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401(K) PLANS

Certain Investment Options and Practices That May
Restrict Withdrawals Not Widely Understood

What GAO Found

Between 2007 and 2010, some 401(k) plan sponsors and participants were
restricted from withdrawing their plan assets from certain 401(k) investment
options, see figure, including real estate, money market, and stable value
investment options, as well as other investment options that lent securities (the
practice of lending plan assets to third parties in exchange for cash as collateral
that a fund reinvests). In most cases, the withdrawal restrictions were caused by
losses and illiquidity in the investment options’ underlying portfolios and
sometimes contract constraints placed on plan sponsors by the investment
options. For stable value funds, and also for those investment options that lent
securities, the withdrawal restrictions and their causes highlight the risks that
participants face when allocating their 401(k) plan assets to these investment
options—and, that losses are borne by plan participants. In addition,
participants often do not understand or may receive insufficient disclosures of
the risks posed by these investments. Further, plan sponsors may be unaware or
receive insufficient disclosures of the risks and challenges involved with those
investment options and practices.

Investments and Practices that Restricted Plan Sponsor and Participant Access to 401(k) Plan
Assets
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Labor can take a variety of steps to help plan sponsors who offer stable value
funds and investment options that lend securities. Many of these steps can draw
upon the changes that the Securities and Exchange Commission and others
have already made, or will make, regarding these investment options and recent
suggestions from plan sponsors, industry service providers, and other key
stakeholders. Specifically, Labor could identify and take action to address those
stable value contract constraints that may hinder plan sponsors from
performing their fiduciary responsibilities and provide better disclosures to plan
sponsors about certain investment options to help sponsors make decisions on
behalf of participants. Similarly, revising Labor’s prohibited transaction
exemption for securities lending to restrict those securities lending
arrangements that may pose unreasonable financial terms upon plans and
providing more guidance, in general, about such transactions can also help plan
sponsors and participants understand the risks that cash collateral reinvestment
can pose to plan assets in investment options that lend securities and how to
mitigate them.
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United States Government Accountability Office

Washington, DC 20548

March 10, 2011

The Honorable Herb Kohl
Chairman

Special Committee on Aging
United States Senate

Dear Mr. Chairman:

The recent problems in the U.S. mortgage market and subsequent financial
crisis revealed underlying weaknesses in the U.S. financial system and
illustrated the importance of due diligence in financial matters. Investors,
including 401(k) plan participants, experienced large losses from their
investments in 2008." There were reports that some 401(k) participants
experienced losses and were restricted from accessing their plan assets in
certain situations, and that employers that sponsored 401(k) plans (plan
sponsors) were also restricted from withdrawing plan assets. Nearly 90
percent of all 401(k) plans are participant-directed, meaning they generally
allow participants to choose how much to invest, within federal limits, and
to select from a menu of diversified investment options chosen by the plan
sponsor. As such, most 401(k) plan participants expect to be able to
switch investment options or withdraw money from their accounts.?
Similarly, plan sponsors also expect to be able to change the investment
options offered to their 401(k) plan participants without significant
restrictions and, in fact, have a duty under the Employee Retirement
Income Security Act of 1974 (ERISA) to act prudently when selecting
investment options for plan participants and to act solely in the interest of
the participants. The financial crisis illustrated that withdrawal
restrictions can be a condition of certain investments, but they can also be

'Industry researchers have estimated that the average 401(Kk) retirement account balance
declined 27.8 percent in 2008, before rising 31.9 percent in 2009. Thus, over this 2-year
period, the average retirement account balance lost 4.8 percent. For example, if the average
401(k) retirement account balance was $100, a decline of 27.8 percent would bring the
balance to $72.20 at the end of 2008. Then, an increase of 31.9 percent would bring the
balance to $95.20 at the end of 2009. According to an industry association, the average
401(k) retirement account balance outperformed the S&P 500 Index in both 2008 and 2009.

Other 401(k) plans are trustee-directed, wherein an employer appoints trustees who
decide how the plan’s assets will be invested. For the purposes of this report, we are
discussing participant-directed 401(k) plans.
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a limitation of which some plan participants and plan sponsors may not be
aware.

Since it was unclear from the reports why certain types of investment
options restricted withdrawals and how and when withdrawal restrictions
were placed, we were asked to determine what happened during the
financial crisis to participant accounts and to plan sponsors’ control over
the investment options offered to 401(k) plan participants. To better
understand the type of investments that were offered to plan participants
and whether plan participants and plan sponsors were adequately
informed about the potential for withdrawal restrictions, we answered the
following questions:

1. What are some of the specific investments and practices that
prevented plan sponsors and participants from accessing 401(k) plan
assets?

2. What changes, if any, could Labor make to assist plan sponsors in
understanding the challenges posed by certain investments and
practices?

