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Introduction

Chairman Thomas, Ranking Member Rangel, members of the committee. I am Jack VanDerhei, a faculty
member in the risk insurance and health care management at the Fox School of Business, Temple University, and
research director of the Employee Benefit Research Institute Fellows Program.
1.1

Objectives of the Testimony

My testimony today will focus on retirement security and defined contribution pension plans with special
emphasis on 401(k) plans with company stock. This draws on the extensive research conducted by the Employee
Benefit Research Institute and on the EBRI/ICI 401(k) database. Portions of this testimony borrow heavily from a
recent publication I co-authored with Sarah Holden of the Investment Company Institute, “401(k) Plan Asset
Allocation, Account Balances, and Loan Activity in 2000," EBRI Issue Brief, November 2001.
2

Defined Benefit/Defined Contribution Trends

More than a quarter-century ago, Congress enacted the landmark law that still governs employment-based
retirement plans in the United States. The Employee Retirement Income Security Act of 1974 (ERISA), after more
than two decades of amendments and regulatory embellishments, remains the basis of the federal government’s
approach to retirement plan regulation. Widely praised for achieving its goal of greater retirement security for those
American workers who have pensions, it is simultaneously criticized for contributing to the demise of the traditional
defined benefit corporate pensions that it was created to secure and encourage. The number of these traditional
pension plans has sharply declined, while new forms of defined benefit plans have increased their position of
dominance.2 These new plans include cash balance plans,3 which are technically defined benefit plans but are often
more readily understood by employees as a result of their use of “individual accounts” and “lump-sum
distributions,” and defined contribution plans, which are typified by the 401(k).
The decline in traditional defined benefit plans has been well-documented and is continuing.4 Several
reasons for the decline of defined benefit plans have been suggested: the change in the industrial patterns of
employment in America favoring the small service industry; administrative costs of operating defined benefit plans,
which have been especially burdensome for small and medium-size plans; competition from 401(k) salary deferral
plans, which are easier for employees to understand and which came along just as the cost and complexity of
defined benefit plans began to skyrocket; and tax policy that has restricted funding of defined benefit plans.
2.1 The Relative growth of Defined Contribution Plans From 1978 to 19975
In 1978, the first year detailed data were collected after ERISA, there was a total of 442,998 private
pension plans, 29 percent of which were of the defined benefit variety. By 1997, the most recent year for which
detailed data are available, the number of plans had increased to 720,041 but the relative share of defined benefit
plans had decreased to 8 percent. Even though defined benefit plans have always been in the minority, they tend to
be sponsored by large employers and accounted for 65 percent of the 44.7 million active participants in 1978. The
number of active participants increased to 70.7 million in 1997, but the relative share of defined benefit plans fell to
32 percent.
A total of $377 billion of private pension assets existed in 1978. This number grew to $3.55 billion in the
following 20 years. Although defined benefit plans represented 72 percent of the total in 1978, it fell to only 49
percent in 1997. If the latest numbers are any indication, it would appear that this financial trend will not reverse any
time soon. In 1978, net contributions (the difference between contributions and benefits disbursed) amounted to
$29.4 billion for all private plans, and 68 percent of this was from defined benefit plans. By 1997, net contributions
had fallen to a negative $54.5 billion. Although defined contribution plans contributed a positive $12.8 billion,
defined benefit plans had a negative net contribution of $67.4 billion. 6
2.2

