisingly
strong influence on the assets they end up owning.”*? Research hasfound that when
company stock is offered as an investment option, it comprises a substantial
proportion of plan assets. For example, in asample of 170 large plans, plan assets
were split almost evenly between equities (stocks) and fixed-income investments
(bonds) in the 103 plans that did not offer company stock as an investment choice.
Inthe 67 plansthat allowed employeesto invest in company stock, however, 42% of
the plan assets were invested in company stock, 29% in other equities and 29% in
fixed-income investments.®

Another recent study found that employees tendency to purchase company
stock isstrongly influenced by the stock’ s past performance.* Employees may tend
to “excessively extrapolate’ past gains into the future, leading them to invest
relatively more heavily in employer stock than employees of firmswhose stock has
experienced average or bel ow-average performance. Workerswhoseemployersmake
matching contributions in the form of company stock also appear to be more likely
to purchase company stock than workers who are able to direct the company’s
matching contribution to investments of their own choice. Economists have
suggested that employees see the company’s choice to make its matching
contributionwith company stock asaform of “implicitinvestment advice.” Workers
may interpret it as an endorsement of the company’'s stock as an appropriate
investment for their retirement account. Although the past performance of company
stock appearsto haveasubstantial effect onworkers’ investment choices, economists
generally agree that past gains are a poor predictor of a stock’ s future performance,
and that “chasing past returnsis not an optimal strategy” for investorsto follow.™

1 Shlomo Benartzi and Richard Thaler, “Naive Diversification Strategies in Defined
Contribution Savings Plans,” American Economic Review (91, 1), March 2001, pp. 79-98.

12 Benartzi and Thaler, 2001, page 81.

13 Benartzi and Thaler, 2001, page 95. This finding is supported by the Employee Benefit
Research Institute (EBRI) and Investment Company Institute (ICl) data base representing
more than 35,000 plans. These datashow that in 2000, 70.4% of assetsin plansthat did not
offer employer stock as an investment option were invested in equity funds. In plans that
offered company stock as an option, 44.6% of plan assetswere invested in equity fundsand
31.8% in company stock. See EBRI Issue Brief 239, November 2001, Table 5, page 10.

14 Shlomo Benartzi, “Excessive Extrapolation and the Allocation of 401(k) Accounts to
Company Stock,” Journal of Finance (56, 5), October 2001.

> Paul Sengmuller, “Performance Predicts Asset Allocation: Company Stock in 401(k)
(continued...)
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Employee ownership vs. retirementincome security. OliviaMitchell
of the University of Pennsylvania and Steven Utkus of The VVanguard Group have
estimated that 23 million people have access to company stock through defined
contribution retirement plans. Of this number, they estimate that 11 million hold
concentrated stock positions exceeding 20 percent of account balances. Of these, 5
million hold positions exceeding 60 percent of account balances.’® Mitchell and
Utkus suggest that because holding a high concentration of company stock increases
portfolio risk, such concentrations “will produce greater extremes in realized
retirement wealth as well as lower median wealth, than would a system of more
diversified investments.”*” Moreover, they find that the growth of defined
contribution plansthat include large concentrations of company stock has* gradually
blurred the distinction between plans designed to enhance employee ownership and
plans designed to maximize retirement security.”*® While some employees might
realizesubstantial gainsby investing their retirement accountsin empl oyer securities,
the authors observe that “investing in asingle stock must be azero-sum game across
investors, with all participantsin the aggregate earning the market return.”*° In short,
while there will certainly be winners among workers who choose to invest their
retirement accounts in employer stock, there will just as certainly be losers, too.

How much company stock is in retirement plans. The most
comprehensive source of data on ownership of employer securities in defined
contribution plans is the Form 5500, which tax-qualified plans with 100 or more
participants must file each year with the Internal Revenue Service. In 1998, 52,278
defined contribution plans of al typeswith 100 or more participants filed the Form
5500. Among these plans, 16.6% of total assets consisted of employer securities.
Among 401(k) plans with 100 or more participants, employer securities comprised
15.3% of total plan assetsin 1998.2* More recently, the Employee Benefit Research
Institute (EBRI) and the Investment Company Institute (1CI) reported on company
stock held by the 35,367 plansrepresented in the EBRI/ICI database. They reported
that in 2000, company stock comprised 18.6% of thetotal assetsheldin 401(k) plans.
Among plans that held any company stock, it accounted for 31.8% of plan assets.??

15 (...continued)
Plans,” Columbia University, Department of Economics, April 2002, page 31.

6 Qlivia S. Mitchell and Steven P. Utkus, “Company Stock and Retirement Plan
Diversification,” Pension Research Council Working Paper 2002-4, April 2002, page 2.

7 Mitchell and Utkus, (2002), page 2.
8 Mitchell and Utkus, (2002), page 9.
¥ Mitchell and Utkus, (2002), page 29.

% |n 1998, therewere 52,278 defined contribution planswith 100 or more participants. The
planshad 47.9 million total participantsand 40.7 million active participants. Assetstotaled
$1.645 trillion, of which $273.2 billion were employer securities. (U.S. Dept. of Labor,
2002, page 26 for assets; page 66 for number of plans, and pages 71 and 74 for participants.)

21 Assetsof 401(k)-type planswith 100 or more participantstotal ed $1.353 trillion, of which
$207.6 hillion were employer securities. (U.S. Department of Labor, 2002, page 54)

22 Sarah Holden and Jack VanDerhei, “401(k) Plan Asset Allocation, Account Balancesand
(continued...)
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Both the IRS Form 5500 and the EBRI/ICI data base represent plansof all sizes,
however, company stock is not uniformly distributed among small and large plans.
The EBRI/ICI datashow that among planswith 5,000 or more partici pants, company
stock comprised 25.6% of total plan assets. Among plans with 5,000 or more
participants that held any company stock, it comprised 33.6% of plan assets.
Likewise, the Profit Sharing/401(k) Council of America (PSCA) reportsthat in 2000,
company stock accounted for 39.2% of assetsin the defined contribution plans of the
909 firms that responded to the PSCA’s annual survey.” Thirty-one percent of the
plansin the PSCA survey had 1,000 or more participants and 58% had 200 or more
participants. A survey conducted by the Institute of Management and
Administration (IOMA) in 2001 found that among a sample of 220 —mainly large —
firms, company stock made up 36.1% percent of DC plan assets.

To further study how firm size, plan design, and the concentration of company
stock inthefirm’sretirement plan arerelated, CRS analyzed company filings of the
S.E.C. Form 11-K. CRS examined data for all of the defined contribution plans
sponsored by 278, predominantly large, firms This analysis confirms that the
concentration of company stock in defined contribution plans is substantial anong
large, publicly traded corporations.?* On average, company stock comprised 38.0%
of the assetsin these firms' defined contribution plans. (See Table 2.)

Table 2. Company Stock in Defined Contribution Plans
Company stock asa

Sour ce Year SampleSize per centage of assets
I.R.S. Form 5500 1998 52,278 plans 16.6%
EBRI/ICI Data Base 2000 35,367 plans® 18.6%
Profit Sharing/401(k) Council 2000 909 firms 39.2%
CRS anaysisof S.E.C. Form 11-K 2000 278 firms® 38.0%
IOMA/DC Plan Investing 2001 220 firms® 36.1%

#1n plans that held company stock, it accounted for an average of 31.8% of plan assets.
® Many large firms sponsor more than one defined contribution retirement plan.

CRS analysis of the S.E.C. Form 11-K. We studied the defined
contribution plans of 261 firms that were included in either the Fortune 500 or the
Sandard & Poor’s500 and that filed aForm 11-K electronically withthe SE.C. in
2001. Wea so included the plans of 16 firmsthat were not in either of these indices
that we selected randomly from the S.E.C.’SEDGAR database.”® Many firmsfiled
more than one Form 11-K because they sponsored more than one defined

22 (...continued)
Loan Activity in 2000,” EBRI Issue Brief Number 239, November 2001, page 10.