To determine the specific practices that may have affected plan sponsors’
and participants’ access to 401(k) plan assets during the recent market
downturn, we reviewed articles published by industry experts, related
documents from the Department of Labor (Labor), such as published
materials available to plan fiduciaries regarding plan investment practices
or suggested disclosures, and a report by Labor’s ERISA Advisory Council.
We also conducted a short poll of plan sponsors. The poll was conducted
in coordination with Plansponsor Magazine (Plansponsor) and asked
plan sponsors about withdrawal restrictions in their plans. The poll
respondents were members of Plansponsor’s subscription list, and their
responses cannot be considered representative of the overall population of
401(k) plan sponsors. Our main use of this information was to better
inform our understanding of these issues from a plan sponsor perspective
and to design our subsequent audit work. Because of the methodological
limitations and low response rate of this poll, this information is anecdotal
and represents only the views of the 74 members who responded to our
poll.

To demonstrate the scope of the potential effects of withdrawal
restrictions and risks to participants’ earnings, we gathered data from
industry associations and private researchers; however, because there was
no comprehensive data source available, it was difficult to determine how
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widespread the incidences of withdrawal restrictions were and to quantify
any losses to 401(k) participant accounts. We also interviewed plan
sponsors, plan service providers, representatives from industry
associations, researchers, and Labor officials to determine the
circumstances that led to withdrawal restrictions during the recent market
downturn, to get an understanding of the advantages and disadvantages of
investing in certain investment options and engaging in certain investment
practices, and to determine the various relationships between 401(k) plans
and parties involved in these investment options and practices.

To examine how the oversight and regulatory requirements governing
withdrawal restrictions ensure that 401(k) plan sponsors and participants
are aware of the potential for restricted access to plan investment options,
we reviewed ERISA and Labor’s related regulations, guidance, and
frequently asked questions to determine their specific disclosure
requirements and fiduciary responsibility standards. We reviewed the
relevant federal laws and regulations, including those pertaining to
disclosure requirements, of the Securities and Exchange Commission
(SEC), the Office of the Comptroller of the Currency (OCC), the Federal
Reserve Board (FRB), and the Federal Deposit Insurance Corporation
(FDIC), and interviewed officials at each of the federal entities about how
they govern withdrawal restrictions and other investment practices. We
reviewed Labor’s, SEC’s, and banking regulators’, requirements to see if
changes to those requirements could better inform plan sponsors and
participants of the risks associated with certain investments and
investment practices. We also collected and reviewed examples of
disclosures from various investment options offered by 401(k) plans to see
if the disclosures were clear and understandable and if they complied with
current requirements. In addition, we interviewed Labor officials about
how they oversee withdrawal restrictions and monitor disclosures to plan
sponsors and participants, and interviewed service providers, other
industry and participant organizations, and pension professionals to obtain
their views on current oversight, disclosure and fiduciary requirements.

We conducted this performance audit from November 2009 to March 2011,
in accordance with generally accepted government auditing standards.
Those standards require that we plan and perform the audit to obtain
sufficient, appropriate evidence to provide a reasonable basis for our
findings and conclusions based on our audit objectives. We believe that
the evidence obtained provides a reasonable basis for our findings and
conclusions based on our audit objectives.
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Background

Under Title I of ERISA, plan sponsors are permitted to offer their
employees two broad types of retirement plans, defined benefit and
defined contribution. Plan sponsors that offer defined benefit plans
typically invest their own money in the plan and, regardless of how the
plans’ investments perform, promise to provide eligible employees
guaranteed retirement benefits, which are generally fixed levels of
monthly retirement income based on years of service, age at retirement,
and, frequently, earnings. In contrast, plan sponsors that offer defined
contribution plans do not promise employees a specific benefit amount at
retirement—instead, the employee and/or their plan sponsor contribute
money to an individual account held in trust for the employee. The
employee’s retirement income from the defined contribution plan is based
on the value of their individual account at retirement, which reflects the
contributions to, performance of the investments in, and any fees charged
against their account. Over the past three decades, there has been a
general shift by plan sponsors away from defined benefit plans to defined
contribution plans.

The dominant and fastest growing defined contribution plan is the 401(k)
plan, which allows workers to choose to contribute a portion of their
pretax compensation to the plan under section 401(k) of the Internal
Revenue Code.” The use of 401(k) plans accelerated in the 1980s after the
U.S. Department of the Treasury (Treasury) issued a ruling clarifying a
new section of the tax code that allowed employers and employees to
make pretax contributions, up to certain limits, to employees’ individual
accounts. According to estimates by industry researchers, 49 million
Americans were active 401(k) plan participants in 2009 and, by year end,
401(k) plan assets amounted to $2.8 trillion.* In most 401(k) plans,
participants bear the risk of their investments’ performance and the
responsibility for ensuring they have adequate savings in retirement.
Participants may, under certain circumstances, withdraw their retirement
savings early but may have to pay tax penalties for doing so. Current law
limits participant access to retirement savings in employer-sponsored
retirement plans although, in certain circumstances, 401(k) plan sponsors

®In 2010, the federal limit for pretax contributions to 401(k) accounts was $16,500.

