EBRI Special Report

Company Stock in 401(k) Plans:
Results of a Survey of ISCEBS Members

Jack L. VanDerhei
Temple University and EBRI Fellow

Employee Benefit Research Institute
January 31, 2002*

The International Society of Certified Emp loyee Benefit Specialists (ISCEBS) is an educational association
dedicated to providing professional development opportunities for its membersya Certified Employee
Benefit Specialists. To earn the professional CEBS designation, an individual must have passed 10 rigorous
national examinations, including one course devoted entirely to defined contribution plans and another on
investments. More information is available at www.iscebs.org

The Employee Benefit Research Institute (EBRI) is a nonpartisan, nonprofit research organization created
to provide objective and reliable analysis of retirement, health, and other economic security issues. EBRI
does not lobby and does not take positions on legislative proposals, and its membership includes awide
range of organizations with an interest in benefits issues. More information is available at www.ebri.org

EBRI expresses its appreciation to members of ISCEBS, without whose cooperation and quick response
this survey would not have been possible.

*The January 28th version contained typesetting errors for the [
data labels in Figures 2 - 4
EBRI
Suite 600
2121 K Street, NW
Washington, DC
20037-1896

(202) 659-0670
Fax: (202) 775-6312

Web site: www.ebri.org


vderhei
*The January 28th version contained typesetting errors for the data labels in Figures 2 - 4


EBRI Special Report3/4Company Stock in 401(k) Plans: Results of a Survey of ISCEBS Members

Introduction

The incidence of employer stock in 401(k) plans has been analyzed extensively as
part of the EBRI/ICI Participant-Directed Retirement Plan Data Collection Project for the
past five years. The most recent information® applies to year-end 2000 account balances
and shows that:

The aggregate percentage of 401(k) assets that are in company stock is equal
to 19 percent and has stayed constant over the last five years.

Where company stock is offered as either an employer match and/or an
employee investment option, 32 percent of plan assets are in company stock if
the plan sponsor does not offer a GIC (guaranteed investment contract, a
gtable- value investment) and 28 percent if it does.

Where employer matching contributions are provided in the form of company
stock, 33 percent of employee-directed deferrals are in company stock. But
where company stock is not the match (but is available as an investment), just
22 percent of employee deferrals are in company stock.

Although the topic of company stock investment in 401(k) plans has recently been
the focus of considerable interest, the concept of preferred status for employee ownership
has been part of the U.S. tax code for more than 80 years.? When the Employee
Retirement Income Security Act (ERISA) was passed in 1974, it required that fiduciaries
diversify plan investments for defined benefit plans and some types of defined
contribution plans. However, there is an exception for "digible individual account plans’
that invest in "qualifying employer securities."® An Employee Stock Ownership Plan
(ESOP) normally qualifies for this exception, as do profit-sharing plans.*

Profit-sharing plans with cash or deferred arrangements (more commonly referred
to as 401(k) plans) grew from virtually no plansin 1983° to a point where by 1997 (the
most recent year for which government data are currently available) they accounted for
37 percent of qualified private retirement plans, 48 percent of active employees, and 65
percent of new contributions.®

The concept of legidating diversification for qualified retirement plan
investments in company stock was first applied to ESOPs via a provision enacted as part
of the Tax Reform Act of 1986.” Employees who are a least age 55 and who have
completed at least 10 years of participation must be given the opportunity to diversify
their investments by transferring from the employer stock fund to one or more of three
other investment funds.® The right to diversify need be granted only for a 90-day window
period following the close of the plan year in which the employee first becomes eligible
to diversify and following the close of each of the next five plan years. Thisright is
limited to shares acquired after 1986° and is further limited to 25 percent of such shares
until the last window period, when up to 50 percent of such shares may be eligible for
diversification.

The Taxpayer Relief Act of 1997 applied alimit on mandatory investment of 401(k)
contributions in employer stock. This was a more modest version of a proposal by Sen.
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Barbara Boxer (D-CA) to impose a separate limitation of 10 percent of plan assets on the
mandatory investment of 401(k) contributions in qualifying employer stock and real
property. 1°

The Economic Growth and Tax Relief Reconciliation Act of 2001 expanded the
dividend deduction for ESOPs to include dividends paid on qualifying employer
securities held by an ESOP that, at the election of participants or beneficiaries, are: 1)
payable directly in cash; 2) paid to the plan and distributed in cash no later than 90 days
after the close of the plan year in which the dividends are paid to the plan; or 3) paid to
the plan and reinvested in qualifying employer securities.™* A 401(k) planwith a
company stock fund that regularly pays dividends may consider designating a portion of
the plan that includes the company stock fund to be an ESOP in order to take advantage
of this deduction. *?