The Increasing Importance Of Defined Contribution Plans For Family Retirement
Security
Although the preceding section documented the increasing importance of defined contribution plans with
respect to plan aggregate data, for purposes of this testimony it may be even more important to consider how the
relative value of these plans has changed from the standpoint of the family’s retirement security. Craig Copeland
and I7 analyzed data from the Federal Reserve Board’s triennial Survey of Consumer Finances (SCF), which
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provides the most comprehensive data available on the wealth of American households. We tracked information
from the 1992, 1995, and 1998 (the most recent data currently available) surveys and found the following:
• The percentage of families with a pension plan who have defined benefit coverage has decreased from 62.5
percent in 1992 to 43.1 percent in 1998, and the significance of 401(k)-type plans for those families
participating in a pension plan more than doubled, from 31.6 percent in 1992 to 64.3 percent in 1998.
• The percentage of family heads eligible to participate in a defined contribution plan who did so increased
from 73.8 percent in 1995 to 77.3 percent in 1998. Of those families choosing not to participate in a defined
contribution plan, 40.3 percent were already participating in a defined benefit plan.
• Overall, “personal account plans” represented nearly one-half (49.5 percent) of all the financial assets for
those families with a defined contribution plan account, IRA, or Keogh, in 1998. This was a significant
increase from 43.6 percent in 1992. The average total account balance in personal account plans for
families with a plan in 1998 was $78,417, an increase of 54 percent in real terms over the 1992 balance of
$50,914 (expressed in 1998 dollars).
2.3 Size And Importance Of 401(K) Plans
Profit-sharing plans with cash or deferred arrangements (more commonly referred to as 401(k) plans) grew
in number from virtually no plans in 19838 to 265,251 by 1997 (the most recent year for which government data are
currently available), accounting for 37% of qualified private retirement plans, 48% of active employees, and 65% of
new contributions.9
As of 1997, the most recent year for which published government data are currently available, there were
265,251 401(k)-type plans with 34 million active participants holding $1.26 trillion in assets. Contributions for that
year amounted to $115 billion, and $93 billion in benefits were distributed.10 By year-end 2000, it was estimated
that approximately 42 million American workers held 401(k) plan accounts, with a total of $1.8 trillion in assets.11
2.4 What Will The Future Hold?
While it is impossible to predict with certainty how future developments for legislative and regulatory
constraints and opportunities as well as plan sponsor and participant decisions will translate into future defined
benefit/defined contribution trends, Craig Copeland of EBRI and I modeled the likely financial consequences of
continuing the status quo. Our preliminary findings12 from the EBRI/ERF Retirement Income Projection Model
were presented at the National Academy of Social Insurance 13th Annual Conference on The Future of Social
Insurance: Incremental Action or Fundamental Reform?
Results of the model are compared by gender for cohorts born between 1936 and 1964 in order to estimate
the percentage of retirees’ retirement wealth that will be derived from DB plans versus DC plans and IRAs over the
next three decades. Under the model’s baseline assumptions, both males and females are found to have an
appreciable drop in the percentage of private retirement income that is attributable to defined benefit plans (other
than cash balance plans). In addition, results show a clear increase in the income retirees will receive that will have
to be managed by the retiree. This makes the risk of longevity more central to retirees’ expenditure decisions.
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Background on 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.13 When the ERISA was passed in 1974, it required fiduciaries to diversify plan investments for
defined benefit plans and some types of defined contribution plans. However, ERISA includes an exception for
"eligible individual account plans" that invest in "qualifying employer securities."14 An Employee Stock Ownership
Plan (ESOP) normally qualifies for this exception, as do profit-sharing plans.15
The concept of legislating 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 1986.16 Employees who are at 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.17 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. This right is
limited to shares acquired after 198618 and is further limited to 25% of such shares until the last window period,
when up to 50% of such shares may be eligible for diversification.
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The Taxpayer Relief Act of 1997 applied a limit on mandatory investment of 401(k) contributions in employer
stock. This was a more modest version of a proposal by Sen. Barbara Boxer (D-CA) to impose a separate limitation
of 10% of plan assets on the mandatory investment of 401(k) contributions in qualifying employer stock and real
property.19
The Economic Growth and Tax Relief Reconciliation Act of 2001 (EGTRRA) 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.20 A 401(k) plan with 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.21
At Enron, 57.73% of 401(k) plan assets were invested in company stock, which fell in value by 98.8% during
2001.22 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 Enron situation.23
Certainly, the Enron situation has caused the retirement income policy community to focus increased attention
to the desirability of current law and practices regarding company stock in 401(k) plans, resulting in much debate.
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 were to regulate 401(k) plans too heavily, plan sponsors might choose to decrease employer
contributions or not offer them at all. Previous research24 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.
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The Concentration of Company Stock In 401(k) Plans
4.1