Participants aged 50 and over were eligible for an additional $5,500 in "catch-up"
contributions.

4Employee Benefit Research Institute. 401 (k) Plan Asset Allocation, Account Balances,
and Loan Activity in 2009, Issue Brief No. 350 (Washington D.C.: November 2010).
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may provide participants with access to their tax-deferred retirement
savings before retirement.’

Plan sponsors that offer 401(k) plans have responsibilities under ERISA.
The law establishes that a plan fiduciary includes a person who has
discretionary control or authority over the management or administration
of the plan, including the plan’s assets.’ Typically, the plan sponsor is a
fiduciary under this definition. ERISA requires that plan fiduciaries carry
out their responsibilities prudently and do so solely in the interest of the
plan’s participants and beneficiaries. In accordance with ERISA and
related Labor regulations and guidance, plan sponsors and other
fiduciaries must exercise an appropriate level of care and diligence given
the scope of the plan and act for the exclusive benefit of plan participants
and beneficiaries, rather than for their own or another party’s gain.
Responsibilities of a fiduciary may include, but are not limited to

selecting and monitoring any service providers to the plan;
reporting plan information to the federal government and to participants;

adhering to the plan documents, including any investment policy
statement;

identifying parties-in-interest to the plan and taking steps to monitor
transactions with them;

selecting and monitoring investment options the plan will offer and
diversifying plan investments; and

ensuring that the services provided to the plan are necessary and that the
cost of those services is reasonable.

*Plan sponsors may provide participants access to their retirement savings in the form of a
participant loan, a hardship withdrawal, or a lump-sum distribution when the participant
separates from the plan sponsor. Participants who take an early distribution generally pay
a 10 percent early withdrawal penalty and income taxes on the distribution amount and
may face other restrictions and fees, such as loan origination fees.

®Labor’s proposed regulations of October 2010, would amend the definition of an ERISA
fiduciary, reducing the number of conditions that need to be met to be deemed an ERISA
fiduciary. As such, the proposed regulation, if finalized, would encompass a greater number
of entities assisting plan sponsors with selecting investment options. Definition of the Term
“Fiduciary,” 75 Fed. Reg. 65,263 (proposed Oct. 22, 2010) (to be codified at 29 C.F.R. pt.
2510).
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Because 401(k) plans place the responsibility for ensuring adequate
retirement savings on participants and limit a fiduciary’s liability for
investment decisions made by participants, Labor has placed additional
responsibilities on plan sponsors and their fiduciaries who offer these
plans. For participants to have control, they must be given the opportunity
to choose from a broad range of investment alternatives. They must be
allowed to give investment instructions at least once a quarter and perhaps
more often if the investment option is volatile. In addition, participants
must be given sufficient information to make informed decisions about the
investment options offered under the plan.’

ERISA allows plan sponsors to hire companies that will provide the
services necessary to operate their 401(k) plans. Service providers are
various outside entities, such as investment companies, banks, or
insurance companies that a plan sponsor hires to provide the services
necessary to operate the plan such as

investment management (e.g., selecting and managing the securities
included in a mutual fund);

consulting and providing financial advice (e.g., selecting vendors for
investment options or other services);

record keeping (e.g., tracking individual account contributions);

custodial or trustee services for plan assets (e.g., holding the plan assets in
a bank); and

telephone or Web-based customer services for participants.

Labor’s Employee Benefits Security Administration (EBSA) oversees
401(k) plans,® educates and assists plan sponsors and participants,

"Our recent reports on target date funds and conflicted investment advice illustrate that
managing the risks faced in saving for retirement through 401(k) plans today can be
complicated and pose significant challenges for participants and sponsors alike. See GAO,
Defined Contribution Plans: Key Information on Target Date Funds as Default
Investments Should Be Provided to Plan Sponsors and Participants, GAO-11-118
(Washington, D.C.: Jan. 31, 2011); and GAO, 401(k) Plans: Improved Regulation Could
Better Protect Participants from Conflicts of Interest, GAO-11-119 (Washington, D.C.: Jan.
28, 2011).

®IRS also oversees various aspects of 401(k) contributions under the Internal Revenue
Code.
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investigates alleged violations of ERISA, responds to requests for
interpretations of ERISA through advisory opinions and rulings, and
makes determinations to exempt transactions that would otherwise be
prohibited under ERISA.? However, the specific investment products
commonly offered in 401(k) plans fall under the authority of the applicable
securities, banking, or insurance regulators. These regulators include SEC,
federal and state banking agencies, and state insurance commissioners as
follows:

SEC, among other responsibilities, regulates securities markets and
issuers, including mutual funds under various securities laws.