At Enron, 57.73 percent of 401(k) plan assets were invested in company stock, which
fell in value by 98.8 percent during 2001.*% The decrease in share price and eventual
bankruptcy filing of Enron resulted in huge financial losses for many of its 401(k)
participants. This has prompted several lawsuits as well as congressional and agency
investigations into the relative benefits and limitations of the current practice. In addition,
the practice of imposing “blackout” periods when the 401(k) sponsor changes
administrators has recently been called into question in light of the Erron situation. ™

Presumably, any recommendations to modify current pension law would attempt to
strike a balance between protecting employees and not deterring employers from offering
employer matches to 401(k) plans. Some have argued that if Congress wereto regulate
401(k) plans too heavily, plan sponsors might choose to decrease employer contributions
or not offer them at all. Previous research'® has shown that the availability and level of a
company match is a primary impetus for at least some employees to make contributions
to their 401(k) account. Others have argued that individuals should have the right to
invest their money as they see fit.

This survey was conducted in an attempt to provide a context to the current debate on
company stock in atimely fashion, and it is not a statistically representative survey of the
401(k) industry; rather, this survey is a nonrandom polling of benefits professionals who
are knowledgeable about the subject matter and able to respond to the survey quickly.

Survey Background Information

On Jan. 15, 2002, a fax-back survey was sent to 3,346 members of the International
Society of Certified Employee Benefit Specialists (ISCEBS). Respondents were asked to
respond by Jan. 23 and to answer the questions for the largest (in terms of participants)
client they worked for (if they were a consultant or service provider for 401(k) plans);
otherwise, they were asked to answer for the firm that they were employed by. The
survey instrument was divided into six parts: Part | asked for personal information
relating to respondents’ type of benefits expertise, age, and number of yearsin the
benefits industry. Part |1 asked for information on the client/employer% including
industry, number of employees, and whether it offered a defined benefit plan and/or a
401(k) plan. For those that did offer a 401(k) plan, additional information was collected
with respect to company stock investment options, whether employer contributions are
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required to be invested in company stock, average percentage of company stock in the
employees accounts, restrictions on selling the company stock, and blackout periods.
Part 111 examined the employees perceptions of the Enron situation. Part IV examined
the respondents’ views on the appropriate limits for investment in company stock and the
role of the government. Part V requested information on the respondents perceptions on
public policy issues related to company stock in 401(k) plans, and Part VI asked the
respondents to speculate on likely reactions to various legal/legis ative developments.

Although all results were tabulated, for purposes of this report, | have screened out al
respondents for whom their client/employer did not sponsor a 401(k) plan. This provided
375 usable responses, once surveys with missing information were excluded.

Company Stock: Availability and Percentage of Average Asset Allocation

48 percent of the respondents to this survey reported a company stock investment
option in their client/employer’s 401(k) plan.

Large plans (defined as those with 5,000 or more employees) are much more
likely to have a company stock option in the 401(k) plan: the large plans had this
option 73 percent of the time vs. 32 percent for small plans (defined as those with
less than 5,000 employees).

Among those plans that have a company stock option, the average percentage of
company stock in the employees 401(k) account breaks down as follows: Less
than 10% (39 percent); 10- 50% (42 percent); more than 50% (18 percent).

Large plans have a higher average percertage of company stock in the employees
401(k) account (see Figure 1).
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Figure 1
Average Percentage of Company Stock in the Employees’ 401(k) Account,
by Plan Size
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Source: EBRI Company Stock Survey of ISCEBS Members, 2002.

Employer Contributions: I nvestment in Company Stock and Restrictions
on Sale

43 percent of those having a company stock investment option in the 401(k) plan
reported that employer contributions were required to be invested in company
stock.

Among those plans that have a company stock option, large plans are more likely
to require employer contributions to be invested in company stock: 49 percent of
large plans vs. 38 percent of small plans.

Of the 401(k) plans where employer contributions were required to be invested in
company stock:

0 13 percent reported no restrictions existed for selling the company stock.

0 27 percent reported that they were restricted throughout a participant’s
investment in the plan.

0 60 percent reported that they were restricted until a specified age and/or
service requirement is met.
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Limitations on Company Stock That May Be Held by an Employee

14 percent of those having a company stock investment option in the 401(k) plan
reported that they limited the amount or percentage of company stock that
employees may hold in their 401(k) plan.

Blackouts
74 percent of the respondents plans have undergone a blackout.

Of those that have undergone a blackout, the distribution of the blackout period
follows:

o0 No delay/overnight/over weekend, 3 percent.