2 44™ Annual Survey of Profit Sharing and 401(k) Plans, Profit Sharing 401(k) Council of
America, Chicago, October 2001.

24 The Form 11-K must be filed annually with the S.E.C. by firms that allow employees
voluntarily to purchase company stock through an employer-sponsored savings plan.

% EDGAR (Electronic Data Gathering Analysis and Retrieval) can be accessed at
[http://www.sec.gov/edgar/searchedgar/webusers.htm].
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contribution plan. In those cases, we summed plan assets over all plans. For plan-
specific characteristics, we used those of the plan with the greatest total assets.
Characteristicsof thefirm, such asemployment, revenues, and total corporate assets
weretaken from the S.E.C. Form 10-K that the firm filed in 2001.%* We excluded
plansthat covered primarily employees outside the United Statesand plansthat were
pure Employee Stock Ownership Plans (ESOPs) or Employee Stock Purchase Plans.
We included ESOPs that had a 401(k) salary deferra feature. (These plans are
popularly known as “KSOPSs"). In 2000, the firms in our sample employed 12.9
million workers, or an average of 46,340 employees per firm. They had average
revenues of $13.438 billion and average corporate assets of $22.327 billion in 2000.
(Medians are reported in the Appendix). The sample firms defined contribution
plans had $423.6 hillion in total assets as of the end of fiscal year 2000.

Company stock accounted for 38.0% of the assets held by the defined
contribution plans of the firmsin our sample. The average (or mean), however, is
skewed by high concentrations of stock in arelatively small number of firms. The
median concentration of company stock was 24.7%. (In half of al firmsin the
sample, company stock comprised more than 24.7% of plan assets, and in the other
half, company stock was less than 24.7% of plan assets). Still, even thisfigureis
considerably higher than the 10% to 20% that many investment advisorsrecommend
as the maximum exposure to a single firm's securities in a well-diversified
investment portfolio. Someworkersown stock outsidetheir 401(k) retirement plan
— which could reduce the percentage of their total financial assets invested in
company stock — but many do not. Moreover, the datain Table 3 reflect only the
company stock owned through 401(k) plans and so-called “KSOPs” (ESOPswith a
401(k) feature) They do not take account of company stock owned through
traditional ESOPs, Employee Stock Purchase Plans, or acquired through company
stock options.

In an analysis of 11-K forms filed in 1993, Benartzi (2001) found higher
concentrationsof company stock among firmsthat madetheir matching contributions
with company stock and also among firms whose stock had outperformed a major
stock market index over along period. The CRSanalysisof 11-k formsfiledin 2001
found similar resultsin both cases. Among the 146 firmsin the samplethat required
al or part of the firm’'s matching contribution to the DC plan to be made with
company stock, company stock made up 45.4% of plan assets, compared with 27.2%
infirmsthat allowed the employeeto direct theinvestment of the company match.?’
The median concentrations of company stock were 35.7% and 12.1%, respectively,
in these firms.

We measured each company’s stock performance as the ratio of its average
annual total return over a three-year period (1997 through 1999) to the average
annual total return of the S& P 500 over the same three years. Of the 66 firmsin the
samplethat “beat the market” over the three-year period, company stock comprised
49.7% of average plan assets in 2000, compared with 31.1% among the 212 firms

% The Form 10-K isadetailed financial report that must be filed annually with the S.E.C.
by all firmswhose stock is offered for sale to the public.

' Thisgroup includes asmall number of firmsthat made no matching contribution in 2000.
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whose three-year average annua total return was less than the S& P 500.2 The
median concentrations of company stock were 40.1% and 21.0%, respectively,
among these firms.

Mitchell and Utkus (2002) suggest that an employer who also offers a defined
benefit plan might be more willing to tolerate high concentrations of company stock
in the company’s DC plan because the DB plan offers employees a measure of
security inthe event that the company’ sstock wereto collapse. Likewise, “long-term
employees with a valuable DB benefit providing a guaranteed income stream . . .
might reasonably seek greater single-stock risk in the DC plan with company
stock.”®  The data from the 11-K forms studied by CRS do not reveal a direct
correlation between company stock inafirm’sDC plansand its sponsorship of aDB
plan. Of the 278 firms in the sample, 205 sponsored a DB plan.® The mean
concentration of company stock was actually lower among these firms (36.3%) than
among thefirmsthat did not sponsor aDB plan (51.6%). The median concentration
of company stock, however, differed very little between the two groups of firms:
24.8% among those that also sponsored a defined benefit plan and 23.7% among
those that had only a DC plan. These median concentrations differed only slightly
from the median concentration among thefull sampleof 278 firms, whichwas 24.7%

Table 3 also showsthe concentration of company stock in relation to company
size, measured in terms of employees, total company assets, and total company
revenues.® Evidenceismixed on therelationship between the number of employees
inthefirm and the concentration of company stock inthefirm’ sdefined contribution
plans. The mean concentration of company stock was higher in firms with more
employeesthan the samplemedian (39.0% vs. 32.6%), but the median concentration
was higher among firms with fewer than the median number of employees (27.9%
vs. 22.3%). The relationship between company size and the concentration of
company stock was strongest when company size was measured in terms of total
assets.¥ Among the firms for which company assets exceeded the sample median,
the mean concentration of company stock in the firms defined contribution plans
was 39.8%, compared to 26.8% among firms with company assets less than the
sample median. The median concentration of company stock among firms in the
upper half of the asset distribution (33.0%) was nearly twice that of firmsin the
lower half of the distribution (17.3%).

% A stock’s total rate of return accounts for price changes, stock splits, and dividends.
From 1997 through 1999, the average annual total rate of return on the S& P 500 Index was
25.6%.

% Mitchell and Utkus (2002), page 27.

% Weclassified afirm asofferingaDB planif the 10-K formit filed in 2001 indicated that
it sponsored adefined benefit plan covering “most” or “substantialy all” of its employees.

31 In most cases, firms reported the total number of employees as of the end of the firm's
fiscal year. A relatively few firms reported the number of full-time equival ent empl oyees.
Most firms do not report the number of plan participants on the Form 11-K.

% For the full sample, the correlation coefficient between revenues and assets was 0.626.
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Thebottom panel of T able 3 showsthe concentration of company stock relative
to the location of the firm, defined as the region of the United States in which its
principal officesarelocated. Themean concentration of company stock issomewhat
lower in companies with headquarters in the Midwest and South than among firms
with headquarters in the East or West. The median concentration is lowest among
firms in the Midwest. However, in a regression anaysis (discussed in the next
section), the firm’ s location was not a statistically significant variablein relation to
company stock concentration when other characteristics of thefirm and of thefirm’'s
defined contribution plans were taken into account.

Table 3. Company Stock Concentration by Firm Characteristics

Company stock asa
Company characteristic: E;’mmptgi g_ per cengag)é of total DC
) plan assets:

Mean Median
All companiesin sample 278 38.0% 24.7%
Company matching contribution:
Match given as company stock 146 45.4% 35.7%
All other companies 132 27.2% 12.1%
Company stock performance:
Three-year average total return exceeded
S& P 500 66 49.7% 40.1%
Three-year average total return lagged the
S& P 500 212 31.1% 21.0%
Type of retirement plan sponsored:
Company had only aDC plan 73 51.6% 23.7%
Company aso had aDB plan 205 36.3% 24.8%
Number of employees in 2000:
Company had fewer workers than the
sample median* 139 32.6% 27.9%
Company had more workers than the
sample median* 139 39.0% 22.3%
Total company revenues in 2000:
Company’s revenues were less
than the sample median? 139 34.1% 22.8%
Company’ s revenues were more than the
sample median? 139 38.6% 29.0%
Total company assetsin 2000:
Company assets were less than the
sample median® 139 26.8% 17.3%
Company assets were more than the
sample median? 139 39.8% 33.0%
Location of firm's principal offices:
Northeast 71 43.0% 28.3%
Midwest 78 36.0% 17.2%
South 82 35.7% 28.4%
West 47 40.3% 32.0%
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Source: Company filings of Forms 10-k and 11-K with the S.E.C. in 2001.
Notes:

1. Sample median was 18,750 employees.

2. Sample median was $5.341 billion in total revenue.

3. Sample median was $7.316 billion in total assets.

Multivariate analysis. The data displayed in Table 3 indicate that the
concentration of company stock is higher in firms that (1) make their matching
contributions with company stock, (2) have experienced better-than-average stock
performance, and (3) arerelatively largein terms of total assets. In other words, al
three of these variables are positively correlated with the proportion of the
company’ sDC planthat isinvested in company stock. However, statisticsthat show
the relationship between only two variables at a time can sometimes be misleading
because many variables might simultaneously influence a firm's decision to
contribute stock to a retirement plan or a worker’s decision to purchase company
stock. Some of these variables may have strong interaction effects on each other.

