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EMPLOYEE STOCK OWNERSHIP AFTER ENRON:
PROCEEDINGS OF THE 2003 ANNUAL MEETING,
ASSOCIATION OF AMERICAN LAW SCHOOLS SECTION ON
EMPLOYEE BENEFITS
Professor Norman P. Stein*: This session is entitled "Employee
Stock Ownership After Enron," and I assume that title has drawn
into this room people who know something about either Enron or
employee stock, or both. For our purposes, the Enron story has as its
focus the Enron 401(k) plan, which was the principal retirement plan
for most Enron employees. Employees could make elective
contributions to the 401(k) plan, which offered nineteen investment
options, one of which was Enron stock. The 401(k) plan also provided
that Enron would match employee contributions up to 3 percent of
compensation.' Enron's match, however, was made in Enron stock.
The plan placed restrictions on the Enron stock: employees could not
sell that stock until the employee attained age 50.
Not surprising for a plan so structured, employees' 401(k)
accounts were heavily weighted toward Enron stock. Indeed, 62
percent of the plan's value was, prior to Enron's fall, invested in
Enron stock. Moreover, some Enron officers encouraged Enron
employees to invest 401(k) assets in Enron stock, even when they
knew that Enron's future was at serious risk because of business
problems and accounting fraud. When Enron did implode, so did the
retirement savings of many of its employees.2
Neither the structure of Enron's 401(k) plan, nor the heavy
concentration of 401(k) dollars in employer stock, is, unfortunately,
unique. Indeed, the 62 percent concentration of Enron 401(k)
participants in employer stock is not among the highest such
concentrations in employer stock among Fortune 500 companies: at
Sherwyn Williams, over 90 percent of the assets of its 401(k) plan is
invested in employer stock; at Proctor & Gamble, almost 95 percent
at Coca Cola, 81 percent; and at McDonalds, whose investors

* Douglas Arant Professor of Law, The University of Alabama School of Law.
1. The plan provided a 50% match for up to 6% compensation.
2. See Ellen E. Schultz, Enron Workers Face Losses on Pensions, Not Just 401(k)s, WALL

ST. J., Dec. 19, 2001, at Cl.
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definitely deserve a break today, 72 percent.3
As a result of Enron, there has been considerable press and
Congressional attention on the perils of excessive employer stock
ownership in retirement plans, how foolish it is to sacrifice investment
diversification at the altar of employer stock, where the employee's
human capital is already heavily invested. Some have proposed
regulatory caps on the amount of employer stock that an employee
can hold in a 401(k) plan and others have proposed that an employer
should be permitted to make matching contributions in employer
stock only in plans where participants do not have the option of
investing their own elective contributions in employer stock. Others
have taken a different view, championing investor freedom and
autonomy and eschewing the idea of regulatory limits in favor of
participant education on the dangers of holding too much employer
stock in a retirement vehicle.!
The subject of employer stock, however, is more complex, and
more interesting, than the idea that diversification is good and
investing retirement assets in employer stock is bad. It involves more
than a debate on whether paternalism (in the form of limits on
employer stock) should trump notions of investor autonomy. It goes
beyond how the Enron 401(k) debacle might have been prevented
with better regulation or more effective investor education. It is our
hope that in today's session we will explore some of the more
interesting issues that have been lurking below the surface of the
public debate taking place in Congress and the media.
Our panelists today are Colleen Medill, who will look at some of
the current proposals for 401(k) reform after Enron through the lens
of behavioral economics; Susan Stabile, who will introduce some
ideas about the relationship between ERISA liability and securities
law; Jeffrey Gordon, who will look, in the context of United Airlines's
ESOP, at how the structures in which employee stock ownership is
facilitated can affect the prospects of the firm and its employees;
Louis Diamond, who will describe the tax treatment of employer
stock in defined contribution plans, which is really quite
extraordinary in our income tax; Damon Silvers, who will speak about
the labor movement and its ambivalent feelings about employer
3. See S. REP. NO. 107-226, at 9 (2002), availableat <http://thomas.loc.gov>.
4. See Norman Stein, Three and Possibly Four Lessons About ERISA That We Should,
But Probably Will Not, Learn from Enron, 76 ST. JOHN'S L. REV. 855, 865 (2002).
5. See, e.g., Sarah Hansard, House Panel Gets Message: Don't Handcuff 401(K)s,
INVESTMENT NEWS, Feb. 25, 2002, at 9.
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stock, and also its views on some of the proposals to control it in
defined contribution plans; and Patricia Dilley, who will comment on
how a nominally unified tax treatment of employer stock for rankand-file employees and executives, in fact, results in two distinct tax
regimes because of the differences in bargaining power and the ability
to control the timing of their compensation.
Our first speaker is Colleen E. Medill. Colleen has written
several significant articles on pension issues, including one that covers
some of the behavioral considerations that shape employee
investment choice in retirement plans. Colleen teaches law at the
University of Tennessee, although she will be moving to the
University of Nebraska a year from now
Colleen E. Medill*: Norm made my talk sound a little more
sophisticated than I thought it was. I call my remarks "Company
Stock, 401(k) Plans and the Old-Fashioned Fiduciary Duty of
Prudence," and I think by the end of my remarks you'll see why I
circle back to this old-fashioned duty of prudence. I have three things
I want to talk about. First is a brief historical perspective on the
404(c) regulations. Next, I'll discuss, the Department of Labor's
enforcement position with respect to company stock, which has begun
to emerge as the Department has filed amicus briefs in the Enron
litigation, and what I think that holds for the future of company stock
and 401(k) plans. Finally, I'll discuss proposed legislation. In
particular, I'm going to focus on the proposals by the Bush
Administration because I think those are the ones that have the most
realistic chance of being enacted in the next couple of years.
So, first, historical perspective. I think everyone knows that the
404(c) regulations were finalized in 1992. They have two main
requirements. First, the participant has to receive investment
information, but it is in the form of a securities prospectus. The
employer is not required to provide any investment education or any
investment advice.! Second, the employer has to provide a broad
range of investment options to the plan participants and these have to
be diversified.' Mutual funds almost always form the core set of
investment options. The employer is allowed to offer company stock

6.
(2001).
*
7.
8.

Colleen E. Medill, Stock Market Volatility and 401(k) Plans, 34 U. MICH. J.L. REF. 469
Professor of Law, University of Tennessee College of Law.
29 C.F.R. § 2550.404c-1(c)(4)(2002).
Id. § 2550.404c-1(b)(1)(ii).
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as an investment option, subject to certain safeguards against undue
influence by the employer.9 For reasons I'll discuss in a minute, no
one paid much attention to this fiduciary responsibility of the
employer, but selecting investment options is subject to the good oldfashioned duty of prudence as well as the duty of loyalty.
We had those regulations in 1992. What happened next? As
everyone knows, 401(k) plans became extremely popular among
employers and employees for many well-documented reasons. The
other thing that happened was that the stock market just went up, and
up, and up, and up. In general, so did company stock when it was
offered as an investment option. There were a few notable
exceptions, like Color Tile and Carter-Holly, but for the most part no
one really paid too much attention to the prudence of the employer's
investment option selections because there was no reason to care.
Every quarter you opened your benefit statement and in the bottom
right hand corner box the number was bigger than it was the last
quarter. Everyone was happy. Employers who had 401(k) plans and
offered company stock as an investment option never really had to
think about the prudence of this decision.
There's one more little factoid I should mention. To include
company stock in a plan it has to be publicly traded. The latest
statistics I've seen on this are from Olivia Mitchell at the Pension
Research Council. Despite what you might think from what you hear
in the media, only 13 percent of 401(k) plans offer company stock as
an investment option or a matching contribution, but because these
are the largest employers in America, these plans potentially affect
twenty-three million plan participants.'o So we're talking about a very
small segment of employers, but a large number of workers.
That's 1992 through 1999. Now, let's fast forward to 2002. What
do we have now? We just had our third consecutive year of a losing
stock market. No one wants to open their 401(k) plan statement any
more. Post-Enron, both Congress and the Department of Labor are
keenly interested, all of a sudden, in this problem of company stock
and 401(k) plans.
This leads me to the Department of Labor's emerging
enforcement positions with respect to company stock. Most of the
media attention to date has focused on the legislative proposals,
9. Id. § 2550.404c-1 d)(2)(ii)(E)(4).
10. See Olivia S. Mitchell & Stephen P. Utkus, The Role of Company Stock in Defined
Contribution Plans 10 (Pension Research Council, Working Paper No. 4, 2002).
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which I'll get to in just a minute. But let's look first at the positions of
the Department of Labor in amicus briefs - there was one filed in
August in the Enron litigation, and there have been some others filed
against the directed trustee for the Enron plan. Suddenly, the
Department of Labor has resurrected the preamble comments to the
1992 404(c) regulations, and pointed out there's a good old-fashioned
duty of prudence when you pick these investment options. Duty of
loyalty issues also obviously arise when you include company stock.
But, I've told Susan I'm going to try and stay away from duty of
loyalty because that's part of her topic.
The really interesting thing to me is that the Department of
Labor now is going to great lengths to publicize this enforcement
position. For example, in the December issue of the Profit Sharing/
401(k) Council of America newsletter, Anne Combs, the Assistant
Secretary of the Department of Labor, published a recent speech to
this trade group in which she calls attention to these amicus briefs
and, in particular, reprints several points that the Department of
Labor wants to emphasize." I'll briefly read these points and then
we'll talk about their significance.
"Fiduciaries have an obligation to insure that investments of
employer stock in a 401(k) plan are prudent, notwithstanding plan
provisions that contemplate or favor such investments in employer
stock."12 Note that it's not just employers the Department now is
looking at. "A non-fiduciary service provider may be liable for
equitable relief if it knowingly participated in the fiduciary breaches
of others."" And finally, "Directed trustees can not follow directions
that they know or should know are imprudent or violate ERISA."l 4
The significance of this is fairly evident. The Department of
Labor is going to go after not just employers on these issues, but also
some very deep pockets: the plan service providers and the directed
trustees. I think this renewed enforcement emphasis on the good oldfashioned duty of prudence is very significant, because it is prudence
that really comes into play when the employer is making the initial
decision whether to put company stock in the plan and, as the famous
saying goes, "a pure heart accompanied by an empty head does not

