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Tax Policy
Issues and Options

The growth of
employee-directed
investment and of
employer stock as an
investment option
should compel
Congress to reassess
the scope of ERISA’s
diversification
exceptions and their
consequences.

Promoting 401(k) Security

J. Mark Iwry

Enron, WorldCom, and other corporate
scandals have generated a public appetite
for bringing corporate wrongdoers to
justice and a legislative push to protect
investors through accounting and corpo-
rate governance reforms. Yet Congress,
while enacting legislation to address some
accounting issues in the interest of in-
vestors generally, has failed to protect the
millions of employees who invest in their
employers through retirement plans. Too
many have lost much or all of their retire-
ment savings because of imprudent over-
investment in employer stock, and many
more are at risk of doing so in the future.

Members of Congress have been rightly
concerned about enacting new restrictions
that would cause employers to stop offering
retirement benefits. And they have been
highly sensitive to polling in which, pre-
dictably, employees respond in the negative
when asked whether they want government
to take away their ability to choose invest-
ments. But there are legislative approaches
that would limit workers’ risk in 401(k)
plans without precluding choice by em-
ployees or employers. This policy brief
describes several such measures.

The Context

Notwithstanding a number of high-profile
failures, the nation’s pension and 401 (k)
system is basically sound. It has delivered
benefits to millions of workers' while
amassing a pool of investment capital of
more than $5.6 trillion (excluding IRAs)
that has been instrumental to the growth of
our economy (Board of Governors, Federal
Reserve System 2003, 76).>

Accordingly, pension reform must be
approached judiciously. Any changes must
reflect a thorough understanding of the
potential consequences to our private plan
system—taking into account the system’s
dependence on voluntary plan sponsor-
ship by employers that compete in global
product markets, respond to employee
demand in competitive labor markets, and
are motivated in part by pension tax
incentives.

Yet a longer-term view suggests that our
retirement system today suffers from several
structural problems that call for careful
adjustment—problems that go well beyond
a few bad actors misleading investors about
corporate finances or the effects of a normal
downswing of the business cycle and stock
market. One such problem: Many defined
contribution retirement plans have taken on
an unhealthy level of risk by overinvesting
in employer stock.

Employer stock can play a useful part
within a diversified portfolio. It often pro-
vides substantial returns, offsets some
workers’ tendency to allocate their assets
entirely to guaranteed investment con-
tracts or money market funds, and aligns
workers’ interests more closely with those
of shareholders, possibly boosting produc-
tivity and morale. But over the years,
mounting accumulations of employer
stock in retirement plans have become too
much of a good thing. In the many 401(k)
plans that offer investment in company
stock, roughly 30 percent of all assets is
invested in that stock (VanDerhei 2002).
And according to one major survey of
401(k) plans with company stock as an
investment option, as of the end of 2001,
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a majority of participants had more
than 10 percent of their account bal-
ances invested in company stock, ap-
proximately 45 percent of participants
had more than 20 percent invested
in company stock, and approximately
14 percent of participants had 90 to
100 percent invested in company
stock (Holden and VanDerhei 2003,
8-9).2

The consensus view of financial
experts is that portfolio diversifica-
tion, including sound asset allocation
and investment diversification within
asset classes, is key to minimizing
volatility and attaining an efficient
combination of investment returns
and risk.* The risks of inadequate
diversification are widely recognized.
Even as millions of employees invest
large percentages of their account bal-
ances in employer stock, believing
that their company is a particularly
good investment, the experts—who
make their livings managing the pen-
sion investments that employees do
not control—scrupulously avoid
investing more than a miniscule frac-
tion of plan assets in any single com-
pany, no matter how attractive it
might seem at the moment. In fact,
pension law requires trustees and
other fiduciaries that manage pension
investments to diversify in order to
reduce the risk of large losses.

Moreover, inadequate diversifica-
tion attributable to heavy investment
in company stock is riskier still.
Because the worker’s human capital
already is entirely or largely invested
in his or her job, investing retirement
plan assets in the employer subjects
the worker’s retirement security and
job security to the same company-
specific risk. If the employer falls on
hard times, the worker stands to lose
not only a job but also his or her
retirement savings.