We can control for theinteraction effects among variables by employing multi-
variate regression analysis. This procedure measures the extent to which changes
in one or more independent variables are associated with changes in a dependent
variable (also called the response variable). Regression analysis shows how a
specific change in each independent variable is associated with a change in the
dependent variablewhen all of the other independent variablesremain fixed at their
mean values. A properly specified model will show whether the dependent variable
and a particular independent variable increase or decrease together or whether they
move in opposite directions, and whether the change in the dependent variable is
large or small. One must be careful, however, not to infer that achangein the value
of anindependent variable causesachangein the dependent variable. The dependent
variable might be affected by some other factor or factorsthat are not included in the
regression model, but that change simultaneously with one or more of the
independent variables included in the model. The possibility of having omitted a
potentialy important variable is especialy acute in the social sciences where
controlled experiments are not often possible.

Summary of the regression results. In this model, the dependent
variableisthe percentage of afirm’stotal defined contribution plan assetsinvested
in company stock at the end of fiscal year 2000, as reported on the Form 11-K that
the firm filed with the S.E.C. in 2001.>®* Weincluded six independent variablesthat
economic theory or previous empirical research suggested might be related to the
concentration of company stock. (Complete results of the regression analysis are
shown in the Appendix). In this case, the results of the multi-variate analysis
confirmed what the simple descriptive statistics shown in Table 3 had revealed.
Three variables were shown to have a positive and statistically significant
relationship to the percentage of a company’s DC plan assets invested in company
stock. They were: (1) making the company matching contribution with company
stock, (2) an average annual total return on company stock that exceeded the return

% For most firms, the 11-K filed in 2001 reported the status of the DC plan for the fiscal
year that ended in 2000. For somefirms, 2001 filings cover fiscal yearsthat ended in 2001.
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on the S&P 500 over the previous three years, and (3) the size of the company
measured in terms of total assets.

More than half of the firms in the sample (146 out of 278) made all or part of
their matching contributions with company stock in 2000. The regression results
indicate that, with all other variables held at their mean values, the concentration of
company stock would be 17.7 percentage points higher at a firm that made its
matching contribution with company stock than at a firm that did not. The
performance of the company stock —expressed astheratio of the average annual rate
of total return on company stock from 1997 through 1999 to the average annual rate
of total return of the S& P 500 index over the same three-year period — also had a
positive and statistically significant relationship to the concentration of company
stock inthesamplefirms’ defined contribution plans. Theresultssuggeststhat, other
things being equal, the concentration of company stock would be 5.3 percentage
pointshigher at afirm wherethe 3-year rate average of return on company stock was
twicetherate of return of the S& P 500 when compared with afirm where the 3-year
rate average of return on company stock wasthe same asthe return on the S& P 500.%
Finally, the regression results indicate that even among the relatively large firmsin
our sample, the concentration of company stock increases with company size. The
effect is not especially dramatic, however. Among the 278 firmsin this sample, a
10% increase in total company assets is associated with an increase in the
concentration of company stock of only 0.4 percentage points.

lll. ERISA and Company Stock in Retirement Plans

The widely publicized financial losses suffered by participants in the Enron
Corporation’ s401(k) plan prompted many Membersof Congressto question whether
thelawsand regul ationsthat govern these plans need to bere-examined.* To ensure
that the assets of pension trust fundsare diversified beyond the assets of the company
itself, Congress limited the amount of employer stock that can be held in a defined
benefit plan to 10% of plan assetswhen it passed ERISA in 1974.%° Thisreducesthe
risk that a pension fund would become insolvent as a result of the company that
sponsors the plan going bankrupt. Congress has generally exempted defined
contribution plans from limits on investing in employer stock * except for certain
plansthat require salary deferrals equal to more than 1% of employee pay to be used

3 Because we are looking at the concentration of company stock at a point in time, we
cannot say how much of this 5.3 percentage point excess of company stock is attributable
to additional employee purchases and how much is due to the fact that, absent periodic re-
balancing of portfolios, a higher rate of return on any security will lead to that security
comprising alarger proportion of an investor’s portfaolio.

% See The Enron Bankruptcy and Employer Sock in Retirement Plans, CRS Report for
Congress RS21115, March 11, 2002 by Patrick J. Purcell.

% See 29 U.S.C. §1107(a).

37 See29 U.S.C. §1104(a)(2) and § 1107(b). ERISA § 404(a)(2) statesthat “in the case
of an eligible individual account plan . . . the diversification requirement of paragraph
(D(C) and the prudence requirement (only to the extent that it requires diversification) of
paragraph (1)(B) is not violated by acquisition or holding of qualifying employer real
property or qualifying employer securities.” [Emphasis added].
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for purchasing employer stock.® Some participants in Enron’s 401(k) plan —in
which 62% of the assets consisted of Enron stock at the end of 2000 — have charged
that the plan’s administrators violated their duty as fiduciaries by alowing
participants to continue investing in Enron stock and continuing to make the
company’ smatching contributionswith Enron stock even after they knew —or should
have known — that the company was in serious financial trouble.®* Severa plan
participants have filed suit against Enron in federal district court seeking restitution
for the losses they sustained to their retirement account balances.”

Fiduciary duties under ERISA. Section 404(a)(1) of ERISA (29U.S.C. 8
1104(a)(1)) requiresaplanfiduciary to act “ solely in the interest of the participants
and beneficiaries’” of the plan “for the exclusive purpose of providing benefits to
participants and their beneficiaries and defraying reasonable expenses of
administering the plan.” The fiduciary must carry out his or her responsibilities
“withthecare, skill, prudence, and diligence under the circumstancesthen prevailing
that aprudent man acting in alike capacity and familiar with such matterswould use
in the conduct of an enterprise of alike character and with like aims.”

Although ERISA generally doesnot limit the amount of company stock that can
be held in aDC plan, the plan sponsor still has afiduciary duty to manage the plan
in the best interest of the participants —including the obligation to select investment
optionsthat are appropriate for aretirement plan —and to monitor these investment
optionsto assurethat they remain suitableinvestmentsfor plan participants. If aplan
offers company stock as an investment option or makes matching contributionswith
company stock, the employer must make adisinterested assessment asto whether the
stock is an appropriate investment for the plan’s participants. This can sometimes
put company officers who are plan fiduciariesin adifficult situation. Mitchell and
Utkus (2002) state that, “the employer as fiduciary stands in a somewhat tenuous if
not contradictory position in the oversight of company stock” because if the firm
encounters difficulties, its executives “could be in the incongruous position of
removing company stock from the retirement plan, while simultaneously seeking to
inspire confidence in the company” among outside investors.*

Who is afiduciary under ERISA? Section 3(21)(A) of ERISA (29 U.S.C.
§ 1002(21)(A)) defines as afiduciary any person who:

(1) exercisesany discretionary authority or discretionary control respecting the
management of the plan or exercisesany authority or control respecting the
management or disposition of its assets, or

(2) rendersinvestment adviceto plan participants or administratorsfor afee or
other compensation, or has the authority or responsibility to do so, or

% See 29 U.S.C. § 1107(b)(2).

% A fiduciaryisanindividual, company, or association responsi ble for managing another’s
assets. Theresponsibilities of an ERISA fiduciary are defined at 29 U.S.C. 88 1101-1114.