11. Ann L. Combs, PWBA Aims to Increase Participationin Profit-SharingPlans, PROFIT
SHARING, Nov-Dec. 2002, at 9-15.
12. Id. at 15.
13. Id.
14. Id.
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satisfy the duty of prudence."
What should be going on in the heads of employers? Certainly,
the good old-fashioned duty of prudence doesn't allow for twentytwenty hindsight, but it does say you have to take into account the
state of the art. This is where empirical research becomes significant.
In 2002, what do we know happens when you put company stock
in a 401(k) plan? When company stock is put in a 401(k) plan, we
know from the Employee Benefits Research Institute study, and
some other smaller studies, that participants just flock to it. They
flock to it rather then investing in diversified mutual funds." We
know that many participants use a naive diversification strategy. If
they have eighteen investment options, they put one-eighteenth of
their account in each one.16 We also know that investment education
is really not effective. Participants say they're going to act, but they
don't. They're just really good procrastinators."
We also know a great deal about why participants invest as they
do. First, participants greatly minimize the investment risk of
company stock. Rather than breeding contempt, in the 401(k) plan
setting familiarity breeds an under-estimation of investment risk.
Participants perceive when an employer matches in company stock,
the employer is endorsing company stock as a good investment
option.19 They try to simplify complex decisions, so if you offer
nineteen investment options and include company stock, participants
will simplify their investment decision by investing in what they know
best - company stock.20 Finally, research studies indicate that there is
a strong bias in favor of maintaining the status quo. 1 This suggests
2

15. See Sarah Holden & Jack VanDerhei, 401(k) Plan Asset Allocation, Account Balances,
and Loan Activity in 2000, at 4, (EBRI Issue Brief No. 239, Nov. 2001) availableat <http://www.
ebri.org/pdfs/1102ib.pdf> (last visited June, 30, 2003).
16. See Shlomo Benartzi & Richard H. Thaler, Naive Diversification Strategies in Defined
Contribution Savings Plans, 91 AM. ECON. REV. 79 (2001).

17. See James J. Choi et al., Defined Contribution Pensions: Plan Rules, Participant
Decisions, and the Path of Least Resistance (Nat'1 Bur. Econ. Research Working Paper 8655,
2001).
18.

See Gus Huberman, FamiliarityBreeds Investment, 14 REV. FIN. STUD. 659 (2001).

19. See Nellie Liang & Scott Weisbenner, Investor Behavior and the Purchase of Company
Stock in 401(k) Plans-The Importance of Plan Design, (Nat'1 Bur. Econ. Research Working
Paper 9131, 2002); see also Shlomo Benartzi, Excessive Extrapolation and the Allocation of
401(k) Accounts to Company Stock, 56 J. FIN. 1747 (2001).
20. See Benartzi & Thaler, supra note 16.
21. See Brigitte C. Madrian & Dennis F. Shea, The Power of Suggestion: Inertia in 401(k)
Participationand Savings Behavior, 116 Q. J. ECON. 1149 (2001); James J. Choi et al., For Better
or for Worse: Default Effects and 401(k) Savings Behavior (Nat'1 Bur. Econ. Research Working
Paper 8651, 2001).
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that once participants invest in company stock, they will tend to
remain invested in company stock.
So, given everything that we know now, what should factor into
the duty of prudence when an employer has to decide what
investments options to offer in a plan? If I were legal counsel offering
advice, before I would advise that including company stock as an investment option was okay, I would first check my malpractice policy
coverage and its limits. I think this is where we're really going to see
a change in the professional legal culture.
This cultural change probably won't come from legislation, but
I'll briefly mention pending legislative proposals. The Bush Administration is on record as being absolutely opposed to a 10 percent limit
on investments in company stock.2 2 The proposal that seems to be
attracting the most attention is that if you make matching
contributions in the form of company stock workers must be allowed
to sell the stock after three years and diversify into other
investments. 23 Now, given all this empirical research about behavior,
there are two obvious problems with this proposal. The first problem
is participant investment. Why three years? Who does that favor?
It's probably not in the best interest of the participants, and it
obviously favors the employer.
The second concern is establishing a default rule so that if you
take no action you'll stay in company stock. This default rule makes
no sense because we know that most participants will be passive and
will not diversify out of company stock. Why not change the default
rules instead so that you're automatically diversified out of company
stock and into other investments after three years?
Finally, there's a pending legislative proposal to change the
prohibited transaction rules so that employers can more readily offer
investment advice to plan participants.24 I don't think anyone in the
administration has really thought carefully about the unintended
potential consequence of this proposal. Suppose you are an
investment advisor and you have a client who wants to put company
stock as an investment option in the plan. You're going to be liable
for your investment advice. If you advise a participant to invest in

22. See Kathy Chen, Questioning the Books: GOP Lawmakers Contest Bush's Ideas for
Pension Plans, WALL ST. J., Feb. 27, 2002, at A8.
23. See Tom Hamburger, White House to Implement Rules To Help Protect 401(k)
Investors, WALL ST. J., Oct. 21, 2002, at A4.
24. Id.
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company stock at all, what would be the prudent number you'd
probably center on? It's probably going to be, at most, 10 percent,
just like the rule for defined benefit plans. So, the most interesting
thing to me is, though we probably will not see a mandatory 10
percent limit, we may end up with a de facto 10 percent limit to the
extent that workers receive investment advice in these plans.
Norman P. Stein: Our next speaker is Susan Stabile, who teaches
law at St. John's University, where she was recently the academic
dean. Susan has written extensively in the area of retirement,
including last year an important reflection on the investment behavior
of defined contribution plan participants.26 Susan is also an author of
the forthcoming ERISA Litigation Guide from BNA publishers,
which is the successor to the classic Stephen Bruce treatise. Susan
practiced law at Cleary, Gottlieb prior to her move to St. John's.
Susan will speak with us about the relationship between ERISA and
securities liability for misrepresentations about employer stock.
Susan J. Stabile*: As Norm mentioned at the outset, 401(k) plans
are very heavily invested in company stock and he gave you a lot of
statistics and examples of that. In others of my writings I've explored
some of the reasons for that heavy investment,2 7 and Colleen alluded
to some of those in her talk as well.
During the stock market boom that lasted throughout much of
the '90s very few people questioned the wisdom of such heavy
accumulations of 401(k) plans in company stock. Employers delighted
in the investments, viewing employee holdings of stock as a way to
ensure employee motivation, productivity and loyalty, and employees
felt that the investment gave them a chance to share in the prosperity
of the company.
The burst of the stock market bubble has changed the story line
and over the past several years many plan participants, not just those
in Enron, have seen their 401(k) account balances fall dramatically as
their employers have suffered financial downturns. In situations
where those financial downturns have been accompanied by reports
of corporate wrongdoing, participants have understandably felt
25. See 29 U.S.C. § 1107(a)(2) (2000).
26. Susan J. Stabile, The Behavior of Defined Contribution Plan Participants,71 N.Y.U.L.
REV. 71 (2002).
* Professor of Law, St. John's University School of Law.
27. Susan J. Stabile, Freedom to Choose Unwisely: Congress' Misguided Decision to Leave
401(k) Plan Participantsto Their Own Devices, 11 CORNELL J. L. & PUB. POL'Y 361, 378-86
(2002).
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particularly aggrieved. I say understandably because, as I've explored
elsewhere, my own view is everything about how we pay executives
encourages the kind of wrongdoing that results in collapses such as
occurred with Enron and when the inevitable fallout of that
wrongdoing occurs it is the rank and file employees who are
disproportionately harmed.28
As a result of these 401(k) plan losses, there have been a number
of class action law suits filed against employers and other plan
fiduciaries alleging violations of ERISA's fiduciary duties. Although
there are numerous violations that are alleged in these lawsuits, the
ones I find particularly interesting are those that are based on
misrepresentations and non-disclosures. Although the allegations are
couched in various ways, the claim essentially is either (or both) that
participants invested in company stock based on misrepresentations
by the company that the stock was a good investment, or that the
participants failed to sell stock either because of a misrepresentation
that the stock remained a good investment or because of a failure on
the part of the fiduciary to disclose a problem with the company's
finances or future prospects.
The misrepresentation claims are fairly varied. They include
claims relating to a company's dissemination of false and misleading
financial reports, assurances that employee concerns over a
company's economic practices and the company's financial condition
were baseless, assurances that the company's financial condition was
strong and that the value of the company stock was likely to increase,
and encouragements to invest and continue to invest in stock.
The non-disclosure obligations are based on the premise that the
presence of an employer security stock fund as a planned investment
option creates an affirmative disclosure obligation regarding the
financial condition of the company. For example, in a class action
claim that was filed against WorldCom by the company's 401(k) plan
participants, the complaint alleges that the defendants failed to
provide participants with adequate information about the company's
true financial condition despite offering stock as an investment option
in the plan, and that the company had an affirmative obligation to
disclose the company's ongoing financial situation, particularly it's

28. Susan J. Stabile, Enron, Global Crossing and Beyond: Implicationsfor Workers, 76 ST.
JOHN'S L. REV. 815 (2002); Susan J. Stabile, Motivating Executives: Does Performance-Based