Federal agencies charged with oversight of banks—primarily FRB, OCC,
FDIC, and state banking agencies—oversee bank investment products,
such as collective investment funds (CIF)," which are trusts that pool the
investments of retirement plans or other institutional investors."

State insurance agencies generally regulate insurance products. Some
investment products may also include one or more insurance elements,
which are not present in other investment options. Generally, these
elements include an annuity feature and interest and expense guarantees."

Labor regulations specify that participants must be offered at least three different

investment options so that they can diversify investments within an investment category,
such as through a mutual fund, and diversify among the investment alternatives offered.

"The operation of CIFs by national banks is subject to regulation under OCC regulations.
While certain CIF's offered by state banks must comply with OCC regulations in order to
qualify for tax-exempt treatment (See 26 U.S.C. § 584) these CIFs generally are not limited
to employee benefit assets. CIFs offered by state banks that consist solely of employee
benefit assets such as retirement, pension, profit sharing, stock bonus, or other trusts that
are exempt from federal income tax must only comply with applicable state law
requirements (which may include a cross-reference to OCC regulations) and are not
required under the tax code to comply with OCC regulations. 12 C.F.R. § 9.18(a)(2).

"An institutional investor is an organization that pools large sums of money and invests
those sums in securities, real property and other investment assets. Institutional investors
include banks, insurance companies, retirement or pension funds, hedge funds,
foundations and mutual funds.

“In the United States, an annuity contract is created when an insured party, usually an
individual, gives an insurance company money that will later be distributed back to the
insured party over time. Annuity contracts traditionally provide a guaranteed distribution
of income over time, until the death of the person or persons named in the contract or until
a final date, whichever comes first.
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401(k) Investment Options ERISA does not prohibit a plan from offering any type of investment to its
participants, but gives plan sponsors flexibility to choose the investments
to be offered through their 401(k) plans.” There are many types of 401(k)
investment options, including those listed in table 1.

______________________________________________________________________________________________________________________|
Table 1: Investment Options Typically Offered through a 401(k) Plan

Type of investment option Description

Real estate accounts Real estate accounts are open-ended, commingled accounts that invest directly in real estate,
such as funds that buy and manage commercial properties. Real estate accounts are equity
accounts consisting primarily of high quality, well-leased real estate properties in the industrial,
office, retail, and hotel sectors. If real estate accounts are offered by insurance companies as
separate accounts, they are regulated by the State Insurance Commissioner in the state they
are created.

Mutual funds A mutual fund, legally known as an open-end investment company, is a company that pools
money from many investors and invests the money in stocks, bonds, short-term money market
instruments, other securities or assets, or some combination of these investments. These
investments comprise the fund’s portfolio. Mutual funds are registered and regulated under the
Investment Company Act of 1940, and are supervised by the SEC. Mutual funds sell shares to
public investors. Each share represents an investor’s proportionate ownership in the fund’s
holdings and the income those holdings generate. Mutual fund shares are "redeemable,"
which means that when mutual fund investors want to sell their shares, the investors sell them
back to the fund, or to a broker acting for the fund, at their current net asset value per share,
minus any fees the fund may charge.

Money market funds Money market funds are open-end management investment companies that are registered
under the Investment Company Act of 1940, and regulated under rule 2a-7 under that act.
Money market funds invest in high-quality, short-term debt instruments such as commercial
paper, treasury bills and repurchase agreements. Generally, these funds, unlike other
investment companies, seek to maintain a stable net asset value per share (market value of
assets minus liabilities divided by number of shares outstanding), typically $1 per share.

Collective Investment Funds (CIFs) A CIF is a bank-administered trust that holds commingled assets that meet specific criteria.
Each CIF is established under a “plan” that details the terms under which the bank manages
and administers the fund’s assets. The bank acts as a fiduciary for the CIF and holds legal title
to the fund’s assets. Participants in a CIF are the beneficial owners of the fund’s assets. While
each participant owns an undivided interest in the aggregate assets of a CIF, a participant
does not directly own any specific asset held by a CIF. CIFs are designed to enhance
investment management by combining assets from different accounts into a single fund with a
specific investment strategy. Many banks establish CIFs as an investment vehicle for
employee benefit accounts, including 401 (k) plans.

Title I of ERISA does not proscribe or prohibit particular types of investment products or
options, but plan sponsors must conduct due diligence and prudently select the investment
options they want to offer to their participants.
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Type of investment option

Description

Balanced funds

Balanced funds are pooled accounts invested in stocks, bonds, and often additional asset
classes. They are classified into two subcategories: target-date funds and nontarget-date
balanced funds. Target date funds are often registered mutual funds and hold a mix of stocks,
bonds, and other investments. Over time, the investment allocation gradually shifts according
to the fund’s investment strategy. Target date funds are designed to be investments for
individuals with particular retirement dates in mind. The name of the fund often refers to its
target date. For example, a fund with the name “Target 2030” is designed for individuals who
intend to retire in or near the year 2030. Nontarget-date balanced funds include asset
allocation or hybrid funds.