Inadequate Diversification
and Its Causes

How, then, was this unhealthy
dependence on employer stock—
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compromising the retirement security
of numerous workers—allowed to
develop within a legal framework
that holds plan fiduciaries to strict
duties of prudence, diversification,
and loyalty?

Pension law is governed chiefly
by the Employee Retirement Income
Security Act of 1974 (ERISA), as fre-
quently amended. Among many
other requirements, ERISA requires
retirement plan assets to be held in
trust and imposes fiduciary standards
on those who manage and admin-
ister plans and plan assets. These
standards—developed largely from
the common law of trusts—include
the duty of loyalty to employees par-
ticipating in the plan, the duty to act
with respect to the plan as a prudent
expert would act, and the duty gener-
ally to diversify plan investments to
minimize the risk of large losses.’

However, the law subjects the
duties of diversification and prudence
to two major exceptions. Defined con-
tribution plan investments generally
need not be diversified to the extent
they consist of employer stock; and
employee-directed choices among
investment options are likewise
exempt from ERISA’s diversification
standard (and from its prudence
requirement). Consequently, while
plan fiduciaries may be legally respon-
sible for determining whether
employer stock and other investment
options offered under a plan are pru-
dent, no one is legally responsible for
determining or even advising 401(k)
participants on how much they should
invest in each option.

When ERISA was enacted in
1974, 401(k) plans were essentially
nonexistent. Defined benefit plans
were a central focus of ERISA, and
even most defined contribution plan
investments were typically controlled
by the plan sponsor or its designees,
not by employees. Accordingly, the
prudence and diversification excep-
tion for employee-directed invest-

ments seemed much narrower, as did
the diversification exception for
employer stock. But over the years
four key factors have expanded the
significance of both exceptions.

First, with the unanticipated
expansion of retirement coverage
through 401(k)s instead of traditional
pension or profit-sharing plans,
employers have shifted much re-
sponsibility for making and invest-
ing retirement contributions to
employees.®

Second, corporate strategic
motives (including entrenchment of
incumbent management) prompted
employers to contribute increasing
amounts of their stock to 401(k)
plans, employee stock ownership
plans (ESOPs), and 401(k)s labeled as
ESOPs, while encouraging employees
to invest their own contributions in
employer stock as well. An ESOP is a
defined contribution retirement plan
designed to be invested primarily in
the employer’s stock. An ESOP also
can serve as an instrument of corpo-
rate finance, by permitting the plan
sponsor to borrow from commercial
lenders to finance contributions of
stock to the plan.

In the 1980s, various corporations
combined 401(k)s with ESOPs. (An
ESOP can be a separate stand-alone
plan or a portion of a retirement
plan.) These combinations placed
large blocks of company stock in pre-
sumptively friendly hands, chiefly to
help management resist hostile
takeovers. Management generally
believed that ESOP participants
would be slow to accept hostile ten-
der offers likely to result in down-
sizing, and that institutional ESOP
trustees also might be inclined to
resolve doubts in favor of their corpo-
rate client. Some managements also
viewed the friendly stock as poten-
tially useful in fighting proxy contests
and slowing the rate of sell-off if the
company’s stock price declined.

In addition, many believe that
employee holding of company stock



Urban—Brookings Tax Policy Center

tends to align employees’ interests
with shareholders’, giving employees
an incentive to be more productive.
Because in most firms few individual
employees can realistically expect to
have any noticeable impact on the
company’s stock price, any incentive
effect for most employees might ordi-
narily be achieved by owning a lim-
ited number of shares, enough to give
employees some sense of identifica-
tion with shareholders and some per-
sonal interest in the value of the stock.

Third, there have been special tax
preferences for heavy investments in
company stock—over and above
those conferred on tax-qualified plans
generally. Special tax advantages
drove billions of dollars of ESOP-
related financing and refinancing
transactions over the past 15 years.”
For example,

B Financial institutions could once
avoid tax on half of the interest
they received on ESOP-related
loans (Internal Revenue Code
(IRC) section 133, repealed).