Compensation Positively Affect Managerial Performance?, 2 U. PA. J. LAB. & EMP. L. 227
(1999).
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deteriorating financial condition.2 9 Similarly, in a class action suit filed
against Enron by 401(k) plan participants, plaintiffs allege that the
company's fiduciary duties under ERISA were violated not only by
the failure of the officers of the company to disclose the company's
financial condition but by the failure of executives to disclose sales of
their own personal stock holdings.3 0
I think these lawsuits are interesting and important because they
now include allegations that, at least to some extent, arguably can be
made against most employers who sponsor 401(k) plans that have
company stock options. There's always some degree of encouragement of employees to invest in company stock in their capacity as
participants or their capacity as employees. The only question, it
seems to me, is how subtle or how explicit that might be, and it's clear
that employers are not running out to inform employees as soon as
they recognize some problems with the company.
The other thing that I find interesting about this is that the
allegations in these pending lawsuits sound very much like things that
would be alleged as federal securities law violations, but for the fact
that plaintiffs are participants in plans that are covered by ERISA.
Many of the plaintiffs who have brought these class actions alleging
ERISA violations have also brought securities law claims against
their company employers, and that raises the question whether
ERISA is the appropriate vehicle for addressing such causes of
action. We have, whether one likes the current state of the law or not,
a fairly well developed body of securities fraud law. Although ERISA
preempts state laws relating to employee benefit plans it explicitly
exempts federal law from its preemptive reach.31
Thus, one has to at least think about whether the fact that
shareholders who have allegedly been defrauded by the
misrepresentations and non-disclosures happen to be plan
participants should change the nature of their claims from securities
law claims to ERISA claims. And, it seems to me, in thinking about
that question one needs to go through several steps. The first step is
whether, purely as a matter of ERISA law, we think there is or could
be a cause of action for the types of behavior that's alleged in these
29. See In re Worldcom, Inc., Securities Master File Litigation, 234 F. Supp. 2d 301, 301-05
(S.D.N.Y. 2002) (discussing complaints arising out of the Worldcom collapse).
30. See First Consolidated and Amended Complaint, Title v. Enron Corp., No. H 02-3913
(S.D. Tex. Apr. 8, 2002), available at <http://www.enronsuit.com/docs/courtdoc-enrol-consolcomplaint.pdf> (last visited Mar. 31, 2003).
31. 29 U.S.C. §§ 144(a), (d) (2000).
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lawsuits, does the ERISA case law allow for a claim of breach of
fiduciary duty based on misrepresentations and non-disclosures
concerning the value of company stock. Assuming one decides that
recognizing such a cause of action would not be inconsistent with the
current state of the law then, in thinking about whether these ERISA
causes of action should be recognized, one has to think not just about
ERISA but also the federal securities laws and about what relevance
we think the securities laws should or should not have in determining
the existence of an ERISA cause of action. And it seems to me there
are two possibilities. First, if the fiduciary behavior complained of in
these lawsuits does not in fact violate federal securities law should the
participants have an ERISA claim anyway or does that frustrate
either ERISA's policy in favor of protecting employers' legitimate
interests or the securities law policy and, second, if the fiduciary
behavior complained of does in fact constitute a violation of the
securities laws should there be an ERISA claim in addition to that.
Given time constraints I can't discuss any of those issues
adequately, but let me say a little bit about the first and, hopefully,
the second issue as well. I should say my thoughts on these issues are
very much a work in progress, so I'd be grateful for anybody's
thoughts on these now or at any time. With respect to ERISA claims
based on misrepresentation, the Supreme Court told us the easy stuff.
Lying is inconsistent with the duty of loyalty. We know that a
material misrepresentation by a fiduciary to a plan participant
constitutes a breach.3 2 Of course, only misrepresentations that are
made by a fiduciary acting in a fiduciary capacity can give rise to a
violation of ERISA,33 and that complicates matters in these lawsuits
because persons may be fiduciaries for some purposes and not for
others. So the question, when we're dealing with a misrepresentation
case, is always were the statements made by someone who was acting
in a fiduciary capacity.
In these cases, based on the Supreme Court's analysis in Varity
Corp. v. Howe,34 plaintiffs can make arguments. It's not clear to me
how successful they can be in such a claim of breach of fiduciary duty,
concerning statements made in company quarterly and annual reports
filed with the SEC or made in press releases. Statements made in

32. See Varity Corp. v. Howe, 516 U.S. 489 (1996).
33. See, e.g., Schmidt v. Sheet Metal Workers Nat'1 Pension Fund, 128 F.3d 541, 547 (7th
Cir. 1997). Klosterman v. Western Gen. Mgmt., Inc., 32 F.3d 1119, 1127 (7th Cir. 1994).
34. 516 U.S. 489 (1996).
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conversations with securities analysts and institutional investors are
clearly ordinary course communications that cannot arguably be
communications made to participants in a fiduciary capacity. Those
are easy cases. They may or may not give rise to securities law
violations, but they're not going to give rise to a fiduciary claim under
ERISA.
At the other end of the spectrum, to the extent misstatements are
made in the context of recommendations to plan participants that
they invest in their 401(k), specifically in the context of recommendations as to how to invest in the 401(k) plan, you have an easier
case. Most of the allegations don't fit so cleanly in that category and I
think the much more difficult questions arise with respect to
misleading statements about the company's financial situations that
were made, in Enron's case, in all-employee meetings, in internal
company-wide publication, or in e-mails to groups of employees. The
plaintiff in Enron, for example, alleged that on various occasions
Enron officers, some of whom were plan administrators, some of
whom were not, made representations to the employees about future
prospects of the stock value clearly in a capacity designed to
encourage people to invest in stock.
These are very, very different from the kinds of direct
relationship between company prospects and plan benefits that
existed in Varity where the Supreme Court did find a
misrepresentation claim. It seems to me participants can make some
arguments. These are statements made to participants heavily
invested in company stock whose continued investment in the stock
helps prop up the value of the company and they also are statements
regarding the principal determinant of plan value, statements
corporate officers must have known would have an impact on
participant behavior. But, I think the plaintiffs have a long way to go
in these suits.
The non-disclosure claims are, I think, equally difficult. Because
ERISA contains specific disclosure requirements, courts are reluctant
to impose affirmative disclosure obligations beyond those required by
statutes. Still, there have been limited circumstances where the courts
have been willing to recognize affirmative obligations where
fiduciaries know that silence would be harmful to participants," and
there are virtually no cases that have squarely faced the question
35. See Nydes v. Equitable Res., 33 Fed. Appx. 598, 599 (3d Cir. 2002); Harte v. Bethlehem
Steel Corp., 214 F.3d 446, 452 (3d Cir. 2000).
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whether a company has an affirmative obligation to make the kinds of
disclosures about company finances that are at stake here.
One can make arguments for an affirmative disclosure
obligation. First, the reluctance of courts to impose an affirmative
disclosure obligation on employers in many cases stems from an
unwillingness to place on fiduciaries an enormous burden of
proffering individualized investment advice and that's not what we're
talking about here. Here we're talking about employees all of whom
are heavily invested in company stock where clearly, for all of these
employees, this is a problem. Second, and I think related to that, the
facts at least in the Enron case suggest that fiduciaries in Enron were
on notice as to the participants' concerns and that does help courts
impose affirmative obligations. Testimony given during congressional
hearings held in the early part of last year suggests that Enron
employees raised questions on numerous occasions about media
disclosures that suggested potential financial problems with the
company and were repeatedly told, through e-mail or other
communications, that the company was doing fine and they had
nothing to worry about. And finally, what is really being asked here
is disclosure of information regarding the security of the primary
determinant of plan value in the case of a 401(k) plan that's heavily
invested in company stock. One ought to be able to make a claim for
an affirmative obligation to disclose in these circumstances.
All of what I have said suggests that current case law could
support claims of an ERISA violation here and I don't by that
statement mean to make any prediction on how the courts actually
will rule in these cases. But, as I suggested at the outset, I don't think
one can finally answer the question as to whether the court should
rule that way without thinking about the securities laws
considerations. I'm not prepared to express a judgment as to whether
plaintiffs will or will not prevail in those securities laws claims. That
doesn't really matter for these purposes because, in either case, it
seems to me the question as to the ERISA cause of action comes up
so let me just throw out a couple of ideas here. First, what if plaintiffs
cannot prevail on the securities law claims? What should that do to
the question of an ERISA cause of action? One way to begin that
inquiry into whether ERISA should recognize the cause of action
where federal securities laws would not, is to ask whether employers
should have a greater disclosure obligation to plan participants than
they do to other shareholders. Theoretically, I don't think that's a
difficult thing to justify. One can justify a different obligation based
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on ERISA's fundamental concern with protection of plan participants
as reflected in a heightened fiduciary duty. It's clear that ERISA
fiduciaries owe a higher standard of duty toward plan participants
than corporate officers or directors owe to shareholders or to
employees, and so given the nature of the difference in the fiduciary
duty you can justify a different concern. Having said that though, we
also have a countervailing concern of equal treatment for
shareholders.
Even if one could theoretically justify a different level of
obligation to the two groups of shareholders, there still is the question
as to what extent allowing an ERISA claim to succeed would
frustrate the policy of federal securities laws. It may be the answer to
that question is different depending on whether the claim is, first,
"We purchased stock because you said x" or, second, "We didn't sell
because you said y," and I say that based on analogy to the Securities
Litigation Uniform Standards Act, which arguably would preempt the
first of these claims, but not the second. If that's the case it seems to
me that allowing an ERISA cause of action claiming we didn't sell
because of these misrepresentations arguably would not frustrate
securities law based on the same reason that we don't preempt under
the Uniform Act.
There is also a practical issue in that disclosure to plan
participants without disclosure to other shareholders doesn't seem to
give a whole lot of practical value to participants. If a company
fiduciary discloses non-public information to plan participants and
only to plan participants then the participants can't trade on that
information without incurring insider trader liability, and so it seems
to me somewhat strange, indeed kind of pointless, to say ERISA
imposes on fiduciaries an affirmative obligation to disclose to plan
participants information on which they can't act. That would mean
participants would be entitled to the information but they couldn't do
anything with that information to protect themselves without
suffering a loss. I think that's unlikely to occur because, as a practical
matter, it may be that if we mandate participant disclosure that
regulation FD, might have the effect of forcing disclosure to all other
shareholders, because the exclusion in regulation FD for selective
disclosure to company employees is meant to allow disclosure that's
not intended to allow people to trade on the basis of those disclosures
and here these plan participants are asking for disclosures not that are
incident to their being employees, but precisely that are incident to
their shareholding. That seems to me to have the strange effect of
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saying if regulation FD would apply to these disclosures the effect of
the operation of ERISA's fiduciary standards here would potentially
be to force public disclosure to all shareholders even though the
securities laws wouldn't otherwise require that disclosure. That's a
strange result, to allow ERISA by a back door to effectively impose a
new standard for when securities law disclosures have to be made.
Norman P. Stein: Our next speaker is Jeff Gordon, who is the
Alfred W. Bressler Professor at Columbia University. Jeff is also the
Co-Director of the Center for Law and Economic Studies at
Columbia. He has written widely on corporate governance issues,
including a strikingly original and influential article on pensions and
the new economic order.3 6 Like Susan, Jeff was an attorney at Cleary,
Gottlieb. He was also an attorney at the United States Department
of Treasury. Jeff is going to talk to us about the failure of United
Airlines and how the structure of United's ESOP might have
contributed to that failure.
Jeffrey N. Gordon*: Thank you. Two episodes of employee stock
ownership have been much in the news. The first of course is Enron's,
in which employees who had invested their 401(k) retirement plans
disproportionately in Enron stock suffered serious losses. But
Enron's collapse was shortly followed by the bankruptcy of United
Airlines, in which employees who owned 55 percent of United's
equity through an ESOP suffered an even greater loss. Since I've
written about the United employee buyout , I want to reflect on what
the apparent failure of the employee ownership experiment at United
says about the future of employee ownership of the large public firm.
The question posed by the United bankruptcy is clear, but the
answer is not. On the one hand, it seems wrong-headed to reject the
potential value of employee ownership because of the failure of a
single experiment, much as it would be wrong-headed to reject the
large publicly held firm because of the failures of Enron, Worldcom
and Adelphia. We shouldn't be distracted by the different sample
sizes in the different cases, yes? There are many publicly held firms
of the traditional sort, but there is only one large public firm, United,
36. Jeffrey N. Gordon, Employees, Pensions and the New Economic Order, 97 COLUM. L.
REV. 1519 (1997).
* Alfred W. Bressler Professor of Law, Columbia University School of Law.
37. Jeffrey N. Gordon, Employee Stock Ownership in Economic Transitions: The Case of
United Air Lines, 10 J. APPLIED CORP. FIN. 59 (1998); Jeffrey N. Gordon, Employee Stock
Ownership in Economic Transitions: The Case of United Airlines, in CORPORATE GOVERNANCE: THE STATE OF THE ART AND EMERGING RESEARCH (Klaus Hopt et al., eds 1998).

