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                My name is Susan Stabile.  I am a Professor of Law at St. John’s University
School of Law in New York City, where I teach courses in pensions and employee
benefits and employment law.  Prior to joining the St. John’s faculty, I was associated
with the law firm of Cleary, Gottlieb, Steen and Hamilton, where my practice was
concentrated in the employee benefits area.  Among other areas of my scholarship, I
have been researching and writing about 401(k) plans for the last several years.[1]  I
have been particularly concerned about the heavy accumulations of employer securities
by employees who participate in 401(k) plans and I appreciate very much this
opportunity to testify before you today concerning the pension aspects of the Enron
situation.
                In this statement, I will briefly address three points:

-          First, current law permits employees to invest an unlimited amount of
their 401(k) account balances in employer securities.  If permitted to do
so, employees will disproportionately invest in employer stock, with the
result that the retirement security of millions of workers is at risk.  Given
the reasons for this disproportionate investment, it is desirable that
Congress impose limits on acquisitions of employer securities by 401(k)
plans.

-          Second, although the losses suffered by Enron employees are likely to be
replicated if any number of other large U.S. corporations suffers a serious
financial downturn, improper behavior by persons ERISA designates as
fiduciaries to Enron’s 401(k) plan may have aggravated the losses. 
Current law, however, is sufficient to address that improper behavior. 

-          Third, in considering what action to take to try to prevent future
employee losses, Congress should not be moved by threats that
employers will offer less generous benefits or will suffer from an inability
to provide incentives to their employees.  Competitive and other
pressures will force companies to continue to provide benefits to their
employees; and employees can be sufficiently motivated without bloating
their retirement accounts with company stock.

I.  The Non-Uniqueness of the Enron Pension Catastrophe
                At the end of 2000, 62% of Enron’s 401(k) plan assets were invested in
Enron common stock.[2]  That makes Enron’s 401(k) plan no different from that of
many other companies. Most 401(k) plans of large public companies have an employer
stock fund.  Employees who participate in 401(k) plans that do offer an employer stock
option invest an average of about one-third of their plan assets in company stock.[3] 
The 401(k) plan assets of one in five companies is at least 50% invested in the
company’s own stock[4] and at some companies the figures are much higher.  Just to
give some examples:

·         Proctor & Gamble – 94.7% invested in employer securities;
·         Sherwin-Williams – 91.6% invested in employer securities;
·          Abbott Laboratories – 90.2% invested in employer securities;
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·          Pfizer – 85.5% invested in employer securities.[5]
                The law does nothing to prevent these vast accumulations of employer stock
in employee’s 401(k) plan accounts.  ERISA, the federal statute that regulates pension
plans of private employers, does label as a fiduciary those persons responsible for
investing plan assets and imposes on fiduciaries a statutory obligation to live up to
certain standards of behavior.  However, notwithstanding the statute’s designation of
those who exercise control over investment of pension plan assets as a fiduciary,
ERISA specifically provides that employees who exercise control over their plan
accounts are not deemed to be fiduciaries by reason of such exercise.  Therefore,
although heavy plan investments in a single security would seem to violate both
ERISA’s prudence and diversification standards, those standards have no applicability
to participant decisions. 