0 Tittle v. Enron Corp., S.D. Texas, No. H-01-3913; Rinard v. Enron Corp.; and Kemper
v. Enron Corp. These three suits have since been consolidated under Tittle v. Enron.

4 Mitchell and Utkus (2002), page 22.
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(3) has any discretionary authority or discretionary responsibility inthe
administration of such plan.

Thus, a fiduciary under ERISA is defined in terms of managing and
administering the plan, rather than by job title. A personisafiduciary of the plan
only to the extent that he or she has the authority and responsibility to perform the
functions of plan management and administration that ERISA defines as those of a
fiduciary. Thus, the officers and directors of a company may or may not be
fiduciariesof the plan, depending on their authority and responsibility to manage and
administer the plan. Moreover, a company officer or director who does not act as
afiduciary in the normal course of business might be considered a fiduciary with
respect to a particular action that carries with it the duties and responsibilities of a
plan fiduciary. With respect to that action, the company officer or director is a
fiduciary under ERISA. Thisfunctional definition of afiduciary —that afiduciary
isasafiduciary does—was affirmed by the Supreme Court in Varity Corporation v.
Howe in 1996, wherein the Court ruled that:

In relevant part, the statute says that a “person is a fiduciary with respect to a
plan,” and therefore subject to ERISA fiduciary duties, “to the extent” that he or
she “exercises any discretionary authority or discretionary control respecting
management” of the plan, or “has any discretionary authority or discretionary
responsibility inthe administration” of theplan. ERISA § 3(21)(A)* [Emphasis
added.]

Company officer or plan fiduciary: which comes first? A plan
fiduciary under ERISA must act “solely in the interest of the participants and
beneficiaries.” If actions taken in the best interest of plan participants aso were
always in the best interest of the firm’s management, then no conflicts would arise
between theroles of plan fiduciary and company officer. However, such conflicts of
interest do sometimes arise. An attorney who specializes in ERISA has noted that
“ironically, evenif you are acting in the good faith of the company, you may not be
actinginthebest interests of the plan participants. Thereisoften aninherent tension.
You must manage a pension plan for the benefit of participants and not for the
company. These are mutually exclusive.”*

An example of the conflict that can occur between the interests of a firm's
management and the interests of the participantsinitsretirement planisprovided by
arecently settled lawsuit between a bank and its employees.* In two class action
lawsuits, current and former employees of the bank alleged that the company used
the proprietary fundsin its 401(k) plan to increase the bank’ s profits at the expense
of plan participants. The plan participants charged that the firm sponsoring the plan
engaged in self-dealing when it used its 401(Kk) plan to boost its profits by forcing

“2 The Court also recognized that to decide whether an action falls within the definition of
a “fiduciary” act, a judge must “interpret the statutory terms which limit the scope of
fiduciary activity to discretionary actsof plan ‘ management’ and ‘ administration’” because
“these words are not self defining . ...” Varity v. Howe, (94-1471), 516 U.S. 480 (1996)

4 Ann Longmore of Willis Global Financial and Executive Risks, as quoted by Russ
Banham in. “Defending Y our 401(k),” CFO Magazine, April 1, 2000.

“ Franklin v. First Union Corporation (U.S. District Court, Eastern District of Virginia).
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them to invest exclusively in funds managed by the bank and by charging improper
feesfor plan participation. In March 2001, ajudge granted preliminary approval to
asettlement in which the bank agreed to pay $26 millionto the plaintiffsand to make
structural changesin its 401(k) plan.*

Fiduciary responsibility in an employee-directed plan. Section404(c)
of ERISA (29 U.S.C. 1104(c)) provides that if a plan permits a participant or
beneficiary “to exercise control over the assets in his account,” the participant will
beresponsiblefor any investment | ossesthat may result form hisinvestment choices.
The plan’s fiduciaries will be relieved of responsibility for investment losses that
result from the participants investment decisions. The federal regulations that
interpret ERISA 8§ 404(c) specify that a plan qualifies for relief from responsibility
for investment lossesonly if it providesthe participant (1) the opportunity to exercise
control over the assetsin his or her account, and (2) the opportunity to choose from
abroad range of investment alternatives.* A participant or beneficiary is deemed to
have access to a broad range of investment alternatives if he has a reasonable
opportunity to:

(A) materially affect the potential return on the portion of the individual
account with respect to which he is permitted to exercise control and the
degree of risk to which such amounts are subject;

(B) choose from at least three investment alternatives
(1) each of which isdiversified;

(2) each of which hasmaterially different risk and return characteristics;

(3) which in the aggregate enable the participant . . . to achieve a
portfolio with aggregate risk and return characteristics at any point
within the range normally appropriate for the participant or
beneficiary; and

(4) each of which when combined with investments in the other
alternativestendsto minimizethrough diversification the overall risk
of aparticipant’s or beneficiary’s portfolio; and

(C) diversify the investment of that portion of his individual account with
respect to which he is permitted to exercise control so as to minimize the
risk of large losses, taking into account the nature of the plan and the size
of participants’ or beneficiaries’ accounts.*’

Exercising control over investments. The relief from liability for
investment losses available to afiduciary under ERISA 8 404(c) applies “only with
respect to atransaction where a participant or beneficiary has exercised independent

4 “Court Approves First Union Settlement,” Employee Benefit Plan Review, Vol. 55, No.
12, June 2001, page 42.

% 29 C.F.R. § 2550.404c-1(b)(1). Significantly, theregulation allowsfor the possibility of
investing the entire value of an individual account in a single security, as shown in an
example published with the regulation: “ A participant, P, independently exercises control
over assetsin hisindividual account plan by directing a plan fiduciary, F, to invest 100%
of his account balance in a single stock. P is not a fiduciary with respect to the plan by
reason of his exercise of control and F will not be liable for any losses that necessarily
result form P’ sinvestment instruction.” (See 29 C.F.R. § 2550.404¢-1(f)(5)).

47 29 C.F.R. § 2550.404c-1(b)(3).
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control in fact with respect to the investment of assetsin hisindividual account.”*
A participant’s or beneficiary’s exercise of control is not independent in fact if “a
planfiduciary has concea ed material non-public factsregardingtheinvestment from
the participant or beneficiary, unless the disclosure of such information by the plan
fiduciary to the participant or beneficiary would violate any provision of federal law
or any provision of state law which is not preempted” by ERISA.*® Thus, the
regulation relieves the fiduciary from the obligation to disclose to plan participants
and beneficiaries important financial information about the company only if that
disclosure would violate another federal law, such as the Securities Act of 1933.

The section 404(c) regulationsfurther statethat relief fromfiduciary liability is
contingent upon the participant having the opportunity to obtain “sufficient
information to make informed decisions with regard to investment aternatives
available under theplan.”* Thus, an employer that allows plan participantstoinvest
inaparticular mutual fund, for example, would haveto provide participantswith the
same information generally available to the public, such as the fund's most recent
prospectus. However, while the regulation requires plan fiduciaries to provide
informationthat isnecessary for participantsto makeinformed investment decisions,
a “fiduciary has no obligation . . . to provide investment advice to a participant or
beneficiary under an ERISA section 404(c) plan.”>! [Emphasis added.]