228

EMPLOYEE RIGHTS AND EMPLOYMENT POLICY JOURNAL

[Vol.7:213

of the employee owned sort, and so one shouldn't draw too rapid a
conclusion. Yet the very problem with employee ownership, in a
practical sense, may be that so long as the experiments are few in
number, the flaws and potential pathologies that would surface in
any new organizational form will not be worked out so as to make
employee ownership a viable competitor to the traditional public
corporation. In this regard I want to focus on some of the failures of
institutional design at United that were never remedied and, indeed,
that render the ESOP a poor choice as the principle employee
ownership vehicle for the large public firm. Those who care about
employee ownership need to think about institutional redesign rather
than try to excuse the failures of this particular experiment.
Part of the case for employee ownership of stock, whether
through a 401(k) plan or through an ESOP, is the supposed alignment
of the interests of employees with those of the shareholders. This
means that measures that increase the profitability of the firm,
whether through increased revenues, cost reduction or other
productivity enhancements, which bring benefits for the employee
shareholders as well as the public shareholders, will be actively
pursued by all concerned. So, it gives employees incentives to pursue
profit-increasing measures and it shares the fruits of those successes
with the employees.
There are distinct arguments on behalf of employee participation
in governance that are not necessarily the same as the arguments for
employee participation in ownership. For example, governance rights
might lead to greater efficiency, perhaps through more information
flow to the board of directors about managerial performance or about
operational matters; governance rights might also promote enhanced
employee morale, which itself has efficiency implications. (Of course,
there is also an important set of social and political arguments
separate from efficiency concerns that I don't need to rehearse here.)
Some have believed that coupling governance with ownership would
be particularly important and useful because of the relationship
between governance decisions and employee welfare as measured in
stock prices. On the upside, stock ownership connects good
governance decisions to employee payoffs. On the downside, the
disconnection of governance from stock-based claims creates the risk
that cash flows will be diverted in favor of governance-claimants as
opposed to equity-claimants, which will make outside capital hard to
generate. That is, in the same way that we are concerned about the
disaggregation of cash flow claims from governance claims in the
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public firm more generally, whether it's dual class common stock or
pyramidal structures found in many European firms, those same
concerns counsel us to be wary about the separation of employee
governance rights from the cash flow claims arising from stock
ownership.
The UAL experiment in employee ownership was launched by
an employee buyout of 55 percent of the United equity in 1994,
financed by publicly issued debt and by employee concessions." It
ended in a bad way with the bankruptcy of UAL, amidst what appear
to be a flurry of seemingly perverse actions by unions whose board
representation should have given them a uniquely detailed, highly
credible picture of the firm's financial distress. That is, what is
particularly troubling is that the employees who were pursuing some
of the strategies I'm about to describe were well-positioned to
appreciate the consequences for the financial health of the firm. The
employees were not dependent on management's representations and
its potentially negative puffery. Instead, they were represented on the
board itself and in this way had access to reliable information. The
union directors were presumably educated by their board service as
to the overall industry situation and United's relative position. Yes,
the whole airline industry was hit hard by the recession and the post9/11 fallout. Still, United had an enviable worthwhile route structure
and was highly profitable throughout the later '90s. By contrast, US
Airways, which preceded it into Chapter 11, was only marginally
profitable even in boom times and was perennially hampered by a
limited route structure.
Here is one event that I think captures some of the perversity:
the pre-bankruptcy contract negotiations with the union, the IAM,
that was (until recently) the bargaining agent for the company's
mechanics, who, collectively, owned 15-20 percent of United's stock.
The relevant contract with the mechanics became amendable in 2000,
meaning, in the parlance of the Railway Labor Act, that the contract
became open for renegotiation. This was the first such negotiation
with the mechanics since the buyout and came after a six year period
over which concessions accrued to finance the buy out. The parties
were unable to come to an agreement. They were unable to come to
an agreement even post-9/11. The company accepted binding
arbitration at that point, the union refused, and eventually President
Bush empanelled a presidential emergency board which came up with
38.

See UAL CORP., 1996 ANNUAL REPORT 21 (1996).
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certain proposed improvements to the company's initial offer." The
union authorized a strike in February 2002. Finally the parties agreed
to terms, which provided for substantial wage increases, and
improvements on what the presidential emergency board had
suggested, all in the face of significant loss in air passenger traffic over
the entire 2001 period and, of course, the drastic fall-off after 9/11.
The union leadership that pursued this remarkable set of terms also
sat on the board and knew full well the company's capacity (or lack of
it) to shoulder the economic burdens.
In one sense, these events are understandable in light of the
company's immediate history. The pilots also worked under an
agreement that was amendable in 2000. They settled on their
agreement sooner, receiving wage increases that made the contract
the industry leader. 4 0 So, one might argue, why should United's

machinists get anything less? If we're going to have to negotiate
concessions, why not start from a higher base rather than a lower
base? Nevertheless, the upshot was to increase the airline's cost per
available seat mile from 9.4 cents per seat mile in 2000 to
approximately 12 cents at the end of 2001,41 which is to say more than
a 25 percent increase over a very short period of time. These
increased operating costs came at a time of rapidly declining
revenues. When the then-CEO, a long UAL veteran, said that the
company was headed for bankruptcy there was such an uproar on the
part of the union directors, representing, after all, 55 percent of the
equity, that he was forced out and was replaced by the present CEO,
Mr. Tilton. 42
Even now the bankruptcy, although an embarrassment, does not
necessarily mean the end of employee ownership at United. First,
there could well be a concession for equity swap. As part of the
recent US Airways reorganization, for example, such a swap resulted
in the employees' receiving approximately 30 percent of the airline's

39. See Report to the President by Emergency Board 236, Nat'1 Mediation Bd. Case No. A13109 (Jan. 19, 2002), available at <http://www.nmb.gov/mediation/peb236report.pdf> (last
visited June 1, 2003).
40. See Laurence Zuckerman, United is Expected to Ask Its Employees for Cuts in Wages,
N.Y. TIMES, Nov. 30, 3001, at Cl.
41. See UAL CORP. 10K REPORT, Item 6, Selected Financial Data and Operating Statistics