Stable value funds

Stable value funds are a fixed income investment option, designed to preserve the total
amount of participants’ contributions, or their principal, while also providing steady, positive
returns set in the contract. See below for more information.

Source: GAO.

Note: See GAO-11-118 for more information on target date funds.

Labor reports that, in recent years, there has been a dramatic increase in
the number of investment options typically offered under 401(k) plans.
Many investments offered under 401(k) plans today pool the money of a
large number of individual investors into funds called commingled or
pooled accounts." However, larger plans are more likely to structure their
investments in separate accounts."” Both types of accounts may be
invested in stocks, bonds, or real estate, but the type and number of
options plan sponsors offer to participants in any given 401(k) plan vary
based on a number of factors, including the size of the plan and the chosen
plan service providers.

Results from a 2009 survey conducted by an industry consulting firm show
that the most commonly offered 401(k) investment options in 2009 were
equity, bond, and stable value funds.'® Results from the survey also
indicated that the percentage of plans offering money market funds
significantly increased between 2007 and 2009. As shown in figure 1, equity
funds accounted for over 40 percent of the 401(k) plan assets at the close
of 2009. Other plan assets were invested in company stock; stable value
funds, including guaranteed investment contracts; balanced funds; bond
funds; and money funds.

14Commingled or collective funds are designed to combine the assets of unrelated
retirement plans, enabling participants to diversify and gain the economies of scale, i.e., the
advantages that being part of a larger fund affords, such as greater profits and less cost.
Participants own a share in a pool of assets.

PFor plans that offer separate accounts, participants own the assets in the pool.

Hewitt Associates, Trends and Experience in 401(k) Plans (Lincolnshire, IL: 2009).
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Figure 1: Estimated Aggregate Asset Allocation of 401(k) Plan Assets, 2009

Dollars in billions

Equity funds ($496.1)

]

17% Balanced funds ($205.7)

41% GICs and other stable value funds
($157.3)

Bond funds ($133.1)

4% o, 9%
(]

Company stock ($108.9)
Money funds ($60.5)
Other ($48.4)

Sources: Employee Benefit Research Institute and Investment Company Institute.

Note: GAO analyzed data provided in the November 2010 EBRI Issue Brief No. 350, in which EBRI
and ICl summarize data from their 2009 EBRI/ICI 401(k) database. According to EBRI and ICl, at
year end 2009, all 401(k) plans held a total of $2.8 trillion in assets, and that the database is a
representative sample of the estimated universe of 401(k) plans. EBRI and ICI state the database
contains information on over 51,000 401(k) plans (about 10 percent of plans) with $1.21 trillion in
assets (about 44 percent of 401(k) plan assets) and about 20 million participants (about 42 percent of
the universe of active 401(k) plan participants). The percentages presented in this figure are
estimates of 401(k) plan assets included in each investment type based on the population covered in
the database, or $1.21 trillion in 401(k) plan assets. The “Equity funds” and “Bond funds” categories
consist of pooled investments—including mutual funds and ClIFs—that are primarily invested in
stocks and bonds, respectively. The “Other” category is the residual for other investments, such as
real estate funds, and the “Money funds” category includes money market funds and other funds that
are designed to maintain a stable share price, other than GICs and stable value funds. For definitions
of key terms used in the report, please see the glossary.

Stable Value Funds

A key type of investment commonly offered through 401(k) plans is the
stable value fund, which is a capital preservation investment option. These
funds are primarily offered to defined contribution plan participants,
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including 401(k) plan participants.'” Stable value funds are marketed as
being invested in high-quality, diversified fixed income investments that
are protected against interest rate volatility. According to the Stable Value
Investment Association, about 50 percent of 401(k) plans offer stable value
funds and when a stable value fund is offered, participants put about 15 to
20 percent of their plan assets, on average, into the investment option.
Stable value funds are designed to preserve the total amount of
participants’ contributions, or their principal, while also providing steady,
positive returns.

While these funds attempt to maintain a stable return, actual return could
vary over time because of changes in the market value of the underlying
stable value portfolio assets, among other things."” To protect the fund
from interest rate volatility, an important component of a stable value fund
is the contract that plan sponsors or stable value fund managers purchase
from plan service providers, including banks and insurers. The contract is
a guarantee by a service provider, in the event of participant withdrawals,
to pay participants at book value should the market value of the stable
value portfolio be worth less than the amount needed to pay that book
value." As part of the price of providing this guarantee, contract providers

""The stable value fund industry used to offer “stable value mutual funds” to investors who

invested in Individual Retirement Accounts; however, after SEC staff raised concerns about
the funds’ accounting methods, stable value mutual funds were terminated.