B Companies sponsoring ESOPs can
deduct otherwise nondeductible
dividends that they pay on shares
of employer stock in the plan
(subject to certain conditions),
including shares employees pur-
chase with their own contributions
(IRC section 404(k)).

B Employees can draw employer
stock out of a retirement plan—
whether an ESOP or not—without
being taxed on any appreciation in
the value of the stock that occurred
while it was held by the plan. The
unrealized appreciation is not
taxed until the stock is sold, when
it is taxed at the lower, long-term
capital gain tax rates (IRC section
402(e)(4)). (By contrast, the full
value of nonemployer stock dis-
tributed from a plan generally is
taxed upon distribution, at ordi-
nary income rates, unless it is
rolled over.)

Fourth, various plan sponsors
prefer to contribute company stock
rather than parting with cash.
Although questions have been raised
about the degree to which saving
cash flow really is a motivating factor
in many cases,® to the extent it is a
factor (or is so perceived by manage-
ment), restricting employers’ ability
to contribute stock might ultimately
reduce total employer contributions.
(However, companies could still be
permitted to contribute stock if plans
later diversified, as suggested below.)

Ironically, these incentives, com-
bined with ERISA’s broad exception
from diversification for employer
stock, can be viewed as effectively
undermining two of the pension
law’s core fiduciary requirements:
that pension assets be held in trust—
largely to protect their value and pre-
vent their use for general corporate
purposes—and be managed exclu-
sively to benefit the trust’s beneficia-
ries. When it comes to employees’
investments in their employer, the
employer has a conflict between its
corporate interests associated with
investment in its stock and its duty to
operate the plan exclusively for
employees’ benefit. And ERISA’s
trust requirement is less meaningful
to the extent that the assets the trust
supposedly protects are highly vol-
atile investments, such as company
stock, whose value is vulnerable to
company-specific risks, including
failures of integrity or competence on
the part of corporate management.

The growth of employee-directed
investment and of employer stock as
an investment option should compel
Congress to reassess the scope of
ERISA’s diversification exceptions.
The greater current threat to workers’
retirement security stems not from
occasional executive fraud but from
the far more prevalent overconcentra-
tion of 401(k) accounts in employer
stock. And the overconcentration
has been caused less by explicit
employer-imposed requirements to
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invest heavily in employer stock
(requirements Congress generally is
willing to restrict) than by employer
inducement or encouragement play-
ing upon employees’ passivity stem-
ming from hope and inertia.

Overconcentration in
Employer Stock:
The Enemy Is Us

In the Enron 401(k) plan—and
401(k)s sponsored by many other
companies—the vast majority of
employees’ investment in employer
stock was directed by employees.
Most overconcentration in company
stock reflects employees” own
choices, more than company require-
ments.

Yet the proposed legislation
Congress is seriously considering
does not address this core problem,
because it mainly expands employ-
ees’ rights to diversify out of com-
pany stock if they so choose.” Had it
been in effect before Enron’s stock
began to drop, such legislation would
not have prevented most of the losses
suffered by Enron employees or other
401(k) participants.

Congress is concerned about
seeming to restrict employees’ free-
dom of choice. In practice, however,
the deck is already heavily stacked in
favor of investment in employer
stock. Employees’ decisions to over-
invest in employer stock are often
influenced by employers, motivated
in part by the tax incentives and other
factors described above.

In many cases, overexposure to
company stock also appears to be
driven by employees’ concerns about
possible employer retribution or per-
ceptions of disloyalty if employees
diversify. And surveys indicate em-
ployees commonly believe employer
stock is actually less risky than a
diversified stock portfolio, presum-
ably because their company is famil-
iar to them. (Remarkably, surveys
suggest this misperception persists
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even after the publicity surrounding
Enron and other 401(k) company
stock disasters.)!°

Giving employees basic educa-
tion on retirement saving and in-
vesting is desirable, but insufficient.
Rational investing requires more than
a basic level of information, and
many of us are unwilling to invest the
effort needed to become well-trained
401(k) investors.!