(Mar. 8, 2002). "Available seat miles" is the number of seats per plane times the distance
flown.
42. See Edward Wong, United Air's Unions Offer Plan to Save Billion a Year, N.Y. TIMES,
Sept. 26, 2002, at 2C.
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equity on a full-diluted basis.43 And indeed, since the United ESOP
stock is a special class of convertible preferred stock, not simply
common, the employees' equity position could be treated differently
from the public shareholders. This could be seen as keeping the faith
with the original employee owners and could be in addition to stock
received in a concessions for equity swap.
But before plunging ahead with another experiment in employee
ownership, it might be well to assess the structure of the original
employee buyout as providing lessons about pitfalls to be avoided.
My view is that there were two major flaws in the structuring of the
original buyout, foreseeable at the time, whose effects were made
manifest by the recent financial distress. The first was the mismatch of
cash flow rights and governance rights and the second was the poor
incentive alignment properties of stock contributed to employee stock
ownership plan. As to the first, the mismatch of cash flow and
governance rights the employees received both convertible preferred
stock that went into individual employee accounts in the ESOP
(convertible upon retirement or discharge into common stock) and a
special class of voting preferred stock carrying the right to elect
directors." The voting right stock did not go to the employees or to
the ESOP; it went to the union leadership.4 5 Thus the buyout was
structured so that the cash flow rights accrued to the ESOP and
ultimately to individual employees, but the governance rights accrued
to the union leadership.
Where the union membership consists solely of stockholders, and
these stockholders vote for the union leaders, the separation of cash
flow rights and governance rights seems formal rather than
substantive. The employees need board representatives and selecting
them through union elections seems justifiable if not inevitable. After
all, the unions (and the leadership) are the bargaining agent for the
employees on all aspects of the employment relationship. The
problem arises when, as occurred here, an original group of
employees participate in the buyout but subsequent employees do
not, at a time of rapid growth. The United employee buy-in occurred
during the 1994-1997 period, paid for with concessions that accrued
43. See Press Release, US Airways, US Airways Completes Restructuring; Secures $1.24
Billion in New Financing and Investments as it Emerges from Chapter 11 (Mar. 31, 2003),
Exhibit 99.2 to US Airways 8K Report (filed Apr. 3, 2003), available at <http://www.sec.gov/
Archives/edgar/data/714560/000070134503000016/exhibit992.htm> (last visited Sept. 22, 2003).
44. UAL CORP. 10K REPORT, supra note 41, CorporateGovernance and the ESOPs.
45. Id.
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over that period. Employees hired in 1997, say, held much less stock
than those on the payroll as of 1994. Employees hired after 1997 held
no stock at all. In light of the front-loaded buy-in, the retirements
over the period, and the relatively rapid growth of the airline in the
late 1990s, a significant portion of the union membership would not
have been "stockholders," by 2001. A back-of-the-envelope calculation indicates that by year-end 2001, more than one third of the
pilots and more than one half of the mechanics were not stockholders.
In any event, the individual mechanic stakes were never very large.
The result is that the union leaders had to appeal for the votes of a
substantial fraction of the membership who were not shareholders.
In general employee ownership must address the temptation to
use governance rights to extract more cash flow rights through the
contracting process. As stock ownership penetration decreases in the
union membership, this becomes a much harder problem to manage.
It may be that potential stock appreciation will justify wage demand
restraint among employee owners, but that move will not work for
employees who are not stockholders. Thus, this particular mismatch
between the cash flow rights and the governance rights seems to me
to have been a particularly serious problem for the United employee
buyout.
The second point is the problem of ESOP incentive incompatibility. Even if an employee owns appreciating ESOP stock, the stock
appreciation is locked up; it's not available for consumption until the
employee retires or quits. So even at the time that United's stock was
doing extremely well, it's easy to imagine the frustration of employees
unable to realize the fruits of their stock ownership. In theory there is
a substitution among various forms of savings so that an increase in
an ESOP account will be offset by reduced savings in other respects
making present consumption greater, but the general empirical
evidence on savings and consumption patterns conflicts with this
theory. Thus the employees were unable in to realize any immediate
tangible benefits of their stock ownership. Indeed, expecting ESOP
stock to deliver significant economic incentives for line employees
seems to contradict the "incenting" pattern for high level managerial
employees, who receive stock options that vest over an exercise
period of two to ten years and various other sorts of stock-based
compensation and bonus payments that deliver near-term economic
payoffs. There is a perverse twist to the comparative patterns. Given
their greater wealth and the declining marginal utility of money, high
ranking managerial employees should be more favorably disposed to
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long term incentives, yet it's line employees who are given stock that
cannot be cashed out until retirement. Whatever its virtues in
assuring that employees cannot readily divest themselves of their
ownership position, ESOP stock does not make for an incentive
compatible contract. It does not solve the problem that if employees
do not derive near-term economic benefit from equity ownership,
they are likely to employ their governance rights in ultimately selfdefeating ways. This manifested itself throughout the history of
United's employee ownership.
What are the conclusions? First, that institutions matter. Those
who favor employee ownership need to get beyond the ESOP form,
to employ their goverance rights in ultimately self-defeating ways
which won't work. The ESOP's tax advantages are a dangerous
illusion, because if you save money in the front end at the cost of
creating a non-viable firm, you haven't accomplished a lot. The
creative energy ought to be directed toward devising a structure that
provides a durable form of employee ownership, which the ESOP
does, but nevertheless can deliver immediate value to employees that
recognizes gains in the stock price that are in part attributable to their
efforts and sacrifices. Such a structure needs to provide for a
continuous employee buy-in as well, so that later-arriving employees
also live with the incentives and constraints of equity ownership.
Yet there is a more pessimistic reflection that the United
bankruptcy calls forth: that it may be not only that the United
employee ownership experiment was a failure, but that the institutional complementarities necessary for the success of any ownership
structure do not exist in the case of employee ownership. Thus if we
rejigger things in the United reorganization, it may be unlikely that
employee ownership will succeed.
To elaborate: Henry Hansmann claims that the problem with
employee ownership is heterogeneity of employees, and thus
employee preferences, and thus the coherence of the employee
objective function.46 But why should that be a fatal problem any more
than the separation of ownership and control in the large public firm,
or the problem of "tunneling" and other private benefits extractable
by a controlling shareholder of a public firm? Each of these can be
fatal, but in the United States we have come to cabin the potential
dangers through an array of complementary institutions, that is,
46. Henry Hansmann, When Does Worker Ownership Work? ESOPs, Law Firms,
Codetermination, and Economic Democracy, 99 YALE L. J. 1749 (1990).
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institutions that interact synergistically. Shareholder capitalism is
connected with many other institutions - institutional investors, stock
exchange listing requirements, SEC rules, fiduciary duties, various
compensation arrangements - all of which help control the various
agency problems that come from the separation of ownership and
control in the conventional public firm, or the different sort of agency
problems that come from controlling shareholders. There is simply no
comparable set of institutions for the employee owned firm. Unlike
the Enron, Worldcom, and Adelphia set of cases, there are no
institutions committed to observing and addressing the problems
revealed by the United bankruptcy. That is, in absence of a critical
mass of large employee-controlled public firms, there is not the
experimentation with organizational forms and the pressures to
change those forms midstream to address problems that arise. Many
of the problems that proved fatal in the presence of financial distress
were apparent early on at United. But there was no institutional
mechanism to fix the problems because the deal was sui generis,
solely a matter of contract. The more we examine corporate
governance, especially in comparative context, the more we realize
that it is the complex institutional set-up that makes a particular
ownership form work. Reimagining and adapting those institutions
for employee ownership may be the real challenge facing those who
believe in the value of this ownership form.
Norman P. Stein: Our next speaker is Lou Diamond, who is a
partner at Silverstein & Mullins, a division of Buchanan Ingersoll.
Lou is perhaps the nation's leading authority on ESOPs and early in
his career was a partner of Louis Kelso, who pioneered and
championed the modern ESOP as a means of providing rank-and-file
employees with a proprietary stake in their employer. Lou Diamond
is a Fellow of the American College of Tax Counsel and has written
extensively on ESOPs. Lou has agreed to give a sort of primer on the
tax treatment of ESOPs; he may also have some time to respond a bit
to Jeff's comments and give us some insight on why employees and
employers sometimes look to employer stock as a currency of
compensation.
Louis H. Diamond*: Norman, thanks a lot. It is virtually
impossible to give decent coverage to this topic in the short time
frame available, and at the same time give critique and critical
* Shareholder, Buchanan Ingersoll, P.C., including the law firm of Silverstein and
Mullens, Washington, D.C.
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comments on what I think is good, bad or indifferent, but I'm going to
try.
First, what is an Employee Stock Ownership Plan (ESOP)? It is a
qualified plan and, accordingly, there must be a written plan and a
trust as in all qualified plans. 47 The ESOP Trust (ESOT) must be
primarily, that is more than 50 percent, invested in employer
securities, and it must be for the exclusive benefit of employees,48
meet the ERISA employee coverage and vesting requirements ,4 and
not discriminate in favor of highly compensated employees.so
Now, I'll respond to some of the comments. Why do we have
ESOPs? Are they good versus bad? Why do they exist? The basic
reason is to encourage employers to provide their employees with
some form of ownership, so that there is a correlation between how
well the company does and how well the employees do. That doesn't
mean owning stock directly. It means creating a trust in which the
participants have accounts, with those accounts having stock allocated
to them. Once a year the company is appraised and the employees are
informed as to how many shares they have, how many of those are
vested, and what is the worth of those shares. And they are informed
that at a designated time in the future they will be paid the worth of
those shares. The hope is that this will provide incentive for the
employees to work together with management to make the whole
enterprise a greater success.
You should understand why ESOPs are available and be
cognizant of their limitations. For instance, I work mostly in nonpublic companies. Accordingly, I deal mostly with privately held
companies that have ESOPs and I attempt to create a correlation
between how well the company does and how well the employees do.
In this context, one of the major factors that has to be impressed upon
employers is something called repurchase liability. They have to plan
ahead to make sure there's adequate money available to pay off the
participants as they leave. There's an association, the ESOP
Association, it's quite large now, and consists mostly of ESOP
companies. It has two major meetings a year, one in Las Vegas in
November and one in Washington D.C. in May. 'At these meetings
about two-thirds of the emphasis is on how to communicate, and
47.
48.
49.
50.