An important caveat. Relief from responsibility for investment losses
through ERISA § 404(c) isavailableto aplan’sfiduciaries only after they have met
their obligation to select appropriate investment aternatives from which plan
participants may choose. The Department of Labor’ sregulation for ERISA § 404(c)

emphasizes . . . that the act of designating investment alternatives . . . in an
ERISA Section 404(c) plan is a fiduciary function to which the limitation on
liability provided by Section 404(c) is not applicable. All of the fiduciary
provisions of ERISA remain applicable to both the initial designation of
investment alternativesand investment managers and the ongoing determination
that such alternatives and managers remain suitable and prudent investment
aternativesfor theplan. Therefore, theparticular planfiduciariesresponsiblefor
performing these functions must do so in accordance with ERISA %

Employer stock in an ERISA § 404(c) plan. Because employer stock is
not adiversified investment, it cannot be one of the three* core” investment options
required by ERISA §404(c). A planthat offersqualifying employer securitiesasan
investment option must offer at least three other diversified investment options in
order to qualify under section 404(c). Nevertheless, while ERISA 8§ 404(c) requires
aplanto offer participantsthe opportunity to diversify their investments, it does not

% 29 C.F.R. § 2550.404c-1(c)(1)
% 29 C.F.R. § 2550.404c-1(c)(2)
50 29 C.F.R. § 2550.404c-1(b)(2).
5. 29 C.F.R. § 2550.404c-1(c)(4)

52 “Final Regulation Regarding Participant Directed Individual Account Plans (ERISA
Section 404(c) Plans),” Federal Register, vol. 57, no. 198, October 13, 1992, page 46922.
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require participants actually to do so. In fact, the Labor Department’ s regulations
statethat in adefined contribution plan, “ ERISA’ s diversification’ requirement, and
ERISA’s ‘prudence’ requirement asit appliesto diversification, are not violated by
the acquisition of up to 100% of qualifying employer securities, if the plan so
provides.”** However, this exemption from ERISA’ s prudence requirement applies
to defined contribution plansonly asit relatesto diversification. In all other aspects
of plan management and administration — including the selection of investment
options—the plan fiduciaries are bound by ERISA to act with “care, skill, prudence,
and ... diligence.”

Although ERISA does not limit the proportion of assets in a defined
contribution plan that can be invested in employer stock, “the fiduciaries of a plan
must act prudently if they decide to permit employer stock as an investment
alternativeavailableto participantsunder theplan.”>* Furthermore, if employer stock
is offered as an investment aternative, the plan fiduciaries must ensure that
“information provided to shareholders of such securitiesis provided to participants
and beneficiarieswith accounts holding such securities.”*® Thefiduciariesalso must
continueto evaluate the suitability of company stock asaninvestment option because
“neither the statute nor the regulation eliminates the fiduciary’s underlying
responsibility with regard to the selection and monitoring of the plan’s investment
options.”* In the event that the employer stock fund in a participant-directed plan
doesnot meet al of therequirementsunder ERISA § 404(c), only theemployer stock
portion of the plan will fail to qualify under section 404(c). The other investment
funds of the plan will qualify for liability protection under section 404(c) to the
extent that they satisfy the section 404(c) requirements.*

Fiduciary duty and employer stock. Enronisnot the only company to
have been sued in recent years by participants in an employer-sponsored retirement
plan in which participants had invested in company stock. Rite Aid, Lucent
Technologies, Nortel Networks, Qwest Communications, Williams Companies,
Providian Financial Corporation, IKON Office Solutions, WorldCom, and Xerox all

¥ G. M. Morrisonand A. L. Scialabba, “Using Employer Stock in a 401(k) Retirement
Plan,” Journal of Pension Planning and Compliance, vol. 25, no. 3; Fall 1999, page 56.

> Morrison and Scialabba (1999), page 54.
55 29 C.F.R. § 2550.404(c)-1(d)(2).

% Thomas S. Gigot, “401(k) Plan Litigation under ERISA,” Journal of Pension Planning
and Compliance,” vol. 27, no. 3 (Fall 2001), page 65.

>« A plan which otherwise qualifies as an ERI SA section 404(c) plan would not ceaseto be
an ERISA section 404(c) plan merely because a particular non-coreinvestment alternative
offered under the plan (e.g., an employer security investment alter native) failsto meet the
requirementsfor section 404(c) relief. Accordingly, to the extent that an employer security
investment alternative fails to comply with the requirements of paragraph (d)(2)(ii)(E)(4),
the fiduciaries of a plan which otherwise meets the requirements of section 404(c) would
lose section 404(c) protection and would be responsible as fiduciaries only with respect to
transactions involving the employer security investment alternative.” “Final Regulation
Regarding Participant Directed Individual Account Plans (ERISA Section 404(c) Plans),”
Federal Register, vol. 57, no. 198, October 13, 1992, page 46928.



CRS-20

havebeeninvolvedinlawsuitsinwhich plan participantsalleged that planfiduciaries
breached their dutieswith respect to investment in employer stock.® Asthese cases
indicate, when the employer’ s stock suffers a precipitous decline in value the “loss
of retirement savingscan. . . trigger claimsthat the plan’ sfiduciaries breached their
duties of careand loyalty by allowing the plan to continue buying company stock, or
by failingto sell company stock, asthe company’ sfinancial condition deteriorated.”
If an employer both allows participants to purchase employer stock voluntarily and
makes its matching contributions with employer stock, the participants could assert
that (1) the company breached its fiduciary duty by continuing to make its stock
available asan investment option after the plan administrators knew (or should have
known) that it was likely to decline in value substantially, and/or (2) that any terms
of the plan that prevented participants from diversifying out of company stock
represented a breach of fiduciary duty.

Reflecting on the recent lawsuits that have alleged breaches of fiduciary duty
with respect to employer securities in defined contribution retirement plans, two
attorneys who speciaize in ERISA recently observed that:

ERISA requiresthat plan fiduciariesprudently monitor theinvestmentsin 401(k)
plans, including employer stock. Although the standard for that review may not
be clear, at the least the fiduciaries must periodically review the investment for
itssuitability for participant direction and cannot ignore evidenceindicating that
the employer stock is no longer appropriate for the plan. More likely, the
fiduciaries have an affirmative duty to investigate the quality of the stock asan
ongoing investment, to hire independent experts when needed, and to act on the
results of those activities.®

Recent employer actions. Some firms that require employees to hold
employer securities until a certain age (typically 50 or 55) or until they leave the
company recently have announced plans to reduce or remove those restrictions. A
survey by Hewitt Associates of 280 companieswith an average of 22,000 employees
found that 38% invest theempl oyer’ smatching contributionsall or partly incompany
stock. Of that number, 86% place some type of restriction on diversification of the
matching account in company stock. However, 62% indicated in the survey that they

% Rite Aid and IKON Offices Solutions announced in May 2002 that they had reached
settlement agreements in Kolar v. Rite Aid Corp. et al., E.D. Pa.., 01-cv-1229, and
Whetman, et al. v. IKON Office Solutions, Inc., E.D. Pa, Docket No. 00-87. Of the other
cases referred to, three involve Global Crossing: McAllister v. Winnick, Ramkissoon v.
Winnick, and Johnson v. Winnick. The others are Van Nes v. Williams Companies, Inc.;
Brooksv. Qwest CommunicationsInternational, Inc.; Kauffmannv. Nortel NetworksCorp.;
Reinhart v. Lucent Technologies, Spindler v. Providian Financial Corp.; Rambo v.
WorldCom and Patti v. Xerox.

% Gigot (2001), page 68.

% F. Reish and J. Faucher, “The Enron and L ucent Cases: Responsibilities for Employer
Stock,” Journal of Pension Benefits, vol. 9, no. 3 (Spring 2002), pages 59-60.
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have, or are likely to, ease existing restrictions on diversification of company
matching contributions out of the company stock fund in 2002.%*

IV. Bills in the 107" Congress

H.R. 3762. The collapse of Enron Corporation’s stock in 2001 |eft thousands
of thefirm’ semployeeswith significantly reduced retirement account balances. The
plight of those whose retirement savings were virtualy wiped out received
substantial coverage by the newsmedia. Inthefirst few months of 2002, numerous
billswereintroduced in Congress that would reform the oversight and regulation of
employer-sponsored retirement plans, al with the intention of preventing “another
Enron.”® On April 11, 2002 the House of Representatives passed H.R. 3762, the
“Pension Security Act of 2002,” by avote of 255 - 163.

The main provisions of the bill would:

e require plans to provide participants with periodic benefit
statements,

e provide protection to participants from suspensions, limitations, or
restrictionson their ability to diversify their investmentsin the plan,

e direct the Secretary of Labor to develop a program to educate and
inform plan fiduciaries of their duties and obligations,

e provide plan participants with the right to sell employer stock no
more than three years after they receiveit,

¢ allow employersvoluntarily to offer investment advice through the
retirement plan’s service provider, and

e prohibit company owners, officers or directors from trading any
employer securities or derivatives during aperiod when retirement
plan participants are restricted in their ability to direct investments
under the plan.