It is unrealistic to expect most of
the 45 million 401(k) participants to
exercise the self-discipline and devote
the consistent attention necessary to
be effective 401(k) investors, while
attending to jobs and families. Unlike
professional investment managers,
participants lack the experience,
expertise, full-time focus, and profes-
sional detachment and discipline that
help to resist exuberance, temptation,
and fear (including concern about
displeasing management).

Accordingly, notices warning
employees of the risks of overinvest-
ing in employer stock and failing to
diversify may have only limited
effect. Many would ignore written
reminders. In corporate environments
where management encourages
employee investment in employer
stock, such warnings may be deliv-
ered in a manner that minimizes their
impact, and regulation can only go so
far in preventing such information
from being “buried.” In fact, this type
of notice—more than a warning label
on a package—could be placed “in
context” with accompanying infor-
mation emphasizing the favorable
past performance of the company’s
stock and the special tax advantage to
participants of receiving plan distri-
butions in employer stock. A notice
also could be orally characterized as
“simply more standard boilerplate
from Washington,” facilitating some
employers’ portrayal of company
stock as attractive forbidden fruit
that the government is seeking to
limit much as it limits other pension
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tax advantages (such as 401(k)
contributions).

The Public Interest in
Prudent Investment of
Retirement Funds

Even if warning notices and invest-
ment education might have only lim-
ited effect, once employees have
received the basic information, why
should we care whether they act

on it?

The law, corporate incentives,
and management interests already
favor heavy investment in employer
stock. In addition, employees’ invest-
ment decisions in tax-qualified plans
indirectly affect us all. The cost of tax-
favored treatment for retirement sav-
ings—the amount by which pension
tax advantages reduce federal tax
revenues—is an estimated $192 bil-
lion, of which $81 billion is for 401(k)s
(OMB 2003, 112)."> This tax expendi-
ture makes possible “the magic of
tax-free compounding,” which
encourages employers to sponsor
plans and employees to demand
them. Major taxpayer investment in
the employer-sponsored retirement
system is intended to fund retirement
security, not provide “mad money”
for high-stakes gambling.

Accordingly, while people gener-
ally are free to gamble or do almost
anything else with their own money,
tax-subsidized, ERISA-governed pen-
sion funds are different. A portion of
their assets comes indirectly from
other taxpayers, who thereby have a
legitimate stake in seeing those funds
invested prudently to enhance retire-
ment security.

The public interest in prudent
diversification is one reason tradi-
tional defined benefit pension plans
are prohibited from investing more
than 10 percent of their assets in
employer stock (or employer real
property). (Another reason was to
protect the Pension Benefit Guaranty
Corporation from the moral hazard of

insuring plans invested in employer
stock.) Congress deemed the 10 per-
cent limit necessary even though in
defined benefit plans, unlike 401(k)s,
investments generally are profession-
ally managed, and plan sponsors are
obligated to pay employees the full
dollar value of promised benefits
regardless of investment perfor-
mance. In fact, professional invest-
ment managers and other institutions
that are sophisticated investors are
often subject to specific percentage
asset concentration limits.

To be sure, government need not
protect 401(k) participants from all
risks, such as broad market declines
affecting part of a balanced, diversi-
fied portfolio. But taxpayers have a
legitimate financial stake in protect-
ing the public investment in
401(k)s—and the financial security of
employees’ spouses and children—
from some employees’ misconception
that employer stock is safer than
diversified investments and from
unreasonable and unnecessary finan-
cial risks. The volatility and lack of
diversification associated with over-
concentration in employer stock is a
risk that professional financial advis-
ers would ordinarily consider unrea-
sonable for all but the limited number
of households that achieve sufficient
overall diversification through invest-
ments outside the plan.

Toward a Practical Solution

Congress needs to address these
underlying problems and encourage
the defined contribution system to
evolve away from excessive concen-
tration in employer stock. A number
of practical legislative approaches
would accomplish this evolution
gradually, without requiring sudden
divestiture of large holdings and
without causing employers to stop
contributing.