The market value of a stable value fund is the collective prices at which the underlying
assets of the fund are trading in the market at a given time.

“The book value of a stable value fund is the principal contributed to the investment

option, plus accrued interest, minus withdrawals and fees. Accrued interest, minus
withdrawals and fees, is calculated based on a methodology specified in the stable value
fund contract and is reset on a periodic basis, which is usually quarterly or semiannually.
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typically require certain restrictions on plan sponsor and participant
withdrawals or transfers of plan assets from stable value funds.”

While the market value of a stable value fund fluctuates as market prices
of the underlying assets rise and fall, its book value fluctuates much less
often, if at all—the rate of return may be fixed, indexed, or reset
periodically based on certain factors, including the actual performance of
the underlying assets—depending on the type of stable value fund contract
obtained by the plan. Table 2 describes the three types of stable value fund
contracts. Stable value funds may hold one contract type or a combination
of contracts.

Table 2: Descriptions of the Three Types of Stable Value Fund Contracts

Type of stable value fund

Description

Traditional guaranteed investment
contracts (GIC)

Plan sponsors contract with an insurance company to guarantee participants principal
protection and a rate of return regardless of the performance of the underlying assets, which
the insurance company owns and holds within their general account.

Separate account GICs

Plan sponsors contract with an insurance company to guarantee participants principal
protection and a rate of return, which may be fixed, indexed, or reset periodically based on the
actual performance of the underlying assets. The insurance company owns and holds the
underlying assets in a separate, customized account for the exclusive benefit of a single plan.

Synthetic GICs

Plan sponsors contract with a bank or insurance company to guarantee participants principal
protection and a rate of return relative to a portfolio of assets held in an external trust owned
by the plan. The rate of return, which is based on the actual performance of the underlying
assets, is reset periodically.

Source: GAO.

Note: For the purpose of this report, stable value funds described are those typically categorized as
synthetic guaranteed investment contracts.

*n fact, according to a stable value fund provider, plan sponsor restrictions are necessary
to provide the fund manager with a tool to protect the remaining investors in the fund and
to protect the issuers of wrap contracts used by the funds. Similarly, in a 2006 Akron Law
Review publication, an industry expert notes that, in order for a wrap contract to be a
financially sound product, wrap contract providers nearly universally insist that plan
participants not be allowed to make direct transfers from a stable value fund into a money
market fund. The author argues that these participant restrictions are not only necessary to
maintain favorable returns above those of other low-risk investments, but also to ensure
that less financially sophisticated plan participants are not disadvantaged by financially
sophisticated, market-timing plan participants. Paul J. Donahue, “Plan Sponsor Fiduciary
Duty for the Selection of Options in Participant-Directed Defined Contribution Plans and
the Choice Between Stable Value and Money Market,” Akron Law Review 39, No. 1 (2005-
2006).
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For synthetic GICs, contracts are called “wrap contracts.” These stable
value funds may obtain multiple wrap contracts from wrap contract
providers to cover the underlying assets held in the stable value portfolio.
As shown in figure 2, if participants want to withdraw funds when the
value of a stable value portfolio falls below the book value the wrap
contract provider may make up the difference for participants. In this
situation, the wrap contract provider must only cover the difference
between market value and book value if the total amount of participants’
withdrawals exceeded the market value of the underlying stable value
portfolio.

. ____________________________________________|]
Figure 2: Stable Value Fund Wrap Contract

Value of
investment

Market value
of portfolio

l

®&———— Under the conditions of the wrap contract,
if the fund liquidates when the book value
of the portfolio is higher than its market value,
the insurer (wrap contract provider) pays
I the difference according to the terms
of the wrap contract.

Book value
of contract

Duration of
investment

Source: GAO presentation of Stable Value Investment Association information.
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401(k) Investment
Practice: Securities
Lending with Cash
Collateral Reinvestment

Many of the investment options offered by plan sponsors, including money
market funds, stable value funds, and equity funds, engage in a practice
called securities lending, where some of the assets held in these
investment options on behalf of plan participants are lent out for a period
of time to a third party, usually a broker-dealer.” In return, the broker-
dealer provides collateral to the securities lending agent to hold until the
broker-dealer returns the borrowed securities.” For example, an S&P 500
index fund will hold the same stocks in approximately the same ratio as
they comprise the S&P 500, in an attempt to approximate the return of the
S&P 500. There will always be a gap between the S&P 500 and an index
fund that tries to approximate the returns of the S&P 500, by buying and
selling stocks to maintain the same values as are held in the S&P 500. This
gap, also known as “tracking error,” is caused by, among other things, fund
expenses, such as investment advisory fees, and brokerage expenses, that
the index itself would not have. These index funds may try to decrease the
gap by earning greater return on the stocks they hold by temporarily
lending out the securities and then investing the cash collateral they
receive.” Table 3 defines the various parties involved in a typical securities
lending transaction.