See I.R.C. §401(a).
I.R.C. §401(a)(2).
I.R.C. §§ 410, 411.
I.R.C. §401(a)(4).
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impress upon employees the significance of this ownership, and how
it works. The extent to which the employees understand the ESOP
concept and how they can benefit from it will ultimately determine
'whether the ESOP is 'going to succeed or not.
It is best if ESOPs are used in conjunction with other plans
because it is certainly not advantageous to cause participants to have
their whole retirement based solely on company stock. Enron teaches
a lesson here. So, it's best if you couple an ESOP with a pension plan
or with a form of profit sharing or 401(k) plan.
Then there is the KSOP. KSOP is an amalgamation of 401(k)
and ESOP and it is referred frequently to as a KSOP. These plans
usually work in the following way - the employee uses the "K"
segment of the KSOP to defer a portion of 'his or her compensation
and the employer will generally match a portion of what the
employee defers with a contribution of company stock. Employee
money does not go directly into company stock; it's the employer
adding to the plan a percentage, usually under a formula such as one
dollar for each employee dollar up to 1 percent; fifty cents on the
dollar up to the next 2 percent; twenty-five cents on the dollar up to a
total of 5 percent, or something along those lines.
KSOPs can be set up so that, as in Enron, the employees can
designate that a portion of their deferrals be invested in company
stock and that is something that has to be considered very carefully.
It must be noted that this is an area where ERISA interacts with
securities laws. Whenever you give people the opportunity to make
an investment, you have to educate them as to what it is that they are
being asked to purchase. So, where the employer is a public company,
you have no problem; you're already registered with the SEC.
Otherwise, you have to prepare some form of a prospectus or private
placement memorandum to inform the employees of what the
company is, what it's doing, and so forth, so that if they're going to
make an investment you will have given them needed information.
I am now utilizing the following approach to employee
ownership with considerable success. In recent years I have assisted
the employees in two successful companies to use their funds in other
qualified plans to enable them to acquire 100 percent of their
employer, and in other instances in which employees have acquired
major stakes, all with success to date.
Why are ESOPs better than other plans? They've been favored
by Congress to induce management to cut employees into ownership.
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What are these inducements? Other plans may not invest more than
10 percent of their assets in employer stock." ESOP is an exception;
it can invest up to 100 percent. Employer contributions to an ESOP
can exceed the limits applicable to other plans. There is something
called net unrealized appreciation (NUA). If stock is in an ESOP, to
the extent that it appreciates over and above what it was worth when
it went into the ESOP, either through purchase or contribution,
there's no current tax on that appreciation when that stock is
distributed to a participant as part of a lump sum distribution. Then
ultimately when the stock is sold it can give rise to long-term capital
gain as opposed to ordinary income; and if it's held until death then,
under current law, it 'will not be income taxed at all."
Another major benefit in the law for ESOPs is that ESOPs are
the only instance in our tax system where dividends are deductible.
Under IRC §404(k), dividends that are paid by a company to an
ESOP can be deduct by the company if (1) they are used to pay down
a loan that was incurred to purchase the stock that gave rise to the
dividend, (2) they are passed through to plan participants, so that the
dividend goes from the company to the ESOP and then from the
ESOP to the participants, or (3) they were, at the direction of the
plan participants, used to purchase more company stock in their
account.5 4 Now, interestingly here we have a situation where many
public companies that had 401(k) plans have converted the stock
portion of that plan into an ESOP so that they can get a current tax
deduction for those dividends. They didn't have an ESOP at all; they
just converted a portion of their 401(k) plan into an ESOP because it
qualifies and they get a tax deduction.
Another major benefit of an ESOP is IRC §1042, which entitles
persons who have owned stock for three years or more can sell that
stock to an ESOP and roll over the proceeds tax-free into other
investments called qualified replacement property (QRP)." Normally
under ERISA, it is a prohibited transaction for a company to lend to,
or guarantee a loan to, or to anything like that pertaining to any
qualified plan. Again, ESOPs are an exception and the ESOP loan is
51. I.R.C. §401(a)(22), 29 U.S.C. §1107(a)(2) (2000).
52. See ERISA §407(b)(1), 29 U.S.C. §1107(b)(1) (2000); U.S. Dept of Lab, Adv. Op. 836A, (Jan. 24, 1983).
53. I.R.C. §1042(e)(3)(B); id. §1014(a)(1).
54. See I.R.C. §404 (k)(2)(A).
55. See id. § 1042(b).
56. 29 U.S.C. § 1106(a)(1)(B).
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a cornerstone of the ESOP itself.17
Why should we care about ESOPs? There are so many objectives
that can be attained through an ESOP that it's quite astounding to
me. It's so many different things. It appeals to people in all different
walks of life and, is extremely flexible. ESOPs are a tax-favored
technique of corporate finance. This is what Louie Kelso was talking
to Russell Long about way back before ERISA18 and using ESOPs as
a way that a company could deduct the cost of repaying its funded
debt while providing benefits in the form of employee ownership. In
the traditional format, a bank lends to the ESOP and the company
guarantees the loan. Then the company makes deductible
contributions to the ESOP, and the ESOP pays back the bank. There
are other alternatives where the bank lends to the company, which in
turn, lends to the ESOP, but they get you to the same place. Then
when the ESOP purchases the stock, it is not immediately allocated to
the accounts of participants. Instead, it goes into a suspense account,
and as the debt is repaid the stock is released from the suspense
account and allocated to the participant accounts.
As to collective bargaining, here and there, not frequently, you'll
see collective bargaining deal with the setting up of an ESOP and
putting stock in it. More frequently, you'll see an ESOP brought in to
settle strikes as a part of the benefits that employees get in lieu of
something else. And then, as in United Air Lines (UAL) situation,
we have a salary reduction offset with a contribution of stock into an
ESOP so that the employees who lose benefits in the form of
pocketable compensation will at least have something to offset it, and
that is stock in the trust. Sometimes it works and sometimes it
doesn't. One of the factors that is adverse in situations such as this is
that there is an incongruity to at least some degree between stock
ownership and union status. The union is negotiating with the
employer and if the employees are both employer and union then it is
sort of an anomaly, but it can work and in some situations it does.
ESOPs can assist in acquisition of a target, or in fighting an
adverse takeover. If a company is a logical target and gets the feeling
that there are movements around to acquire it, and it doesn't want to
be acquired, it can adopt, then put stock in, an ESOP. Usually the
57. Id. §1108(b)(3).
58. See Louis H. Diamond & Michael R. Holzman, ESOPS-Law, Analysis And Case
Studies, in NEW YORK UNIVERSITY REVIEW OF EMPLOYEE BENEFITS & EXECUTIVE COMPENSATION 2003 Ch. 14, § 1.03[31 (2003).
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vote on that stock is passed through to the participants who can
generally be expected to vote with management because they want to
keep their jobs. A couple of examples are Polaroid, and Proctor
Gamble."
The divestiture of a subsidiary. I've done a good bit of this and
employee purchases have been involved in that process with great
success. As far as acquisition of a target, an ESOP company, and this
is rather incredible, can find a target and then say to the owners of
the target, "sell to us and we can allow you to take the proceeds of
your sale and reinvest them tax free"; nobody else can do this. What
happens is the target adopts an ESOP and on day one the
stockholders sell the target's stock to the ESOP. On day two, the
target merges with a subsidiary of the acquiring company, the
acquiring company stock is substituted for the target stock, and the
ESOPs are then merged. The end result is that the ESOP company
has acquired a target and given the owners of the target the
opportunity to sell tax free, and that's quite a competitive advantage.
Just look at the magnitude of the benefit of being able to sell tax-free
to a buyer that can deduct the purchase price.
Just recently, I was involved in a transaction with a company that
had 1700 employees in thirty-seven states and the president wanted to
buy the company away from its present stockholder. These 1700
employees had over a hundred million dollars in their accounts in
various qualified plans, and the deal was negotiated so that with thirty
million dollars of equity and the rest in financing, in part through
seller' take back financing, the deal could be consummated. We had
to go to the SEC because if you want to tap employer-source funds
the SEC regularly issues a no-action letter saying you don't have to
register. But if you want to tap employee-source money there's no
no-action letter alternative available, so we went to the SEC and
registered the whole offering. When all was said and done the
employees ended up moving twenty-seven million dollars from this
hundred million dollars in other plans into a newly formed ESOP,
and the ESOP then bought the stock of their employer which was
then 100 percent owned by its ESOP. I understand that the employee
enthusiasm there is quite dramatic. This just happened last month.
Again, under our current laws, if you have an ESOP-owned company,
that company can elect to be taxed under Subchapter S and all of the
income of the company is allocated to the ESOP, which is not a
59. Shamrock Holdings, Inc. v. Polaroid Corp., 559 A.2d 257 (Del. Ch. 1989).
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taxable entity. Therefore, in effect, the 100 percent ESOP owned S
corporation is tax-free.
In 1997, when ESOPs were first eligible to be stockholders in Scorporations, the unrelated business income tax (UBIT) applied. In
1998 Senators John Breaux (D-LA) and Orrin Hatch (R-UT), lead a
successful effort to enact a provision to make the UBIT not apply to
ESOPs, so now you can have what amounts to a tax exempt
company. 0 It's a deferral since that income will ultimately be taxed
when it comes out from the ESOP to the participants, but only at one
level of tax, not two.
One last thing, the entitlement of an owner to diversify. A
company is formed and built to a point where the owners are
interested in cashing out, diversifying. They have two choices, as
Russell Long, who was my partner for a few years after he left the
Senate, said, "This was why I put Section 1042 in the code. You have
the opportunity to be acquired tax free by a public company or sell to
your employees and pay a tax. The employees should have a level
playing field." So that's where 1042 comes in and gives you the ability
to use it in estate and in business succession planning with dramatic
results.
At the tail end of my outline, I have a detailed example' of a deal
we did a year ago in California where three brothers ended up
working out a controversy by means of forming an ESOP which
bought two of them out for one hundred million dollars, thirteen of
which came from employees using money they had in the company's
profit-sharing plan. I'm obviously very enthused about ESOPs, and I
love the opportunity to talk about them, but my time is now over.
Norman P. Stein: Our next panelist is Damon Silvers who is the
Associate General Counsel for the AFL-CIO where his
responsibilities include corporate governance, pensions and business
law. Damon is on the American Academy for Arts and Sciences
Corporate Governance Task Force. He was a law clerk for
Chancellor William Allen at the Delaware Court of Chancery. He
worked for the Amalgamated Clothing and Textile Workers and for
the law firm of Cravath, Swaine & Moore, and he has a BA, an MBA,
and a law degree from Harvard. Damon is going to give us a glimpse
at the labor movement's perspective on employee stock ownership.
Damon Silvers*: I was asked to speak briefly about what the
60. Diamond & Holzman, supra note 58, at § 1.05.
* Associate General Counsel, AFL-CIO, Washington, D.C.
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labor movement thinks about employee stock ownership writ large,
not necessarily the ESOP form but the whole universe, and I will do
that. I think that as a result of doing that I'm probably going to miss
the opportunity to engage in a lot of the more theoretical discussion
that's been very interesting and that's preceded me, which I regret.
But orders are orders.
The labor movement has a rather complicated view of employee
stock ownership. Since this is an audience of law professors and not
Congress people, I'm going to give it to you in its full complexity.
First, contrary to what some people say, we actually are not opposed
to employees' owning stock in the companies they work for. We're
not necessarily in favor of it either. We view it as something that is
highly contextual and circumstantial as to whether or not it's a good
idea.
The first thing we believe about it, and the Enron and the
WorldCom experience where employees lost a billion dollars in each
company is what really drove this home to us, is that employee
ownership of their employer's stock should not be a means of
providing basic retirement security to employees. Doing that is really
criminal, frankly, and if you doubt what I mean I'm speaking to the
fact that I've spoken personally to hundreds of people who lost
everything and will never get it back regardless of what I think the
outcome of the litigation involved will be, and for the people in their
fifties that I've spoken to this is a crisis that is really unimaginable.