Periodic benefit statements. Defined benefit plans would be required to
provide active plan participants with astatement, at |east once every three years, that
informs them of their total accrued benefits, their total vested (nonforfeitable)
benefits, and the date on which benefits will become vested. Defined contribution
plans (except for ESOPs that do not include either employee contributions or
employer matching contributions) would be required to provide participants with
guarterly statementsof their total accrued benefits, their total vested (nonforfeitable)
benefits, and the date on which benefits will become vested. The statement must
includethe value of investments all ocated to empl oyer securitiesand an explanation
of any limitations or restrictions on the participants' ability to direct investmentsin
the account. It must also inform the participant of the importance of maintaining a
well-diversified investment portfolio, including a discussion of the risk of holding
more than 25% of one’s assets in single security, such as the employer’ s stock.

¢l Pressrelease,
[ http://www.hewitt.com/hewitt/resource/newsroom/pressrel /2002/04-22-02.htm].

%2 For moreinformation, see CRS Report RL 31319, “Employer Stock in Retirement Plans:
Billsin the 107" Congress,” by Patrick J. Purcell.
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Protection during “blackout” or “lockdown” periods. Companies
someti mes suspend transactionsintheir 401(k) accounts, most commonly when they
are changing plan administrators, installing new software, or performing other
routine administrative tasks that require atemporary suspension of account activity.
H.R. 3762 would require defined contribution plans to provide written notice to
participants at least 30 days before any action that would suspend, limit, or restrict
their ability to direct their investments under the plan for at least 3 consecutive
businessdays. The notice must state the reason for the restriction of account activity
and itsexpected length, identify the affected investments, and advise the participants
to evaluate their investment decisions accordingly. The Secretary of Labor would
be required to issue model notices and would be authorized to issue regulations
identifying exceptions to the notice requirement. The bill specifiesthat relief from
fiduciary liability ERISA § 404(c) would not apply during a lockdown that is
unreasonable in length or is not preceded by required notice to plan participants.®®

Diversification out of company stock. Defined contribution plans of
publicly traded companies (other than ESOPs that hold neither employee
contributions nor employer matching contributions) would be required to provide
participants with the right to sell company stock held in their accounts no later than
3 years after the end of the plan year during which the stock is allocated to their
accounts. Stock allocated to employee accounts prior to enactment could be sold in
20% annual increments, reaching 100% in 2007. Upon enactment of the hill,
participants would have the right to sell immediately all employer stock purchased
with their own contributions. Plans would be required to offer at least three
investment options in addition to employer stock and to allow participants the
opportunity to trade shares no less frequently than quarterly.

Senate bills. Inthe Senate, jurisdiction over employer-sponsored retirement
plansis shared by the Committee on Health, Education, Labor, and Pensions (which
had jurisdiction over ERISA) and the Finance Committee (which has jurisdiction
over the Interna Revenue Code). On March 21, 2002 the Senate Committee on
Health, Education, Labor, and Pensions ordered reported S. 1992, the “Protecting
America sPensions Act of 2002.” On April 17, 2002 Finance Committee members
John Kerry and Olympia Snowe introduced S. 2190, the “Worker Investment and
Retirement Education Act of 2002.” On July 11, 2002 the Finance Committee
ordered reported S. 1971, the “Nationa Employee Savings and Trust Equity
Guarantee Act.”

Periodic benefit statements. S. 1992 would require administrators of
participant-directed individual account plans to provide quarterly statements to
participants. It would require administrators of defined benefit plans to provide
statements to participants at least once every three years. Statements for al plans
must include total accrued benefits and total vested benefits (or the earliest date at
which vesting will occur). Statementsfor individual account plans must include the

% ERISA § 404(c) states generaly that a plan fiduciary will not be held liable for
investment losses that result from an individual participant’sinvestment losses, provided
that individual plan participants are able to exercise control over the investment of their
accounts.
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value of employer securities, an explanation of any restrictionsthe participant’ sright
to diversify out of employer securities, astatement of the importance of diversifying
assets, and notification of the risk inherent in concentrating investment in asingle
security. They must include a special notice directed at participants with more than
20% of plan assets invested in employer securities. The Secretary of Labor would
be directed to develop amodel statement. In the case of a defined benefit plan, the
administrator would be required to notify participants who are eligible to receive a
distribution from the plan of their right to receiveinformation describing the manner
in which the amount of the distribution was calculated. Plans with more than 100
participants that offer lump-sum distributions or other optional forms of benefit
would be required to provide, prior to any such distribution, a statement describing
the relative values of the alternative forms of distribution, including theinterest rate
and mortality assumptions used to derive the estimates, as well as any other
information prescribed by the Secretary of Labor.

Under S. 2190, defined contribution plans that allow participants to exercise
control over their investmentswould be required to provide participants with aform
outlining basic investment principles, including the benefits of diversification,
information on therelativerisk of investing in stocks, bonds, stock mutual fundsand
money market mutual funds, resources where they can get more information on
investing, and aworksheet for cal cul ating future retirement benefits. Planswith 100
or more participants would be required to provide participants with benefit
statements that would include total accrued benefits, total vested benefits (or the
earliest date at which vesting will occur), total account balances, and the percentage
of the participant’ s assets in each investment option provided under the plan.

S. 1971 would require plan administrators to provide quarterly statements to
participantsand annual statementsto beneficiaries, includingthetota benefit accrued
under the plan, thetotal benefit in which the participant isfully vested (or the earliest
date on which vesting will occur), the value of any employer securities held in the
plan, an explanation of any restrictions on the participant’ s right to diversify out of
employer securities, a statement on the importance of diversifying assets, and
notification of therisk inherent in concentrating investment in asingle security. The
requirement would apply to all participant-directed plansthat aretax-qualified plans
under |.R.C. § 401(a), annuity plans under 1.R.C. 8§ 403, and individual retirement
accounts under 1.R.C. § 408. The bhill would impose an excise tax of $100 per
participant per day on any employer that fails to comply with these requirements.

Divestiture of employer securities. S. 1992 would require
participant-directed individual account plans that hold employer securities that are
readily tradable on an established market to offer at least three other investment
options in addition to employer securities. The bill provides that participants may
diversify al elective deferras out of employer stock immediately, and that
participants may diversify al employer contributions of employer stock after 3 years
of service. It would require plans to grant voting rights on employer stock to plan
participants. The diversification requirements would not apply to ESOPs that hold
neither employee elective deferrals made under 1.R.C. 8 401(k) nor employer
matching contributions made under [.R.C. § 401(m). It would require plan
administrators to notify participants of their diversification rights and inform them
of theimportance of diversifying assets. The Secretary of Labor would issue model
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notices. The Labor Department would be required to study options for applying the
diversification requirements to employer stock that is not publicly traded.

S. 2190 would prohibit defined contribution plans other than ESOPs from
requiring plan participantsto invest any of their elective salary deferralsin employer
securities such as company stock. Participantsin plansof publicly-held corporations
would have the right to sell immediately employer stock purchased with their own
contributions.  With respect to employer contributions — other than matching
contributions — made with company stock, participants would be permitted to sell
these shares after compl eting fiveyearsof service. However, the empl oyee could not
divest more than 50% of employer stock before completing seven years of service.
With respect to employer matching contributions made with company stock,
participants would be permitted to sell these shares after completing three years of
service. However, the employee could not divest more than 50% of employer stock
before completing five years of service. At age 55, employees of publicly traded
companies could sell all employer securities.