*ISome of the $2.8 trillion in assets held in 401(k) plans at the end of 2009 were utilized in
securities lending programs, but the specific percentage is unknown. The percentage of
assets lent out at any given time varies by type of 401(k) investment option. While SEC
staff, by no-action letters, limit the percentage of assets in mutual funds and money market
funds that can be utilized in securities lending programs, other 401(k) investment options
that are not registered with SEC, such as some equity, bond, and stable value funds, are
generally not limited in the percentage of assets that can be utilized by securities lending
programs.

*The securities lending agent takes collateral for the loan that can be either cash or
securities, such as bonds or stocks. However, in the United States, cash is the primary form
of collateral taken in securities lending transactions and, thus, for the purpose of this
report, investment options that lend securities are those investment options that
participate in the practice of lending plan assets to third parties in exchange for cash as
collateral that a fund reinvests, or securities lending with cash collateral reinvestment.

#If the investment option takes cash as collateral, the lender has the right to reinvest that
cash to earn an additional return. The borrower does not pay an additional fee to borrow
the securities, called a “negative rebate,” unless the security is in extremely high borrowing
demand. If the investment option takes securities as collateral, the borrower will pay the
lender a fee.
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Table 3: Various Parties Involved in a Typical Securities Lending Transaction with Cash Collateral Reinvestment

Entity

Role

Plan participants

Plan participants contribute to their 401(k) and direct that contribution to certain investment
options. In 401(k) plans, the assets are held in trust for participants.

Plan sponsor

A plan sponsor chooses which investment options to offer to its participants and, when making that
choice, may decide whether to offer investment options that engage in securities lending.

Plan service provider

A plan service provider purchases securities on behalf of 401(k) plan participants. May act as
securities lending agent.®

Securities lending agent

The securities lending agent may coordinate loans of securities, hire a manager to invest cash
collateral, and often takes on counterparty risk—or the risk that the borrower will fail to return the
securities—on behalf of the plan. May be an affiliate of the custodian, i.e., an entity, usually a bank,
that has legal responsibility for safekeeping a plan’s securities.

Borrower

The borrower contracts with a broker-dealer to acquire the securities it needs to cover its
obligations. The broker-dealer can also be the borrower. There are many reasons why an entity
might seek to borrow securities, including for “short” sales, i.e., borrowing a security from a broker
and selling it, with the understanding that it must be bought back and returned to the broker. Short
selling is a technique used by investors who try to profit from the falling price of a stock.

Broker-dealer

The broker-dealer borrows securities on behalf of its customers, providing cash as collateral to the
securities lending agent.” A broker-dealer is a company or other organization that trades securities
for its own account or on behalf of its customers. Although many broker-dealers are “independent”
firms solely involved in broker-dealer services, many others are business units or subsidiaries of
commercial banks, investment banks or investment companies. When executing trade orders on
behalf of a customer, the institution is said to be acting as a broker. When executing trades for its
own account, the institution is said to be acting as a dealer.

Cash collateral pool manager

The cash collateral pool manager invests the cash provided as collateral for the borrowed
securities in order to earn additional return for the securities lending agent during the period of time
that the securities are borrowed. The securities lending agent can be the cash collateral pool
manager, but usually it is an affiliate of the securities lending agent.

Source: GAO.

°Custodial banks commonly provide securities lending services to defined benefit and defined
contribution plans. If the plan invests plan assets in separate accounts, plan sponsors can choose
whether or not to participate directly in a securities lending program. If the plan invests plan assets in
commingled accounts—including mutual funds and collective investment funds—it may also
participate indirectly in securities lending if those commingled accounts participate in securities
lending.

*The amount of collateral provided by the broker-dealer may depend on the type of security being

lent. For U.S. securities a typical collateral rate is 102 percent, for international securities it is 105
percent, of the value of the securities being lent out.

Figure 3 shows how a simple securities lending transaction would work.
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Figure 3: Example of a Simple Securities Lending with Cash Collateral Reinvestment Transaction

n Participant
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B When the broker-dealer returns the security,
the plan refunds the cash used as collateral.

Source: GAO interviews and analysis of the practice of securities lending with cash collateral reinvestment.

Note: When securities are on loan, the lenders, or plan participants, retain all the benefits of
ownership including rights to dividends, interest payments, corporate actions (excluding proxy voting),
and market exposure to unrealized capital gains or losses.

*Participants earn additional return in this transaction when the reinvested cash collateral earns more
than the amounts owed to (1) the cash collateral pool manager as a fee for managing the cash
collateral pool and (2) the broker-dealer as a “rebate.” Generally the return left over after these two
entities are paid is split between the securities lending agent and plan participants in varying
percentages. The proceeds from securities lending that plan participants receive typically serves to
offset custody fees and administrative expenses or to simply enhance participants’ portfolio returns.