Percentage of 401(K) Plans and Participants With Company Stock

In Figure 1 of my February 13, 2002, hearing testimony before the House Education and Workforce
Committee’s Subcommittee on Employer-Employee Relations,25 I show that for the 1996 version26 of the EBRI/ICI
database, only 2.9% of the 401(k) plans included company stock (1.4% of the plans had company stock but no
guaranteed investment contracts (GICs)27 while 1.5% of the plans had both company stock and GICs). However,
the plans that do have company stock are generally quite large and represented 42% of the 401(k) participants in the
database that year (17% of the participants had company stock but no GICS, while 25% had both options).28 In
terms of account balances, plans with company stock account for 59% of the universe (23% of the assets were held
in plans that had company stock but no GICS, while 36% of the assets were held in plans that had both options).29
The fact that plans with company stock had higher average account balances was no doubt partially due to the bull
market preceding this time period, but may also be a function of the plan’s generosity parameters and average tenure
of the employees.
4.2

Company Stock as a Percentage of Total 401(K) Balances

The overall percentage of 401(k) account balances in company stock has remained consistently in the
18−19% range from 1996 to 2000.30 The age distribution for year-end 2000 is somewhat of an inverted “U” shape,
with younger and older participants holding slightly less than participants in their 40s (where the value peaks at
19.7%).31
Although often quoted, this figure is somewhat misleading given that a sizeable percentage of the 401(k)
participants are in small plans that do not generally include company stock in the investment menu. The average
asset allocation in company stock is:32
• Less than 1% for plans with fewer than 500 participants,
• 3.8% for plans with 501−1,000 participants,
• 8.7% for plans with 1,001−5000 participants, and
• 25.6% for plans with more than 5,000 participants.
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When only plans that include company stock are analyzed, plans that offer company stock but not GICs
have an average of 31.8% of the account balances invested in company stock, while the figure decreases to 27.7%
for plans that also include GICs. Once the influence of the investment menu is controlled for, the impact of plan
size is less significant.33
I also illustrate the impact of salary on company stock allocation for the subset of the EBRI/ICI database
for which we have the requisite information.34 For plans both with and without GICs, there appears to be an inverse
relationship between the level of salary and the percentage of 401(k) balance invested in GICs, although the
relationship is much less significant in the former case. The extent to which this is due to non-participant-directed
matching contributions making up a larger percentage of annual contributions for lower-paid individuals awaits
further investigation.35
4.3

Distribution of Company Stock Allocations

Several legislative proposals have called for an absolute upper limit on the percentage of company stock
that an employee will be allowed to hold in his or her 401(k) account. Figure 8 of my February 13th testimony
provides the year-end 2000 company stock allocation for the EBRI/ICI universe of plans offering company stock. A
total of 48% of the 401(k) participants under age 40 in these plans have more than 20% of their account balances
invested in company stock. The percentage decreases to 47% for participants in their 40s, 45% for those in their 50s
and drops to 41% for participants in their 60s.
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Employee Reaction When Employers Mandate That Matching Contributions Be Invested in
Company Stock

Typically, in a 401(k) plan, an employee contributes a portion of his or her salary to a plan account and
determines how the assets in the account are invested, choosing among investment options made available by the
plan sponsor (employer). In many plans, the employer also makes a contribution to the participant’s account,
generally matching a portion of the employee’s contribution. Some employers require that the employer
contribution be invested in company stock rather than as directed by the participant.36 Participants in these plans
tend to invest a higher percentage of their self-directed balances in company stock than participants in plans without
an employer-directed contribution. Company stock represents 33% of the participant-directed account balances in
plans with employer-directed contributions,37 compared with 22% of account balances in plans offering company
stock as an investment option but not requiring that employer contributions be invested in company stock.38
When total account balances are considered, the overall exposure to equity securities through company
stock and pooled investments is significantly higher for participants in plans with employer-directed contributions.
For example, investments in company stock, equity funds, and the equity portion of balanced funds represent 82%
of the total account balances for participants in plans with employer-directed contributions, compared with 74% of
the total account balances for participants in plans without employer-directed contributions. This higher allocation
to equity securities holds across all age groups.
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What Would Happen to Employees If Company Stock Were Not Permitted in 401(K) Plans?