The regulatory regime for 401(k) plans is thus very different from that of
traditional defined benefit plan.  Traditional defined benefit plans promise payment of a
certain benefit on retirement.  That benefit is funded by employer contributions that are
invested by professional asset managers subject to fiduciary standards.  Any risk of
poor investment experience is born by the employer.  In 401(k) plans, where the benefit
received is completely a function of the investment experience of contributed funds,
investment decisions are made by individual plan participants, who may have no
financial sophistication or access to investment advice, and who are subject to no
standards whatsoever.
                ERISA does impose some limits on acquisitions of employer securities by
pension plans.  The statute limits the acquisition of employer securities by defined
benefit plans and by employer-directed defined contribution plans to up to 10% of the
plans’ assets.  However, no similar limits apply to acquisitions by participant-directed
plans, and 87% of 401(k) plans, accounting for 83% of active plan participants, provide
for participant direction.[6]
                The law also permits employers to make matching contributions in the form
of employer stock.  Many companies take advantage of this ability, requiring that
matches be made in company stock and imposing long waiting periods before allowing
employees to switch such matching contributions to another investment alternative.[7] 
A recent survey by the Employee Benefits Research Institute found that matches are
required to be invested in company stock in 43% of 401(k) plans offering an employer
stock fund.[8]
                Why do so many employees invest such significant portions of their plan
account balances in employer securities?  It is worthwhile to briefly consider the
reasons for such heavy investments, because the reasons are instructive on the question
whether this lack of diversification can be successfully addressed by increased
education and disclosure.
                First, as Enron employees testified during hearings held in December by the
Senate Commerce Committee, many employees invest heavily in employer stock out
of a sense of loyalty to their employer.[9]  Although this is not an issue on which I have
seen empirical work, loyalty as a factor in investments in employer securities is
something commonly raised in academic literature and in press reports of discussions
with employees.  It appears that investment in employer securities is very much an
emotional issue.  Even employees who understand the value of diversification in the
abstract and who say they would never advise a friend or relative to be so heavily
invested in a single security, put large portions of their own account balance in the
stock of their employer.  This is not just a question of lack of financial sophistication,
as illustrated by the example of a GM executive several years ago who, despite his
participation in all discussions with analysts about the company's financial prospects,
insisted on investing enormous amounts in GM stock as the stock was falling.  By the
time the stock finished plummeting, he lost $160,000 of his retirement money.[10]
                Closely related to their own feelings of loyalty is the sense on the part of
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many employees that they are expected by their employer to invest heavily in company
stock, that is, that the corporate culture encourages such investment or that employers
will perceive as loyal those employees who so invest.  Actual or perceived pressure by
the employer is a much harder phenomenon to document.  However, ERISA’s
legislative history suggests that Congress was concerned with the possibility that
employees might be pressured by employers to acquire company stock[11] and the
complaints in both a lawsuit filed against Lucent Technologies in July of 2001 and in
some of the employee suits filed against Enron allege that the employers improperly
induced employees to invest. 

Additionally, practices like requiring matching contributions to be invested in
company stock and offering company stock at a discount to employees suggest that
employers do attempt to influence employees’ investment decisions.  Those practices
are successful.  A recent study by the Employee Benefits Research Institute found that
the effect of a plan requiring matching contributions to be invested in employer
securities is to cause employees to direct a higher percentage of their self-directed
funds there as well.[12]  This phenomenon may be explained by what one researcher
has termed an “endorsement effect” – employees interpret matches in employer
securities as an “endorsement or as implicit investment advice.”[13]
                Finally, many employees invest heavily in their employer’s stock because of
overconfidence in the employer and an optimistic bias that makes them think that other
companies are more likely to experience downturns than their own.[14]  Employees
feel a greater comfort and certainty with the stock of their employer, feeling that an
investment there is less risky than an investment elsewhere.  This is particularly
understandable given that an employee is faced with the choice among an array of
unfamiliar investment options and his own employer’s stock, which is familiar and
comfortable.
                What all of this means is that, for reasons that are heavily emotional and
psychological, if employees are given unlimited ability to invest in employer securities,
they will invest disproportionately large portions of their 401(k) account balance in
employer securities.  This suits the interests of employers: employees represent a group
of stockholders who are not likely to operate as an effective check on management. 
Indeed, one motive for employers to include a company stock fund as a 401(k)
investment option is precisely that it serves as a means of placing large blocks of shares
in friendly hands.  Employers believe that employees will be more concerned with
current job security than with the future value of their retirement benefit and thus will
make voting and tender offer decisions that favor the interests of current management. 
There is good basis for that belief.  According to a survey conducted several years ago
by the Employee Benefit Research Institute, 65% of plan participants indicated that
they would not vote in favor of acquisition of their employer by a hostile acquirer even
if doing so would result in a 50% return on their investment, and 56% said they would
do so even for a 100% return on their investment.[15]  At a minimum, employee
shareholders are less likely to be vocal antagonists to management positions.
                While heavy accumulations of employer securities in 401(k) plan accounts
may be good for management, Enron’s fall has graphically illustrated that it is not good
for employees.  If we are concerned with ensuring adequate retirement security, it is
necessary to consider regulation in this area.  Given the reasons for such heavy
employee investment in employer securities (which have little to do with a failure to
understand in general terms the value of diversification), I am not confident that simply
requiring more disclosure will be effective.  Therefore, as I have advocated in my
writings, I believe Congress should consider imposing limits on the percentage of a
participant’s account balance that is invested in employer securities.  Since the law
already imposes a limit on the acquisition of employer securities by defined benefit
pension plans and by employer-directed defined contribution plans, such a change
would simply extend that regime to participant-directed 401(k) plans.
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II.  The Unique Enron Wrinkles
                As I suggested in the first portion of my remarks, to a large extent the law
permits creation of a scenario that will result in large participant losses in the event of a
financial catastrophe such as Enron.  There is no limit on how much of a participant’s
account balance can be invested in employer securities.  Employers are permitted to
match in company stock and to prevent their employees from transferring matching
contributions out of that stock for many years. 