Effective on January 1, 2003, S. 1971 would allow participants to diversify
immediately out of employer securities purchased through employee elective
deferrals, and it would allow participants with three or more years of service to
diversify out of al other employer securities. Diversification out of employer
securities held prior to the date of enactment — and not acquired through employee
elective deferrals—would be permitted over a3-year period. Thebill would prohibit
any plan from imposing restrictions and conditions (such as holding periods) on
investments in employer securities that it does not impose on other investment
optionsinthe plan. It would require plansto offer at |east three investment options
in additionto employer securities. Thediversification requirementsof thebill would
apply to al defined contribution plans that hold employer securitiesthat are readily
tradable on an established market except for ESOPs that hold no employer securities
that were either purchased asemployee el ective deferrals or contributed as matching
contributions for employee elective deferrals. Plans would have to meet the
divestiture requirements in order to qualify under I.R.C. § 401(a).

Suspensions of account activity (“lockdowns” or “blackout”
periods). S. 1992 would require plan administrators to give participants written
notice 30 days before the start of any period during which the participants' ability to
direct the investment of assets under the plan would be suspended, restricted, or
otherwise limited. It would prohibit such periods from continuing for an
“unreasonable’ length of time, as determined by regulations to be issued by the
Secretary of Labor. It would amend ERISA section 404(c)(1) to suspend fiduciaries
relief from fiduciary liability during atransaction suspension period. The Secretary
of Labor would issue guidance on how plan sponsors could preserve relief from
fiduciary liability during transaction suspension periods.

S. 2190 would require plansto provide participants with written notice 30 days
prior to any suspension of account activity expected to last three or more business
days. Company owners, officers, and directors would be prohibited from buying or
selling employer securities during any period when the participants of the plan are
unable to buy or sell such securities.
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S. 1971 would require plans to give participants 30-day advance written notice
of atransaction suspension period lasting for two or more consecutive business days
during which participants’ ability to direct the investment of assets held in the plan
issubstantially reduced. Certainexceptionswould be specifiedinregulationsissued
by the Secretary of the Treasury. The notice requirement would apply to all
participant-directed plansthat are tax-qualified plans under 1.R.C. 8 401(a), annuity
plansunder |.R.C. § 403, and individual retirement accountsunder |.R.C. §408. The
bill would impose an excise tax on employers of $100 per participant per day for
failureto comply. It would amend ERISA section 404(c)(1) to suspend fiduciaries
relief from fiduciary liability during a transaction suspension period. The Secretary
of the Treasury would issue guidance on how plan sponsors could preserve relief
fromfiduciary liability during transaction suspension periods. Thebill wouldimpose
an excise tax of 20% on any gain realized by company officers or other insiders on
transactionsinvolving employer securitiesthat occur when thecompany’ sretirement
plan isin atransaction suspension period.

Limits on employer securities or real property. ERISA limits the
amount of employer stock that can be held in a defined benefit plan to 10% of plan
assets.® Defined contribution plans are generally exempted from limitsoninvesting
in employer stock,® except for certain plans that require elective deferrals equal to
more than 1% of employee salary to be used for purchasing employer stock.®

Under S. 1992, a participant-directed individual account plan that holds
employer securitiesthat arereadily tradable on an established market could either (1)
permitemployees’ electivedeferralsto beinvested in employer securitiesor (2) make
matching or other employer contributionsin theform of employer securities, but not
both. Therestrictionwouldinclude (but would not belimited to) plansthat allow for
employee investment in employer securities via a brokerage window. These
restrictionswould apply to all defined contribution plansexcept: (1) Employee Stock
OwnershipsPlans(ESOPs) that hold neither employeed ectivedeferralsor employer
matching contributions and (2) defined contribution plans of an employer that also
sponsorsadefined benefit plan covering at |east 90% of the DC plan participantsand
providing for a benefit that is at least the actuarial equivalent of the benefit that
would result from an accrual rate of 1.5% of final average pay timesyears of service.
This accrual rate need not apply beyond 20 years of service.

Investment advice and retirement planning. S. 1992, S. 1971, and S.
2190 each incorporate S. 1677, the “Independent Investment Advice Act,” which
would grant employers a safe harbor for liability if they arrange for a qualified,
independent investment advisor to provide investment advice to plan participants.
The billswould grant an exemption from the “prohibited transaction” provisions of
ERISA for plan sponsors that provide investment advice to plan participants.

5 ERISA §407(a), (29 U.S.C. §1107(a)).
6 ERISA § 404(a)(2) and § 407(b), (29 U.S.C. § 1104(8)(2) and § 1107(b)).
% ERISA §407(b)(2), (29 U.S.C. § 1107(b)(2)).
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Other provisions. S. 1992 would require the plan sponsor to provide plan
participants with the same investment information it would be required to disclose
toinvestorsunder applicablesecuritieslaws. S.1992 also would mandate, inthe case
of any company that sponsors an individual account plan and allows employee
elective deferrals to be used to purchase employer securities, that any disclosure
required by the S.E.C. regarding insider trades must be provided by the company to
its employees in written or eectronic form within two days of disclosure to the
S.E.C. S. 1992 would require assets of DC planswith 100 or more participantsto be
held in ajoint trust with equal representation of the interests of plan sponsors and
participants. It would amend ERISA to require persons who breach their fiduciary
duty to participants of a 401(k) plan to make good the losses suffered by plan
participants and beneficiaries resulting from their breach of duty. Participants and
beneficiaries would have theright to sue fiduciariesfor losses resulting from breach
of duty. Any insider who participates in a breach of fiduciary duty or who
knowingly conceals such a breach would be held personally liable for any resulting
losses. Thebill providesthat ERISA 8§ 404(c) isnot avalid defense for such breach.
S. 1992 would provide that a person’ sright to civil action under ERISA may not be
waived, deferred, or lost pursuant to any agreement between the participant or
beneficiary and the plan sponsor. The bill would amend ERISA § 502 to extend to
persons who do not participate in the plan the opportunity to bring a civil action
seeking equitable or remedia relief in the event of that employer or other person
violatestheindividual’ srightsunder ERISA §510. It would establish an Office of
Pension Participant Advocacy within the Department of Labor. Finally, S. 1992
would direct the Pension Benefit Guaranty Corporation to study the feasibility of a
system of insurance for defined contribution retirement plans.
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Appendix A: Regression Results

Form of the model and summary statistics. Thisanalysis makes use of
a standard statistical methodology termed “ordinary least squares’ (OLS). The
dependent variable (the matter to be explained) is the percentage of afirm's total
defined contribution plan assets invested in company stock at the end of fiscal year
2000, as reported by firms on the Form 11-K filed with the S.E.C. in 2001.5” We
included six independent variables that economic theory or previous empirical
research suggested might berel ated to the concentration of company stock in defined
contribution plans. The intercept of 9.8% is statistically significant at the .01 level.
The adjusted R?, or “coefficient of determination” is.334. This suggests that the
independent variabl es explain about one-third of the company-to-company variation
in the concentration of employer stock in defined contribution plans. (Complete
results of the regression analysis are shown in Table A-1).

Mandatory holding period for company stock. Someemployersrequire
company stock that is given by the company as a matching contribution or other
contribution to be held by the worker until he or she reaches a certain age (typically
50 or 55) or until theworker leavesthefirm.%® Sixty-six firmsin our samplereported
ontheir 11-K formsthat they had such arequired holding period. We would expect
that, other things being equal, the concentration of company stock in afirms DC
plan would be higher if it had amandatory holding period for company stock than if
employees were free to sell shares at any time. The sign for this variable was
positive, as expected, but the coefficient was not statistically significant.

Matching contribution made in company stock. Morethan half of the
firms in the sample (146 out of 278) made their matching contributions with
company stock. Thisvariable proved to have apositive and statistically significant
relationship to the concentration of company stock inthefirms' defined contribution
plans. The coefficient of 17.7 indicates that, other things being equal, the
concentration of company stock will be 17.7 percentage points higher at afirm that
makes its matching contribution with company stock than at a firm that does not.
This was the largest coefficient of any independent variable in the regression
equation.

Does the company offer adefined benefit plan? Asnoted earlierinthe
discussion of Table 3, there is reason to believe that the concentration of company
stock might be higher at firms that offer a defined benefit plan as well as a defined
contribution plan. Most of the firmsin our sample (205 of 278) offered a DB plan
toamagjority of their U.S. employees. Weincluded avariablein theregression with
avalueof 1for firmsthat sponsored aDB plan and O for thosethat did not. Contrary
to our expectation, thesign of thisvariablewas negative (indicating that the company
stock concentration was lower at firmsthat al so sponsored aDB plan); however, the
coefficient was not statistically significant.