Institutions engaged in securities lending for a 401(k) plan subject to
ERISA are supposed to take all steps necessary to design and maintain
their programs to conform to an ERISA exemption that authorizes
securities lending transactions that might otherwise constitute “prohibited
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Certain Investment
Options Placed
Withdrawal
Restrictions on 401(k)
Plan Sponsors and
Participants

transactions” under ERISA.* In general, ERISA prohibits parties-in-
interest—such as service providers, plan fiduciaries, the employer, the
union, owners, officers, and relatives of parties-in-interest—from doing
business with the plan® but provides various exemptions to these
prohibited transactions.” Some of the exemptions provide for dealings
with banks, insurance companies, and other financial institutions essential
to the ongoing operations of the plan. Labor issued Prohibited Transaction
Exemption (PTE) 2006-16 to allow the lending of securities by employee
benefit plans to certain banks and broker-dealers and to permit the
payment of compensation to a lending fiduciary for services rendered in
connection with loans of plan assets that are securities.”

Between 2007 and 2010, some plan sponsors and participants were
restricted from withdrawing their plan assets from certain 401(k)
investment options, such as real estate, money market, and stable value

*Pprohibited Transaction Exemption (PTE) 2006-16; Class Exemption to Permit Certain
Loans of Securities by Employee Benefit Plans, 71 Fed. Reg. 63,786 (Oct. 31, 2006).

#29 U.S.C. § 1106. Prohibited transactions under ERISA include a sale, exchange, or lease
between the plan and party-in-interest; lending money or other extension of credit between
the plan and party-in-interest; and furnishing goods, services, or facilities between the plan
and party-in-interest, among other prohibited transactions. Labor may grant administrative
exemptions from the prohibited transaction provisions of ERISA.

ERISA provides a number of detailed exemptions to its prohibited transaction provisions
and permits Labor to establish additional ones. 29 U.S.C. §1108.

*"Prohibited Transaction Exemption (PTE) 2006-16. This exemption permits the lending of
securities owned by an employee benefit plan to persons who would otherwise constitute a
“party in interest” with respect to such plans, provided certain conditions specified in the
exemption are met. Under those conditions neither the borrower nor an affiliate of the
borrower can have discretionary control over the investment of plan assets, or offer
investment advice concerning the assets, and the loan must be made pursuant to a written
agreement. The exemption also establishes a minimum acceptable level for collateral based
on the market value of the loaned securities and permits compensation of a fiduciary for
services rendered in connection with loans of plan assets that are securities.
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investment options.” As shown in figure 4, beyond elevated levels of
withdrawal requests, there were various reasons why certain investment
options restricted withdrawals.”

®There are a number of reasons why plan sponsors and participants may want to withdraw
their assets. For example, plan sponsors can switch investment options because they want
to offer different investment options or because fees are too high at their current service
provider. Participants often transfer their plan assets into riskier or safer investment
options or may withdraw their 401(k) assets because they are experiencing a personal
hardship. Participants are also allowed to withdraw their assets when they retire. Between
2007 and 2010, while some investment options placed restrictions on participants and
sponsors who wanted to withdraw to move their plan assets into other investments,
investment options generally did not restrict certain withdrawals that were defined by plan
sponsors. This included hardship withdrawals and withdrawals at retirement, if applicable.

»Withdrawal restrictions, in general, may have prevented some realized losses during the
period of the restrictions.
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Figure 4: Reasons Withdrawal Restrictions May Have Occurred Regarding 401(k) Plan Assets
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Source: GAO.

Real Estate Accounts
Restricted Withdrawals
Because of Illiquid Assets

Multiple real estate accounts placed restrictions on participant and
sponsor withdrawals in 2007 and 2008—some of which lasted into 2011.%
Since these accounts buy and manage real estate, such as commercial
properties, which is inherently more illiquid than some assets in other
401(k) investment options, industry experts we spoke to told us that few
plan sponsors tend to offer these investment options in 401(k) plans.
Nevertheless, some 401(k) plan participants had invested some of their
401(k) plan assets with these types of investment options and found those

30Generally, defined benefit plans are more likely to invest in real estate than defined

contribution plans. As such, public reports of redemption restrictions noted that numerous
defined benefit plans also experienced withdrawal restrictions from these investment
options.
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assets frozen during the last few years because some of the investments in
the real estate accounts—for example, an investment by the real estate
fund in a high-rise building or other commercial property—had lost
significant value and became difficult to sell. As a result, participants’ and
plan sponsors’ withdrawals of their assets from the investment options
were postponed by managers of the accounts, sometimes for multiple
years.” While the number of 401(k) plan sponsors or participants whose
withdrawals were affected or who lost money as a result of withdrawal
restrictions is unknown, at least one lawsuit was filed on behalf of ERISA
plans, including 401(k) plan participants, alleging that a service provider
breached its fiduciary duties by managing a real estate account that
restricted withdrawals inconsistently with its stated objecti