None of that, however, excuses Enron for making a bad situation worse.  Let
me briefly address two issues.  The first is what has been referred to as the “lockdown,”
the fact that employees were prevented from moving funds out of the employer stock
fund for a disputed period in late October.  The second is the question of possible
misrepresentations to employees.
                1.  The Lockdown.  Under the version of the facts most favorable to the
company (and these facts are based on news reports and company press releases): In
February 2001 Enron decided to change plan administrators, a change that would
require a period in which plan accounts would be frozen to allow an orderly and
accurate transfer of records to the new administrator.  (This is the period of time
referred to as the lockdown.  It is also sometimes referred to as a “transaction
suspension period” or a “blackout.”)  In September and October 2001, employees
received various e-mails informing them of the dates of the lockdowns.  For a disputed
number of days, occurring roughly from the middle of October to the middle of
November, employees were prevented from moving shares out of the employer stock
fund, and this was a time during which Enron’s stock was steadily declining in value.
                Those who make decisions regarding the administration of pension plans are
fiduciaries subject to statutory standards of prudence and loyalty to plan participants. 
A decision to impose a lockdown for the purpose of propping up the company’s stock
value obviously would breach a duty of loyalty to plan participants.  A lockdown to
facilitate a transfer of plan records to a new administrator is a routine[16] and
permissible action.  Such a suspension of trading is necessary to that the new
recordkeeper can verify the accuracy of accounts.

However, even if the motive for the Enron lockdown in October/November
was to facilitate transfer to a new administrator, one has to question the decision of the
plan fiduciaries to go ahead with the lockdown in light of the circumstances then
prevailing.  That is, by the time the actual lockdown was set to occur, it should have
already been clear to those making plan decisions that the company’s financial situation
was precarious at best.  Therefore, preventing plan participants from being able to
transfer out of the company stock fund at that particular point in time was neither
prudent nor in the best interests of plan participants.  It is hard to imagine any
compelling reason that the change in administrator had to occur when it did.  Some
plan fiduciary, acting in the best interests of plan participants, should have made the
decision that the transfer to the new plan administrator could be delayed.  The failure to
do so should be viewed as a breach of the ERISA fiduciary duties of loyalty and
prudence, thus entitling employees to a remedy under current law.[17]

Let me emphasize that lockdowns per se are not a problem.  They are routine
and necessary to deal with changes in administrators, changes in the plan, such as
changes in frequency of valuations of accounts, and changes in corporate structure,
such as mergers.  Clearly employees should have prior notice of lockdowns and,
equally clearly, a lockdown should not be timed to coincide with foreseeable
downward movement in a company’s stock.  I believe that both of those are required
by ERISA’s general standards of prudence and loyalty.
                2.  Possible Misrepresentations.  A second issue concerns the disclosures that
were made to plan participants during the late summer and early fall of 2001.  Again,
based on public reports in the press, it appears that insiders knew that Enron was in
serious trouble as early as last spring.  However, as late as August, employees were
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receiving e-mails from Enron’s CEO talking about the company’s rosy prospects for
the future.  Additionally, it appears that there were various employee meetings at which
employees were assured of the company’s good future by the CEO and others.

ERISA has nothing to say about what a company CEO tells his employees
about a company’s prospects.  What ERISA does prohibit, as a violation of its fiduciary
standards, is misrepresentations from a plan fiduciary to plan participants.  The
question of when a company official is wearing his “fiduciary” hat or his “employer”
hat is one that frequently gives courts difficulty.  However, in 1996, the Supreme Court,
in Varity v. Howe,[18] provided some guidance on this question as it relates to
statements about the company and its prospects.  The Court held that statements about
a company’s future prospects, if they are made in the context of discussions about the
company’s benefit plans and by persons who employees would perceive to be acting in
the capacity of plan administrator as well as employer, may be viewed as statements
made by a fiduciary.  Depending on the nature of the Enron employee meetings and the
content and purpose of the e-mails and other written materials sent to employees, there
is at least a question whether a fiduciary misrepresentation was made to plan
participants.  If such misrepresentations were made, employees have a claim under
ERISA to restore their losses.  Whether they can find defendants with sufficient assets
or insurance to pay the losses is a different question.[19]
III.  Beware the Rhetoric
                The devastating effects of Enron’s financial collapse to 401(k) plan
participants have obviously prompted many to call for reconsideration of the laws
regulating private pensions.  Those calls for change will be met by warnings of doom
and it is important to look through the broad rhetorical statements that will be made.
                1.  The prediction (threat) that employers will offer less generous benefits. 
From the time ERISA was contemplated, claims have been made that increased
pension regulation will cause employers to stop offering pension plans or to fund them
less generously.  In the context of employer securities, the claim is made that if you
don’t let employers match in company stock, or if you force them to allow employees
to diversify matching contributions that are made in company stock, employers will
stop making matching contributions. 