Plan sponsors need flexibility to
choose among a number of alterna-
tive strategies for stepping down off
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the ledge.” Approaches such as these
would focus largely on employee con-
tributions (which account for a major-
ity of 401(k) plan assets), to avoid or
minimize any reduction in employer
contributions. They also would
emphasize diversification of future
contributions (to avoid sudden
divestitures). Such approaches might
include the following:

A threshold approach for
employee contributions. Limit (with-
out eliminating) employees’ ability to
invest their future tax-preferred con-
tributions in company stock by offer-
ing employer stock as an option only
for contributions made by employees
that exceed a specified annual thresh-
old, such as 7 percent of pay. A simi-
lar alternative would establish the
annual contribution threshold as a
flat dollar amount, such as $5,000, or
as the lesser of 7 percent of pay or
$5,000. A threshold would encourage
saving and diversification by condi-
tioning employees” heavy investment
in employer stock on first saving a
reasonable amount to provide a
diversified safety net. (Employer con-
tributions could still be made in
employer stock.) A more flexible but
slightly less simple variant would
allow employees to invest 5 or 10 per-
cent of every dollar of employee con-
tributions—even below the
threshold—in employer stock, plus
50 or 100 percent of employee contri-
butions above the threshold.

A standardized diversified port-
folio or professional management as
the default arrangement. To make
investing simpler, safer, and more
efficient for most employees without
eliminating free choice, plans could
be required to provide—as an invest-
ment alternative available to every
employee who does not affirmatively
elect active self-direction—either a
prudently diversified, balanced in-
vestment portfolio that meets broad
federal guidelines, or, if the plan
sponsor prefers, independent, un-
biased professional investment
management.

At first, plans offering employees
a choice of investments could be
required to offer them the standard
balanced portfolio option (reflecting
the consensus opinion of financial
and investment experts) as an invest-
ment alternative, without necessarily
making it the default arrangement.
(If the employer preferred, it could
instead offer employees professional
investment management, although
that could be costly.) Later, plans
could be required to make the stan-
dard option the default—the auto-
matic investment for those who do
not affirmatively choose another
option.

All employees could still direct
their investments among the plan
options, but the sponsor would be
statutorily protected from ERISA
fiduciary liability for any employee’s
investment in the standard option. As
the standard-option default invest-
ment, statutory guidelines could pre-
scribe, in general terms, a diversified,
balanced portfolio including low-cost
index funds provided by private
institutions and perhaps inflation-
indexed bonds. Developed in consul-
tation with financial, plan sponsor,
and participant representatives, the
guidelines and regulatory specifica-
tions would permit the standard-
option portfolio to be a specified
combination of existing plan invest-
ment options. While it would not
include employer stock, the standard
option would not preclude employer
contributions of employer stock for
participants” accounts.'*

The standard-option approach
would steer employees away from
not only excessive investment in
employer stock but also investments
that fail to reflect reasonable asset
allocation and diversification, includ-
ing frequent investment changes,
attempts at market timing, failure to
rebalance, and excessive reliance on
money market funds. Ultimately,
such an approach could help move
the defined contribution system back
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from investing on a “retail” basis to
investing on more of a collective,
wholesale basis, with the associated
economies of scale and professional
management.

An independent fiduciary to
advise on divestiture and diversifi-
cation. Retain an independent expert
fiduciary to assist the plan in design-
ing or implementing a gradual
divestiture program and to advise
employees—taking only their inter-
ests into account—on how and how
much to replace employer stock with
prudently diversified investments.

Employers could be allowed to
choose how—by one or more of these
or other methods—to reduce em-
ployer stock concentrations to pru-
dent levels gradually over time.
(Congress required employers to
reduce employer stock holdings
between 1975 and 1985 to satisfy a
new 10-percent-of-plan-assets limit
for defined benefit plans.)

Alternatively, employers might
be permitted to propose, for Labor
Department approval, other invest-
ment arrangements that adequately
hedge or manage participants’ risk
associated with employer stock, pro-
vided that any such approvals are
subject to appropriate congressional
guidance or supervision.