0 Between one day and two weeks, 27 percent.

0 Between two weeks and one month, 39 percent.
0 Between one month and two months, 26 percent.
0 More than two months, 5 percent.

Blackout periods appear to be somewhat shorter for large plans than for small
plans (see Figure 2).

Figure 2
How Long Were Participants Not Allowed to Trade in a Blackout, by Plan Size
T R T
21%
80% 30%
60%
23% W More Than 2 Months
6% OBetween 1 Month and 2 Months
° [OBetween 2 Weeks and 1 Month
40% EBetween 1 Day and 2 Weeks
ONo Delay
20% 1
0% ol S0

Small Company Large Company

Source: EBRI Company Stock Survey of ISCEBS Members, 2002.

The duration of the blackout period appears to be invariant (unaffected) to
whether or not there is a company stock option (see Figure 3); however, the
duration does appear to be dightly longer when employer contributions are
required to be invested in company stock (see Figure 4).
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Figure 3
How Long Were Participants Not Allowed to Trade in a Blackout,
by Existence of Company Stock
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Source: EBRI Company Stock Survey of ISCEBS Members, 2002.

Figure 4
How Long Were Participants Not Allowed to Trade in a Blackout,
by Whether Employer Contributions Are Required to Be Invested in Company Stock
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I mpact of Defined Benefit Sponsorship

It is more likely for there to be a company stock investment option in the 401(k)
plan if there is aso a defined benefit plan: 60 percent of those with a defined

benefit plan vs. 35 percent of those without.

Employer contributions are more likely to be required to be invested in company
stock if there is also a defined benefit plan: 50 percent of those with adefined

benefit plan vs. 33 percent of those without.

There is a heavier concentration of company stock (among those that have it) if
there is also a defined benefit plan (see Figure 5).
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Figure 5

Average Percentage of Company Stock in the Employees’ 401(k) Account,

by Sponsorship of Defined Benefit Plan
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Source: EBRI Company Stock Survey of ISCEBS Members, 2002.

No DB Plan

It is more likely for restrictions to exist on selling the company stock if thereis

also a defined benefit plan (see Figure 6).
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Figure 6
Restrictions on Selling the Company Stock, by Sponsorship of Defined Benefit Plan
(for 401(k) Plans Where Employer Contributions Were Required to Be Invested in Company Stock)

100%

90%

80%

50%

70% 66% [ORestricted Until a Specified
° Age and/or Service
60% Requirement is Met

B Restricted Throughout a
Participant's Investment in
the Plan

50%

40%

ONo Restrictions Exist

30%

20% A

10% 18%
10%

0%
Has a DB Plan No DB Plan

Source: EBRI Company Stock Survey of ISCEBS Members, 2002.

Enron

74 percent of the respondents thought that most of the employees at the
employer/client were familiar with the Enron 401(k) situation.

Respondents who did believe that most of the employees at the employer/client
were familiar with the Enron 401(k) situation thought that the employees’ typical
reaction was as follows:

0 43 percent thought that the employees did not think that the Enron
situation applies to them.

0 27 percent thought that the employees questioned why employers are
allowed to mandate that company matches must be invested in company
stock.

0 22 percent thought that it caused the employees to review their asset
allocation.

0 6 percent thought that it caused the employees to question why employers
are allowed to offer a company stock option.

0 2 percent thought that the employees did not care.

Respondents Perceptions on Appropriate Limits and the Role of
Government

When asked what they thought was the maximum percentage of company stock
any employee SHOULD hold in his or her 401(k) portfolio, the distribution of
responses was:
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4 percent of the respondents thought it should be zero.
39 percent replied with no more than 10 percent.

38 percent replied with no more than 20 percent.

9 percent replied with no more than 50 percent.

0 9 percent did not know.

O O 0O

When respondents whose client/employer did not require employer contributions
to be invested in company stock were asked if they thought the government
should limit the plan sponsor’s ability to mandate that matching contributions to a
401(k) plan be invested in company stock, 66 percent of the respondents said yes,
29 percent said no, and 5 percent did not know. However, when respondents
whose client/employer did require employer contributions to be invested in
company stock were asked if they thought the government should limit the plan
sponsor’ s ability to mandate that matching contributions to a 401(k) plan be
invested in company stock, 38 percent of the respondents said yes, 61 percent said
no, and 2 percent did not know.

When asked if they thought the government should limit the employees’ ability to
invest their own (participant-directed) contributions to a401(k) plan in company
stock, 32 percent said yes, 63 percent said no and 5 percent did not know. '’

Of those who thought the government should place a limit on the percentage of
the employee’ s 401(k) balance in company stock, the distribution of responses
was analyzed as a function of whether the client/employer required employer
contributions to be invested in company stock.