Well before the plight of Enron 401(k) participants had made the headlines, personal finance and investment
advisors had long touted the benefits of diversification.39 While the trade-off of a diversified portfolio of equities for
an individual stock may be of limited advantage for employees, what many of the commentators in this field have
disregarded is the potentially beneficial attendant shift in asset allocation resulting from the inclusion and/or
mandate of company stock, especially for young employees, who otherwise exhibit extremely risk-averse behavior
in the determination of equity concentration for their 401(k) portfolio.
What I will attempt to demonstrate in the following section is that although forcing the employer match into
company stock obviously increases the standard deviation of expected results relative to a diversified equity
portfolio, for each of the last five years the EBRI/ICI data base has demonstrated that, left to their own choices, the
employee’s asset allocation would have lower concentrations in equity (defined as diversified equity plus company
stock plus 60% in balanced funds) and therefore have a lower expected rate of return.
In my February 13th testimony, I start with some stylized examples of how the inclusion of company stock may
work to the benefit of employees in general and expand the analysis by simulating the expected change in 401(k)
account balances if company stock were prospectively eliminated from 401(k) plans for birth cohorts from
1936−1970. These results may be useful in analyzing previous charges that company stock should not be used in
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tax-subsidized accounts. In an attempt to assess the first-order impact of eliminating company stock in 401(k) plans,
I programmed a new subroutine to the EBRI/ERF Retirement Income Projection Model to simulate the financial
impact on 401(k) account balance.40
6.1

Simulation Results

The simulation was performed for birth cohorts between 1936 and 1970, and the results indicate the overall gain
or loss from (prospective) retention of company stock in 401(k) plans (as opposed to company stock being entirely
eliminated immediately). The estimated gain of retaining company stock is 4.0% of 401(k) balances, assuming
complete independence with respect to the probability of company stock in a subsequent plan and 7.8% assuming
perfect correlation.
Figure 1 (below) provides the results of the simulation by gender and preretirement income, assuming complete
independence.41 Preretirement income was categorized as either high or low by simulating the income in the year
prior to retirement and comparing it with the median income for participants in the same birth cohort. Males would
gain more than females from retention of company stock for both levels of relative salary. Participants in the lower
relative salary levels would stand to gain more than their higher paid counterparts for both genders.
Figure 1
Average Gain From Retention of Company Stock as a Percentage of 401(k) Balance,
By Gender and Relative Pre-retirement Salary (Assuming Complete Independence)
Preretirement salary
relative to median for
age cohort
Low
High

Gender
Male
5.2%
5.0%

Female
3.5%
1.6%

Source: Simulations using the EBRI/ERF Retirement Income Projection Model with modifications as described in
author's February 13, 2002, written testimony to the House Education and Workforce Committee's Subcommittee on
Employer-Employee Relations.
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What Would Happen If a Minimum Rate of Return Were Guaranteed for 401(k) Participants?
Proposals have been suggested recently that would attempt to transfer part or all of the investment risk
inherent in defined contribution plans from the employee to another entity. Although the party initially exposed to
said risk varies among the proposals, the likely targets would be the employer, a government agency (perhaps the
Pension Benefit Guaranty Corporation) and/or a private insurance company. While the cost of the guarantees and/or
financial uncertainty inherent in such an arrangement may be borne by the employer at least initially, it is unlikely
that, in the long-term, such a shift in risk-bearing would not somehow alter the provisions of the existing defined
contribution plans.
It is obviously impossible to model the financial consequences of such proposals until additional detail is
provided; however, a highly stylized example of one method of achieving this objective can be readily simulated.
Assume a proposal that would require the employer to ensure that participants receive an account balance no less
than what would have been obtained under a minimum rate of return. While some employers may choose to
voluntarily assume the additional cost of this arrangement, others may wish to re-think the investment options
provided to the employees and provide little or no participant direction. In fact, an easy way of mitigating the new
risk imposed by the minimum guarantee would be to force all contributions (whether contributed by the employee or
the employer) into a relatively risk-free investment. While this is unlikely to be popular with young employees and
other participants desiring high long-term expected returns, it would minimize the new risks shifted to the employer.
Figure 2 shows the expected results of running one such proposal through the EBRI/ERF Retirement
Income Projection Model. Instead of allowing employees to direct their own contributions and perhaps those of the
employer, assume employers are forced to guarantee a minimum rate of return of five percent nominal and they are
able to find a GIC (or its synthetic equivalent) that will provide that return in perpetuity.42 If all existing balances
and future 401(k) contributions were required to be invested in this single investment option, the average expected
reduction in 401(k) account balances at retirement would decrease between 25 and 35 percent for participants born
between 1956 and 1970.43
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While the results in Figure 2 are specific to the assumptions mentioned above, similar results are obtained
(albeit with different percentage losses) under various combinations of minimum guarantees and assumed asset
allocations and rates of return.
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