And what makes it criminal is that it's something that was done to
these folks that anyone who'd finished their first year of MBA
finance training would have known shouldn't have happened, given
that the investment objective was long term and given that it was an
investment objective that had to be realized. To put all or most of the
assets that were designed to achieve that objective in a single security
is a really terrible thing to do. And, we all know I think the extent to
which that is the product of employer policy and employer pressure
and employers taking advantage, frankly, of employees' desire to be
part of the team. That was the message at Enron; that was the
message at WorldCom. "You're part of the team, put the money in
the employer's stock," and look what people got for it. And the sad
truth of the matter is that it doesn't have to be fraud. Many
businesses fail honestly and you just simply can't take the risk that
money that's going to keep an individual from having to eat dog food
in retirement gets lost because the employer fails honestly. So, that's
why we don't think undiversified employer stock ought to be a
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retirement security vehicle.
We also are not very keen on investments in employer stock
being a form of short term compensation. I suppose that's essentially
up to everyone's bargaining, what bargain they want to make in
collective bargaining, but at least most of our members are not really
in a position to have the kind of excess income where an immediate
tradeoff in any large numbers makes a lot of sense.
So, what are we left with? We're left with a sort of medium term
investment objective. That is what we view, in general, an employer's
stock should be, for when employees invest in it, a medium term
objective. Now, that unfortunately cuts somewhat against the way the
tax code treats ESOPs and I think that gets to some of the things that
Professor Gordon talked about with what was wrong with United and
the reasons for it.
Now, what else do we think about this? We think that for
employee stock ownership to be really a positive value creating,
efficiency incentivizing, productivity incentivizing thing it needs to be
coupled with a democratization of the firm, and this I think has been
shown extensively in the research of Professor Joe Blasi from
Rutgers,6' who's the leading figure in this area, showing that when you
don't do that your firm doesn't really realize much in the way of
gains; it's just a redistribution of who owns the stock.
Finally, and this is important I think more in the executive
context than in the employee context, we believe very strongly that
when employees hold shares in their employer it ought to be in stock
rather then in options. For executives the reason has to do with the
perverse nature of some of the incentives that are created by options,
but for rank and file employees it's a much more basic thing which is
that if you give the rank and file employee options and things don't
go very well, or you're in a cyclical business, they end up with
something that is worth nothing and generally they are in a position
where they can't afford that risk of having nothing. I agree with what
several of the earlier speakers said, which is that we do view
employee stock ownership in a variety of forms, and that it does exist
as an important bargaining tool and a particularly important
collective bargaining tool in the context of economic downturns, in
61. See, e.g., JOSEPH R. BLASI & DOUGLAS L. KRUSE, THE NEW OWNERS: THE MASS
EMERGENCE OF EMPLOYEE OWNERSHIP IN PUBLIC COMPANIES AND WHAT IT MEANS TO
AMERICAN BUSINESS (1991); JOSEPH R. BLASI, EMPLOYEE OWNERSHIP: REVOLUTION OR
RIPOFF (1988).
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cyclically vulnerable firms. It's a way, when everyone is behaving
well, of saving firm value and saving jobs which turn out to be real
value in real productive enterprises that are suffering through a
cyclical downturn.
Now, what does this mean in terms of public policy, which may
be some of the reason why you all want to know what we think. First,
and this will again surprise some of you, there's a debate right now
about whether or not stock option plans ought to require shareholder
approval to be enacted. The New York Stock Exchange has proposed
rules that would require that to be the case.62 We in general support
that position for executive stock options because of the obvious
conflict of interest. If the shareholders don't approve it, who will
approve it? Who is disinterested in the transaction? However, we do
not believe that there ought to be mandatory shareholder approval
for broad-based stock option plans where the executives are not
participants. All that does is create a disincentive to these kinds of
plans. It puts an obstacle in the way of collective bargaining, there's
no conflict of interest problem inherent in that type of plan, and
there's really no need for it, and we've said that to the SEC and the
New York Stock Exchange. They're still mulling over the whole
package the stock exchange has sent them so we don't know what the
outcome of that will be.
Secondly, in respect to the broad public policy fight that was
fought last year and will be fought again this year, probably, over
KSOPs and 401(k) plans which had this feature called "either/or,"
which we thought addressed the problem of employer abuse of
employer stock in retirement plans. The either/or provision worked
like this. The employer is given a choice. If the employer puts its
contribution to the 401(k) plan or the KSOP in employer stock, then
it is forbidden from offering to the employees, for the employees'
contribution, employer stock as an investment option. On the other
hand, if the employer wishes to do the right thing and allow its
employees complete freedom of choice with regard to all of the assets
of 401k plan, meaning that the employer puts in cash, and the
employee puts in cash, and the employee decides where all the money
62. See Securities and Exchange Commission, Self Regulatory Organizations; Notice of
Filing of Proposed Rule Change by the New York Stock Exchange, Inc. Relating to Shareholder
Approval of Equity Compensation Plans and the Voting of Proxies, 67 Fed. Reg. 63,486 (2002).
The S.E.C. approved the proposal with amendments on June 30, 2003. See Securities and
Exchange Commission, Order Approving NYSE and Nasdaq Proposed Rule Changes Relating
to Equity Compensation Plans, 68 Fed. Reg. 39,995 (2003).
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goes, then the employer is free to offer employer stock as an option.
If the employees wish then to put all their money in employer stock,
which is a very dangerous and foolish thing to do, but nonetheless, if
they wish to do it they still can, but they can only do that if the
employer genuinely allows them free choice as opposed to the current
circumstance in which employers put that stock into employer and
lock it in.
Now, our view of what President Bush has in mind is that it,
frankly, is a fraud and a joke. The reason it's a fraud is because it's
not really what it says it is. It's not a three years out, it's a rolling
three years out, which means every dollar that goes in has to be held
for three years in employer stock. By the way, most employees at
both Enron and WorldCom hadn't worked for the company for more
then three years. Now, that's why it's a fraud. Now why is it a joke?
It's a joke for the reason that was referred to earlier. The problem
here is not that people are being literally forced in some legal fashion
to hold the stock. Employees are being offered the proposition by
their employer, "Here's some stock and by the way if you're a team
player you'll keep it in there." And given what the tax incentives are
that have been discussed for the employer to work it that way, and
given the cash flow implications for the plan of working it that way,
the incentive to the employer to mount a campaign to get the
employees to make imprudent retirement savings decisions is
enormous, and that's why the provisions that Bush intends to propose
would not have stopped anything of the kind that happened at Enron
or Worldcom from happening. Nothing that WorldCom did, for
example, and WorldCom employees lost a billion dollars, nothing
that WorldCom did would have been prohibited under the plan that
President Bush announced last year.
Now, the final piece of why it's a joke, of course, is the
investment advice piece. What President Bush intends in the area of
investment advice is to allow money managers who have conflicts of
interest to give personalized investment advice to people who have no
financial expertise and have no way to check the advice, and in
addition there is no requirement to force that advice to actually take
into account the holdings in company stock. So investment advisors
can continue to do what they do today which is advise people who
hold imprudent amounts of company stock in 401(k) plans and never
mention the company stock to them. And that will continue to be
permissible under ERISA.
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So, that's why that's a joke, and those are our views, and I would
just conclude by saying, in response to the analysis of United, that I
think from what I've just said you can tell that I don't have a problem
with the proposition that there's something wrong with a medium
term savings vehicle that locks you in until retirement. That's a
dysfunctional proposition. And I think that that was half of the
analysis. As for the other part, about the mismatched cash flow rights
and governance rights, what Professor Gordon described to you in a
kind of elliptical way is that the United ESOP was negotiated as part
of a deal to create a two tier wage system. The people who came in
afterwards came in at concessionary rates, but they didn't get the
upside on the concession because they didn't get the stock, or at least
not in the amounts that the people in the beginning came in on. That
enabled the company to not have to give as much equity to employees
as they would have otherwise and that was part of a negotiated deal
with the other financiers. That's at the heart of that transaction.
What's at the heart of that transaction is, as everyone has noted,
that this was all about a deal among some people who didn't like each
other to save a company that was, in 1992-1993, in a very similar
situation to the one it was in this year. And, in deals of that kind
sometimes solutions are functional in the short term but become
dysfunctional in the long run. As you might imagine we're not big
fans of two tiered structures of any kind, but sometimes we eat them.
Now, the question that really is at the heart of this, in terms of
the various behavior that was characterized as perverse, I'm not
involved in those negotiations, those unions do it themselves and I
can't speak to the issues from first hand experience. But I can say
this. These are organizations under tremendous pressure. The
President of the United States had basically indicated that he was
going to use every power at his disposal in a time of national crisis to
prevent them from exercising their rights to engage in work stoppages
and the members of those unions felt that they'd had enough, both
with respect to the management of their employer, whom they didn't
trust, and with respect to the legal system which seemed to be
coercing them. And, in that context, when people think they've had
enough they do things that in the end may look peculiar from the
outside. I'll note in that respect on the very eve of the government's
decision as to whether or not to finance United, the machinists voted
down the negotiated package that their leadership recommended to
them, which is a move probably not guaranteed to win a lot of
confidence with the company, but the leadership of the union was
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operating in a context in which their membership was saying we're
not interested in giving any more concessions to this company
because we don't trust this management. We think they've exploited
us all the way down the line here. The problem I think in United
ultimately is that from beginning to end there was never the change in
culture that was really required by the structures, and given the
mutual hostility and distrust that existed throughout that process and
that was sort of exacerbated by each turn of events, every weakness in
the structures, weaknesses that were negotiated to solve problems at
the front end, every weakness became magnified in that context and
this goes back to a point I made earlier which is that if you want to
really change something through employee ownership the ownership
has really got to be the tip of the iceberg; the change really has to be a
cultural one. We believe that very strongly.
Norman P. Stein: Our final speaker is Patricia Dilley, who is a
professor at the University of Florida. Pat's writing has brought
imaginative and original insight to the subjects of retirement policy,
social security, and private pension plans. Prior to teaching, Pat was
Chief of Staff and Counsel for the Subcommittee on Social Security
of the House Way and Means Committee, where she participated in
the development of landmark Social Security and pension legislation.
Pat also was an attorney at Arnold & Porter in Washington, and
Downs Rachlin & Martin in Vermont. Pat is going to talk about the
nominally identical but effectively different tax treatment of
employee stock ownership for executives and rank-and-file
employees.
Patricia E. Dilley*: I'm going to be extremely brief because we
are just about out of time, and I think the panel has covered most of
the specific issues involved in a focus on employee stock ownership in
their own companies. What I want to do is toss out some ideas for us
to think about, stepping back and looking at the bigger picture of the
role of employee stock ownership in general and in particular the
differences between what holds for executives as opposed to what
holds for rank and file employees. I want to take sort of a cultural
anthropological view of employee stock ownership, even though it's
hard to get outside our current context and, in a way, it's like asking
fish to comment on the water that they're swimming in. Nonetheless,
I want to talk mainly about the importance of ideology in cementing
the loyalty of ordinary employees, not simply to buying stock in their
* Professor of Law, University of Florida Levin College of Law.