0 For those respondents were this was not the case:

= 9 percent thought it should be zero.
32 percent thought it should be no more than 10 percent.
35 percent thought it should be no more than 20 percent.
14 percent thought it should be no more than 50 percent.
4 percent thought it should depend on the employer match.
7 percent responded with “other.”
12 percent did now know.

o For those respondents were this was the case:
= 8 percent thought it should be zero.
35 percent thought it should be no more than 10 percent.
23 percent thought it should be no more than 20 percent.
8 percent thought it should be no more than 50 percent.
13 percent thought it should depend on the employer match.
13 percent responded with “other.”
8 percent did not know.

10
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Respondents’ Perceptions on Blackouts

When asked if they thought it was fair to impose a blackout period on participants
in cases when there was no company stock:

0 10 percent said yes.

0 9 percent said no.

0 79 percert thought it was a necessary by-product of the conversion.
0 2 percent had no opinion.

When asked the same question but when there was company stock:

0 7 percent said yes.

0 16 percent said no.

0 72 percent thought it was a necessary by-product of the conversion.
0 1 percent had no opinion.

Respondents’ Perceptions on Public Policy | ssues Related to Company
Stock in 401(k) Plans

Respondents were fairly evenly split on whether they thought there was an
inherent conflict of interest when a plan sponsor includes company stock as an
option in their 401(k) plan (see Figure 7).

Figure 7
How Strongly Do You Agree With the Following Statement:
There Is an Inherent Conflict of Interest When a Plan Sponsor Includes Company Stock as an
Option in Its 401(k) Plan

Strongly Agree
10%

Strongly Disagree
26%

Moderately Agree
27%

Moderately Disagree
22%
Neither Agree Nor
Disagree
15%

Source: EBRI Company Stock Survey of ISCEBS Members, 2002.
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The vast mgjority of respondents (83 percent) strongly agreed that plan sponsors
that offer company stock as an investment option should advise their employees
to diversify (see Figure 8).

Figure 8
How Strongly Do You Agree With the Following Statement:
Plan Sponsors That Offer Company Stock as an Investment Option Should Advise Their
Employees to Diversify

Moderately Disagree

1%
Neither Agree Nor
Disagree
3%
Moderately Agree
10%

Strongly Disagree
3%

Strongly Agree
83%

Source: EBRI Company Stock Survey of ISCEBS Members, 2002.
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Respondents were fairly evenly split on whether they thought ERISA should be
revised to require pension plan diversification or participant direction if an
employee is over-invested in company stock (see Figure 9).

Figure 9
How Strongly Do You Agree With the Following Statement:
ERISA Should Be Revised to Require Pension Plan Diversification or Worker Control If an
Employee Is Over-Invested in Company Stock

Strongly Agree
18%

Strongly Disagree
29%

Moderately Agree
22%

Moderately Disagree
15%

Neither Agree Nor
Disagree
16%

Source: EBRI Company Stock Survey of ISCEBS Members, 2002.
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The majority of respondents (58 percent) agreed that problems resulting from
employees investing their own contributions in company stock would be
mitigated if employers were allowed to provide independent financial advice to
their employees. Only 27 percent of the respondents disagreed with this
statement (15 percent were neutral, see Figure 10).

Figure 10
Problems Resulting From Employees Investing Their Own Contributions Into Company Stock
Would Be Mitigated If Employers Were Allowed to Provide Independent Financial Advice to
Their Employees

Strongly Disagree

Strongly Agree
12% gly Ag

16%

Moderately Disagree
15%

Neither Agree Nor
Disagree

15% Moderately Agree

42%

Source: EBRI Company Stock Survey of ISCEBS Members, 2002.
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The majority of respondents (56 percent) did not agree that 401(k) plan sponsors
should be allowed to mandate that matching contributions be invested in company
stock, while 39 percent agreed and 5 percent were neutral (see Figure 11).

Figure 11
How Strongly Do You Agree With the Following Statement:
401(k) Plan Sponsors Should Be Allowed to Mandate That Matching Contributions Be
Invested in Company Stock

Strongly Agree
19%

Strongly Disagree
36%

Moderately Agree
20%

Neither Agree Nor

Moderately Disagree Disagree
20% 5%

Source: EBRI Company Stock Survey of ISCEBS Members, 2002.
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More than 3 in 5 respondents (62 percent) did not agree that 401(K) plan sponsors
should be allowed to restrict the sale of company stock they contributed on behal f
of the participants as long as they are employees. 29 percent of the respondents
agreed and 9 percent were neutral (see Figure 12).