In addition, Congress could fully
preserve employers’ ability to con-
tribute their stock when employers
believe this will increase worker
productivity, promote alignment of
interests, and save cash flow, while
enacting the following reforms:

B Limit or retarget the special ESOP
dividend tax deduction (with
appropriate transition relief). That
deduction has encouraged many
corporations to make contributions
in the form of employer stock and
to press employees to invest their
own contributions heavily in em-
ployer shares. Similarly, it is time
to revisit the justification for the
special tax advantage accorded to
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net unrealized appreciation in
employer stock distributions;
Help level the uneven playing
field between employer stock and
diversified plan investments in
which employers have no conflict
of interest, by explicitly precluding
plans from designating employer
stock as the default investment for
employees who fail to elect an
investment (as in 401(k) automatic
enrollment), and precluding plans
from conditioning an employer
match on investment of employee
contributions in employer stock.
In addition, while employers
typically are careful to avoid giv-
ing participants plan investment
advice, the Enron experience
raises the question whether
Congress needs to explicitly pre-
clude employers from influencing
employees—in word or deed—to
invest their tax-qualified retire-
ment savings in employer stock. If
such a constraint were enacted, it
should not prevent employers
from contributing their stock to
plans or from encouraging in-
vestors (including employees
investing nonretirement assets) to
buy the company’s stock;
Expand diversification rights for
employees in ESOPs. ESOPs are
required to allow employees to
diversify only after age 55 and
10 years of participation in the
plan, only during six annual 90-
day window periods, and only for
25 or 50 percent of their employer
stock each year. Congress should
allow ESOP participants to diver-
sify after three or five years of ser-
vice at a reduced eligibility age
and without window period
restrictions, and should explicitly
protect ESOPs from losing their
ESOP status merely because
employees exercise their diversifi-
cation rights; and
Require any newly permitted
investment advice to address
overconcentration in employer

Urban—Brookings Tax Policy Center

stock. If Congress relaxes ERISA’s
fiduciary standards to promote
investment advice to 401(k) partic-
ipants by financial firms, the
advice should be required to cover
the importance of diversifying by
avoiding overconcentration in
employer stock.

Of these approaches, a few have
been considered by Congress (but not
incorporated into current legislative
proposals); others have not; and sev-
eral other proposals not described
here are also worth considering.
These important issues call for an
approach that treats the underlying
causes of the problem rather than its
symptoms.

The Bigger Picture

Finally, we must not lose sight of the
bigger picture when it comes to pen-
sions. Some 75 million American
workers and their spouses have no
employer-provided retirement cov-
erage. One important measure to
expand coverage is the saver’s credit,
which promotes 401(k) (and IRA)
saving by moderate- and lower-
income individuals and encourages
employers to sponsor 401(k) plans.
According to one survey, this tax
credit, which first took effect in 2002,
has already increased participation in
71 percent of 401(k) plans, including
18 percent that report a major
increase in participation (Diversified
Investment Advisors 2002)."> But the
credit—which was drastically cur-
tailed before it emerged from the
legislative process—needs to be
expanded by making it refundable
and permanent (it is set to expire
after 2006), and by extending eligi-
bility to more moderate-income
households.

And more generally, pension and
associated tax benefits for those with
employer-sponsored plans need to be
allocated more equitably between
employees lower and higher on the

corporate food chain. Tax expendi-
tures of use mainly to the affluent
tend to be inefficient to the extent that
they induce higher-income people
simply to shift their other savings to
tax-favored accounts. But contribu-
tions and saving incentives targeted
to moderate- and lower-income
workers tend to increase net long-
term saving,'® thereby enhancing
retirement security for those who
need it most and advancing the goals
of our tax-favored pension system in
a responsible, cost-effective manner.
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an op-ed article by the author, “The Boss’s
Stock Isn’t Always the Best Bet,” The New
York Times (Jan. 7, 2002).

Other features that could be considered
might include a deferred effective date for
very small employers and asset allocation
that is permitted to shift automatically by
age, as in life cycle funds (if costs could be
kept down).

Based on IRS data, about 3.5 million indi-
vidual income tax returns claimed the
saver’s credit for 2002.

See Engen and Gale, “Effects of 401(k)
Plans.”
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