2003]

EMPLOYEE STOCK OWNERSHIP AFTER ENRON

247

own companies, but to the notion of stock based retirement planning
generally.
The critic and philosopher Terry Eagleton says that the study of
ideology is among other things an inquiry into the ways in which
people may come to invest in their own unhappiness," and anyone
who opened their 401(k) statement in 2002 can give quite a concrete
context to that notion. What started me thinking about this is the
year end reviews of the stock market; as Colleen pointed out earlier,
we've had the third year of a down market - this is the worst three
year's performance since before World War II, and if we go to a
fourth year of the down market we're looking at harking back to predepression performance. So, in the face of three years of a down
market one would think that rank and file workers would be fleeing
the notion of buying stock and basing their retirement on stock. One
would think that they would be looking at their colleagues who are in
their fifties, who are stuck at the bottom of the market and are going
to have to work longer, and perhaps revise their thinking about
401(k) plans and equity investment generally as the basis for
retirement planning. However, that doesn't seem to be the case and I
don't think it's going to be the case for some time.
What is the source for this continuing faith in equity based
retirement plans, in contrast to the widespread skepticism about the
future of Social Security, the public retirement income system based
on tax revenues? Why is it that the President and the President's
Chief of Staff have continued to push for privatization of Social
Security, to transform this source of income of last resort in
retirement into yet another equity based plan that will subject the
remaining possibility of retirement income to fluctuations in the
market?
Is the continuing worker devotion to buying stock as a way of
financing retirement simply a manifestation of the gambler mentality
which, given the popularity of lottery tickets nationwide, seems to be
something deeply embedded in the American character? Well, I think
that's part of it but I don't think that's all of it. I suggest that there is
an ideological basis for the ordinary American's devotion to equity
ownership and investment as the basis for a secure retirement. It's
important to pay attention to ideology, I think, because it can help
explain how people view their choices, both their real choices and

63. TERRY EAGLETON, IDEOLOGY AN INTRODUCTION xiii (1991).
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what appear to them to be their choices in financing their old age.
Adherence to equity based retirement plans is actually pretty
irrational for lower-income workers - they have little margin for risk
or error in investment of much smaller sums saved for retirement, and
they are much more likely to depend on Social Security for the bulk
of their retirement income. Thus, a traditional defined benefit annuity
plan, of the type negotiated by the large unions for auto workers and
steelworkers in the post-World War II period, should be the
retirement plan of choice for such workers. Highly paid people, in
contrast, may rationally prefer equity to such defined benefit plans,
because they can afford to take risks and make mistakes in their
investments.
I submit that part of the explanation for the irrational attachment
of low and middle-wage workers to 401(k) plans and other equitybased individual account arrangements is the ideology of market
capitalism which colors every aspect of American life and thinking.
We have been schooled to believe that the market has created an
equal playing ground, and that given control over his or her own
money, every individual can succeed in playing on that field, whether
in the stock market or in a more general sense of broad economic
success.
When individuals do not succeed in the American marketplace
when we lose retirement savings in a market downturn, or even when
we are robbed of our retirement because of the bad decisions or
outright fraud of the executives running our companies - we are
preconditioned to assume it was our own fault. We didn't make the
right decisions; we didn't diversify sufficiently, whatever. But almost
no matter what the outcome, in the 70 years since the Great
Depression began, American workers have maintained their
fundamental belief in the fairness of the market system. The politics
of the last 20 years have only reinforced most ordinary Americans'
belief that while the rich somehow must have played the game more
cleverly than the poor, still we must all be playing the same game, by
the same rules.
So, how does this ideology shape the legal system we've
established for stock based compensation for executives and
possibilities for stock purchase for rank and file employees? My short
answer to this is that we have a bifurcated system that masquerades as
one unified set of rules for employee compensation, based on the
legal fiction that all employees are equal whether they work in the
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mail room or the executive suite. All of the rules that govern deferred
compensation are based on the presumption that employees are
powerless when it comes to the terms of their employment, at least up
to the point of obtaining actual ownership of the cash or stock
deferred on their behalf.
The concept of constructive receipt as applied to stock based,
and other types of retirement planning for employees, is an adequate
rule for timing the taxation of income only so long as the employee
cannot control the timing of actual receipt. For rank and file
employees, the reliance of the Code on concepts such as constructive
receipt and substantial risk of forfeiture is acceptable because
ordinary employees control neither the conditions of their
employment nor the financial condition of the employer.
The same rules apply to executives on the grounds that they too
are employees and are ostensibly playing the game by the same rules.
The problem is that those rules ignore the executives' real power to
determine the timing of receipt of their income, to determine the
timing of when they're going to cash in their stock options or their
restrictive stock arrangements, and to take advantage of their
advance knowledge about what may lie in store for the employing
company, as in the case of Enron or WorldCom for example, to just
take the money and run before either the SEC or the bankruptcy
attorneys appear at the door.
I'm not suggesting that there aren't real benefits to employee
stock ownership; clearly there are as a way of supplementing ultimate
retirement income, and as a way to express the employees' desire to
be a loyal part of the team. What I do think, though, is that the
current rules, to the extent that they apply to rank and file as well as
to executives who have the power to control the state of the company,
are simply taking a legal fiction to the point of science fiction.
Moreover, ideology has done more than make this inherent
inequity of the tax timing rules acceptable to the employees most
harmed by it. There are also ideological underpinnings to the
willingness of employees to sink their retirement savings into the
stock of their employers, and to stick with the stock market even
when recent experience tells them to cut their losses and move into
some more secure investment.
What is it that makes rank and file employees willing to invest
most or all of their 401(k) accounts in their own employer's stock?
This is sort of the cultural anthropology part of my remarks. I think
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we as pension lawyers and academics really tend to downplay
something that Damon Silver brought up, and that is employee
loyalty. There's a very strong need on the part of employees to feel
like (a) they're part of the team and (b) they're part of a winning
team. This loyalty to the employer often will be expressed as
willingness to buy employer stock and to have a substantial part of
one's retirement prospects built around that employer stock.
This to me is another example of the importance of an
ideological perspective. In essence, the employees are buying into the
success of their employer into the future because the belief in that
success fulfills an important need of their own that's not related to
any sort of rational economic cost benefit analysis, but that has to do
with their own sense of self-worth. If my employer is a winner, I will
be one too.
I have a quick story to illustrate this point. I was part of a team
that was trying to become the bankruptcy counsel for the employee
committee in the Enron bankruptcy, and in that process I met a
former Enron employee who was on that bankruptcy committee, a
wonderful woman who had worked her way through college, and had
gotten everything she has by her own efforts. What amazed me is that
she still loved the company and still loved the executives of the
company, notwithstanding all the evidence that they had basically
screwed her. She would not believe that there had been wrongdoing
on their part, and it's not because she is stupid or naive. I think this is
a good example of how people need to be part of a community, which
feeds into their willingness to buy employer stock even though we
could all say the idea of balancing their portfolio should be more
important.
So why stick with the stock, even as it continues to plummet in
value? Part of this may be the gambler mentality, but it's also another
manifestation of the free market ideology. People have seen the
market go down, and down, and down, but they can't believe that it
won't recover. I think employees, like everybody in the culture who
bought into the stock market, are strongly motivated to think that
they can't keep losing forever. It's just like the classic movie Lost In
America when Albert Brooks' wife spends the night at the casino
betting on 22 the entire night because she was sure her luck had to
change at some point. So that's certainly part of what's going on.
Clearly, over the long term, the market will likely recover - the
problem is that the employees who bought at the peak will need
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years, if not decades, to recover and make gains in real dollar terms.
Of course, there is also a non-ideological, more practical reason for
sticking with the market. For moderate wage workers stuck at the
bottom of the market with their 401(k) investments, there seems to be
no point in selling now - they have to wait and hope for a recovery
because they have little or no economic margin for cutting losses and
reinvesting. But whatever the practical considerations, the underlying
faith in the fairness of the market economy impels employees to stick
with equity investments, any evidence of unfairness or fraud to the
contrary notwithstanding.
In conclusion, I think the prospects for employee stock
ownership, after Enron and in light of the performance of the market,
continue to be strong because stock ownership as the basis for
retirement planning is an expression of our cultural and ideological
values of autonomy, individual control and faith in the market. These
values are extremely powerful you can talk until you're blue in the
face to employees about the superiority of a defined benefit plan and
they simply won't believe you because they'd rather play the numbers
and hope to succeed.
Clearly for highly mobile younger workers, there are immediate,
if not long term, advantages to equity based defined contribution
plans that allow them to transfer assets between plans without losing
credits. But for the majority of low to moderate wage workers, the
current adherence to stock-based retirement planning is based far
more on faith and belief than on concrete economic benefits. The
challenge for us as pension educators, in my view, is to attempt to
educate our students to think critically about this belief system, to
recognize ideology for what it is, and perhaps to begin to challenge
the common wisdom about equity based retirement - because in this
case, I believe the common wisdom is all too common but not
particularly wise.