Figure 12
How Strongly Do You Agree With the Following Statement:
401(k) Plan Sponsors Should Be Allowed to Restrict the Sale of Company Stock They
Contributed on Behalf of the Participants as Long as They Are Employees

Strongly Agree
7%

Moderately Agree

22%

Strongly Disagree
41%

Neither Agree Nor
Disagree
9%

Moderately Disagree
21%

Source: EBRI Company Stock Survey of ISCEBS Members, 2002.
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Respondents’ Perception of the Impact of Various Legal/Legidative
Developments

Nearly one-half (47 percent) of respondents thought the most likely reaction to a
successful class action suit alleging fiduciaries failed in their obligation to cease
using company stock as the form of the matching contribution prior to the firm's
bankruptcy would be to discontinue the use of company stock as the form of
matching contribution or as an investment option (see Figure 13).

Figure 13
What Would Be the Most Likely Response to a Successful Class Action Suit Alleging
Fiduciaries Failed in Their Obligation to Cease Using Company Stock as the Form of the
Matching Contribution Prior to the Firm's Bankruptcy?

Nothing
9%

Do Not Know
21%

Decrease Matching
Contributions
19%
Discontinue the 401(k)
Plan
4%

Discontinue the Use of
Company Stock as the
Form of Matching
Contribution or as an
Investment Option
47%

Source: EBRI Company Stock Survey of ISCEBS Members, 2002.
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More than one- half (52 percent) of the respondents thought that the most likely

reaction to a successful class action suit alleging fiduciaries "pushed" the
company stock on employees through the 401(k) plan would be to discontinue the
use of company stock as the form of matching contribution or as an investment

option (see Figure 14).

Figure 14
What Would Be the Most Likely Response to a Successful Class Action Suit Alleging
Fiduciaries "Pushed" the Stock on Employees Through the 401(k) Plan?

Nothing

Do Not Know 10%

19%

Decrease Matching
Contributions

Discontinue the 401(k) 15%

Plan
3%

Discontinue the Use of
Company Stock as the
Form of Matching
Contribution or as an
Investment Option

0,
Source: EBRI Company Stock Survey of ISCEBS Members, 2002. 53%
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Nearly 7 in 10 respondents (69 percent) thought that the most likely reaction to a
legislative change reducing the deduction for matching contributions in the form
of employer securities to 50 percent would be to either discontinue the use of
company stock as the form of matching contribution or as an investment option,
or to decrease the matching contributions (see Figure 15).

Figure 15
What Would be the Most Likely Response to a Legislative Change Reducing the Deduction for
Matching Contributions in the Form of Employer Securities to 50%?

Nothing
15%

Do Not Know
16%

Discontinue the 401(k)
Plan
0%

Discontinue the Use of
Company Stock as the
Form of Matching
Contribution or as an
Investment Option
26%

Decrease Matching
Contributions
43%

Source: EBRI Company Stock Survey of ISCEBS Members, 2002.
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Approximately one-third of the respondents (37 percent) thought that the most
likely reaction to alegidative change requiring immediate transfer availability for
company stock for employees after 90 days would be to either discontinue the use
of company stock as the form of matching contribution or as an investment
option, or to decrease the matching contributions. However, another 35 percent
thought that there would be no reaction (see Figure 16).

Figure 16
What Would Be the Most Likely Response to a Legislative Change Requiring Immediate
Transfer Availability of Company Stock by Employees After 90 Days?

Do Not Know
271%

Nothing
35%

Discontinue the 401(k)
Plan
1%

Discontinue the Use of
Company Stock as the
Form of Matching
Contribution or as an
Investment Option
17%

Decrease Matching
Contributions
20%

Source: EBRI Company Stock Survey of ISCEBS Members, 2002.
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Nearly one-half (47 percent) of respondents thought there would be no reaction to
a legidative change limiting to 20 percent the investment an employee can have
in any one stock in his or her individual account plans. Another 28 percent
thought that this would cause plan sponsors to either discontinue the use of
company stock as the form of matching contribution or as an investment option,
or decrease the matching contributions (see Figure 17).

Figure 17
What Would Be the Most Likely Response to a Legislative Change Limiting to 20% the
Investment Employees Can Have in Any One Stock in Their Individual Account Plans?

Do Not Know
24%

Discontinue the 401(k)
Plan
1%

Nothing
47%

Discontinue the Use of
Company Stock as the
Form of Matching
Contribution or as an
Investment Option
12%

Decrease Matching
Contributions
16%

Source: EBRI Company Stock Survey of ISCEBS Members, 2002.
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