%7 For most firms, the 11-K filed in 2001 reported the status of the DC plan for the fiscal
year that ended in 2000. For somefirms, 2001 filings cover afiscal year that ended in 2001.

% |n some cases — usually K SOPs — the employee also may be required to hold company
stock that they purchase voluntarily for a specified period of time before they can sell it.



CRS-28

Company stock performance relative to the S&P 500. Benartzi (2001)
and Sengmuller (2002) both found that employee purchases of company stock
through aretirement savings plan were influenced by the past financial performance
of the stock relative to the market as a whole. To test the relationship of past
company stock performance to the concentration of company stock in the firm’'s
401(k) plan, we included a variable that represented the ratio of the average annual
rate of total return realized by the company’ s stock from 1997 through 1999 to the
average annual rate of total return of the Sandard & Poor’ s500 index over the same
three-year period. This variable had a positive and statisticaly significant
relationship to the concentration of company stock in the sample firms' defined
contribution plans. The coefficient of 5.3 indicates that, other things being equal,
the concentration of company stock would be 5.3 percentage points higher at afirm
where the three-year rate average of return on company stock was twice the rate of
return of the S& P 500 when compared with afirm where the three-year rate average
of return on company stock was the same as the return on the S& P 500. Becausewe
looked at the concentration of company stock at a point in time, we cannot say how
much of this 5.3 percentage point excess of company stock is attributable to
additional employee purchases and how much isdueto thefact that, absent periodic
re-balancing of portfolios, a higher rate of return on any security would lead to that
security comprising alarger proportion of an investment portfolio.

Relative variability of company stock. Therisk that aninvestor bearsis
the possibility of loss. It is a fundamental tenet of modern portfolio theory that
holding asingle stock entail s greater risk than holding awell-diversified portfolio of
stocks. Thisrisk is measured as the relative volatility of the expected return on a
given security compared with the expected return for theentiremarket. Thismeasure
of risk isreferred to asastock’ sbeta coefficient.*® Economic theory suggeststhat for
any given expected rate of return, aninvestor would prefer to hold alessvolatile(i.e.,
lessrisky) stock. Wewould therefore expect to find anegative relationship between
astock’ sbetacoefficient and its concentration inthe company’ sretirement plan. To
measure the rel ationship between the relative volatility of acompany’s stock and its
concentration in the company’s defined contribution plan, we calculated the beta
coefficient for each stock for the three-year period from 1997 through 1999. As
expected, the sign associated with a company stock’ s beta coefficient was negative;
however, the coefficient was not statistically significant.™

Size of the company. Benartzi (2001) found that company size was
positively associated with empl oyee purchases of company stock for their retirement
plans. To test the relationship between company size and the concentration of

% More formally, the beta coefficient is defined as: B = (Zmk - nMK) = (Em? - nM?),
where m = (the market rate of return in period p - the risk-free rate of returnin period p),
k = (the rate of return on stock sin period p - therisk-freerate of returnin period p),
n = the number of periods, M = the average of m, and K = the average of k.

" Sengmuller (2002) found that neither the market beta nor the standard deviation of
company stock returns was statistically significant in a regression on the alocation of
employeesalary deferralsto company stock. Liang and Wei sbenner (2002), however, found
that the standard deviation of the return on company stock was negatively and significantly
related to the percentage of employee deferrals allocated to company stock.
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company stock in thefirm’ sretirement plan, weincluded company assets, expressed
as the natural logarithm of those assets, in the regression model.” The results
indicate that, even among a sample of bigger-than-average companies, the
concentration of company stock increases with company size. The effect is not
especialy dramatic, however. The regression results indicate that among the firms
inthissample, a10% increasein total company assetsis associated with an increase
in the concentration of company stock in the firm’s DC plans of only 0.4 percentage
points.”

A note on the number of investment options. Benartzi and Thaler
(2001) found evidence that many participants in 401(k) plans follow a “1/n”
diversification strategy. Aninvestor following this strategy would divide his payroll
deferrals proportionally among each of the investment options available in the plan.
Their results suggest that, other things being equal, the proportion of employee
elective deferrals invested in company stock will be lower in a plan with more
investment options than in a plan with fewer options. The percentage of a plan’s
assetsinvested in company stock at any given time, however, will depend both onthe
past performance of company stock relative to the other investment options, and the
extent to which plan participants respond to new investment options by redirecting
some of their deferrals and accumulated assets into the new investments. It is
perhaps not surprising, then, that when weincluded avariabl e indicating the number
of investment options availablein the plan, the sign was negative but the coefficient
was not statistically significant. We dropped this variable from the final version of
the model.

Table A-1. Regression Analysis of Company Stock in 2000
Dependent variable = Percentage of total DC plan assets invested in company stock

Regression Statistics

Multiple R 0.5903

R? 0.3485

Adjusted R? 0.3341

Standard Error 18.1810

Observations 278

Degrees of
freedom F statistic  Sgnificance F

Regression 6 24.1609 0.0000
Residual 271

Tota 277

" The logarithm of a variable is sometimes used in econometric analysis when the
relationship between an independent variable and the dependent variable is nonlinear.

2 When an independent variable islog transformed and the dependent variable is not, the
expected change in the dependent variabl e associated with a given percentage changein the
independent variable can be derived asy = log,([ 100+x]/100) where x equals the percent
change in the independent variable and y = the change in the dependent variable.
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Sandard
Independent variable Coefficient Error t statistic P-value
Intercept 9.7926 2.7524 35578  0.0004
Holding period for co. stock? 4.7033 3.0600 15370 0.1255
Is match in company stock? 17.6924 2.6233 6.7444  0.0000
Does company have aDB plan? -2.3802 2.7761 -0.8574  0.3920
Company stock vs. S& P 500 5.2644 1.0030 5.2484  0.0000
Company stock beta coefficient -0.1225 0.0871 -1.4058  0.1609
Company assets (log, of assets) 3.7609 0.9006 41760  0.0000

Source: CRS analysis of 10-K and 11-K formsfiled with the S.E.C. in 2001.

Table A-2. Mean and Median Employment, Revenues, and
Assets in 2000

All firmsin sample (n=278)
R in2 A in2
Employees w%ﬁﬁzns) 00 (s”s;et tfillion%?o
Mean 46,340 $13.438 $22.327
Median 18,750 $5.341 $7.316
Firmsthat directed all or part of match to company stock (n= 146)
R in2 A in2
Employees e\(/ier?ll;ﬁ?ions)ooo (Slia bsillionc')sg)o
Mean 40,998 $14.966 $23.747
Median 17,050 $5.955 $8.836
Firmsthat did not direct match to company stock (n=132)
Employess nbiiony | Gabillions)
Mean 52,249 $11.748 $20.756
Median 19,975 $4.538 $6.420
Firmsthat also had a defined benefit plan (n = 205)
Revenuesin 2000 Assetsin 2000
Employees (in billions) (in billions)
Mean 41,034 $14.529 $26.853
Median 18,500 $6.581 $9.127
Firms that had only a defined contribution plan (n=73)
R in2 A in2
Employees e\(/ier?lt;ﬁ?ions)ooo (Slia l;IIion%?o
Mean 61,241 $10.373 $9,616
Median 19,220 $3.531 $3,157
Three-year total return on company stock exceeded S&P 500 (n=66)
R in2 A in2
Employees e\(/ier?ll;ﬁ?ions)ooo (S:?t bsillion(')sg)o
Mean 77,406 18.613 31.607
Median 23,550 5.181 11.203
Three-year total return on company stock lagged S&P 500 (n=212)
mplyess | RS A0 [ A 20
Mean 36,669 11.827 19.437
Median 16,050 5.558 6.755

Source: CRS analysisof S.E.C. Form 10-k filed in 2001.
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