The claim is unpersuasive.  From a competitive point of view, employers will
fear that not offering matching contributions will make them less attractive compared
to other companies that do offer matching contributions.  Moreover, matching
contributions are used by employers to induce participation in 401(k) plans by their
lower-paid employees.[20]  That participation in important for two reasons.  First,
employers need for their older employees to be able to retire to make room for the
hiring of new employees, and it is therefore in their interest for employees to build up
401(k) account balances.  Second, the Internal Revenue Code requirements for tax
qualification of pension plans include nondiscrimination rules designed to ensure that
plans not discriminate in favor of highly compensated employees.  The rules as they
currently exist (the rules having been vastly simplified by the Small Business Job
Protection Act of 1996) provide a safe harbor for plans that provide a certain level of
employer matching contributions or that provide a minimum nonelective employer
contribution.  Plans that do not meet the safe harbor have to undergo complex testing
that requires extensive record keeping, monitoring and calculations.  Moreover, to pass
that test, it is still important that lower-income employees participate in the plan.  Thus,
important motivations for matching contributions remain even if employers cannot
match in company stock.      
                2.  The claim that employers need to be able to motivate their employees
with stock.  Employers argue that it is important for them to match in stock and
encourage employees to hold significant amounts of stock in their 401(k) plan accounts
to better motivate employees and align their interests with those of shareholders.  This
argument raises the question whether the benefits of broad-based stock ownership
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through a vehicle such as a 401(k) plan outweigh the concerns raised by significant
acquisition of employer securities in 401(k) plans.

There are reasons to question whether broad-based stock ownership through
retirement plans significantly contributes to employee motivation and incentive. Much
of the purported evidence of improved company performance speaks in general terms
about stock ownership and is not linked to plan ownership.  If employee ownership
does positively affect worker productivity, it is more likely to do so when employees
hold stock directly than when the employee has merely a right to receive a value of
shares at a time long in the future.  The latter is much less visible, especially to
employees who rarely look at their plan statements.  In fact, according to one study that
considered data from 1990-1996, the average total shareholder return in companies that
had employer securities in their defined contribution plans did not differ from the
average return of those companies without any employer securities.[21]  The same
study found “some supportive evidence” of a positive relationship between
risk-adjusted stock returns and employee ownership, but it was nonlinear, i.e., the
presence of some stock was helpful, but more stock was not more beneficial.[22]  This
suggests that it is possible to get whatever benefit there is to be obtained from plan
stock ownership without massive accumulations that put retirement security in
jeopardy.  Thus, if employers want to provide incentives to their employees, let them
do so outside of their pension plans, the primary purpose of which is to provide
retirement security.
*   *   *   *   *   *

When ERISA was enacted in 1974, the dominant means of providing pension
benefits was the defined benefit pension plan, which promised participants a stated
annual pension for their lifetimes.  In stark contrast, it is now the case that defined
contribution plans account for over 80% of pension plans and over 60% of plan
participants.[23]  Notwithstanding earlier data that appeared to suggest otherwise, for
many employees, their 401(k) plan is their only meaningful source of employer-
provided retirement income, not merely a supplemental plan providing a tax-deferred
investment for affluent employees.[24]  Thus, ensuring the safety and soundness of
401(k) plans is essential to securing retirement security for American workers.

Congress made the decision a long time ago that adequate retirement security
was an important national objective.  Federal law grants an enormous tax subsidy to
tax-qualified pension plans to promote retirement savings.  Because society bears the
cost of this tax largesse and will bear the cost of massive numbers of individuals
retiring with inadequate plan account balances, the government has an interest in
making sure the system that it has created achieves its objectives.  I support
suggestions for increased disclosure, but I do not believe additional disclosure standing
alone is sufficient.  Congress should seriously consider legislation that would limit the
percentage of a participant’s 401(k) plan account balance that can be invested in
employer securities to conform to the limits currently in place for defined benefit plans
and employer-directed defined contribution plans.
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