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Assets in Stable Value Mutual
Funds Pass $1 Billion Mark

safe havens, of course, since their
first mandate is to avoid losing
any of their shareholders’ princi-

pal. The problem was that this
Brinson fund—while positioned
as a money market fund to partic-

ipants in at least one company’s
401(k) plan (BP PLC), according

to the Journal —was actually a
"cash management" fund. Also
known as an ultrashort bond

fund, these funds invest primarily
in short-term debt securities that

carry relatively little interest-rate
risk.

continued on page 5 

By: Randy Myers

W
hile Congress scrambles
to figure out how giant
energy trader Enron

Corp. could fail without advance
warning from auditors, securities
analysts or federal regulators,
investors are left with a more
immediate puzzle: How do I make
sure I don’t get burned by another
Enron-like implosion?

It’s not an idle question.
Enron was just one of a record
143 publicly traded companies
that filed for protection under
Chapter 11 of the federal bank-
ruptcy code last year, leaving
behind a dismal $76 billion trail
of debt, according to Moody’s
Investors Service. That was up
from 119 bankruptcies affecting
$30 billion of debt in 2000, and a
mere 58 bankruptcies affecting
$11.8 billion in debt in 1990. With
the economy still slumping, there
is, unfortunately, little to suggest
that the trend will be reversed any
time soon.

The problem, of course, is
that no one knows exactly where
the next Enron will come from or
what form its financial woes will
take. After all, there aren’t many 

continued on page 8 

By: Randy Myers

S
table value mutual funds
are finally gaining traction.
Roughly four years after

Bankers Trust launched the first
such fund there are now more
than half a dozen, with total
assets exceeding $1.3 billion.
While that’s a pittance compared
to the $3.3 trillion in stock funds,
$2.3 trillion in money market
funds and nearly $1 trillion in
bond funds, it’s not pocket
change, either. And with the stock
market sluggish and money mar-
ket returns at historic lows, stable

By: Randy Myers

E
ven after suffering through
the implosion of the tech-
stock sector in 2000 and the

broad market slump that’s lin-
gered since then, investors had
reason to be disturbed by the
December 14 article in The Wall
Street Journal. A "money market
fund," the newspaper reported
under a bold headline, had lost
1.9% of its value, or $47.8 million,
in a single day.

Investors have come to
regard money market funds as

value funds seem poised for con-

tinued growth.

"Product awareness is still a
big issue, particularly with finan-

cial advisors in the IRA market,"

says John Axtell, managing direc-
tor and head of the stable value

group at Deutsche Asset

Management, the asset manage-
ment arm of Deutsche Bank,

which acquired Bankers Trust in

1999. "But we’ve been doing a lot
in terms of putting on seminars

for both financial advisors and the

press, and what we’ve seen is that
once advisors are made aware of 
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It’s in the Message
An Outlook for 2002

By: Nick Caggia, SVIA

Stable value has enjoyed increasing suc-
cess and media attention over the past year.
Many in the stable value community have won-
dered how to maintain this momentum and
capitalize on it. SVIA’s Chairman, Eric Kirsch,
provides the answer, "It’s all in the message!"

Kirsch recently expressed his opinion that
2002 will present good opportunities for stable
value. As investors look to diversify their

accounts, to protect themselves from volatility, they will seek stable
value. To this end, investor education will be vital. SVIA and its
membership must work to ensure that the name "stable value" is
mainstreamed into the conservative investment lexicon, along side
money markets and intermediate bonds. In order to accomplish this,
SVIA will take its case to the media.

SVIA will target both mainstream newspapers and trade press
across the country to reach out to a wide audience, including
investors, plan sponsors, consultants, and financial advisors. In
addition, SVIA also hopes to expand this media plan to television an
online outlets to maximize its audience. To jump start this effort,
the SVIA Board will work with press in cities they visit during quar-
terly meetings across the country, including San Francisco, New
York, and New Orleans.

On a second front, SVIA will visit with policy makers to educate
them on the positive attributes of stable value and the protections
the product offers. Both the executive and legislative branches are
exploring ways to avoid another Enron-type situation, offering a
unique opportunity to spread the word. Members of the SVIA
Government Relations Committee will travel to Washington, DC, to
meet with Senators, Representatives, and staff at the Department of
Labor.

In addition to traditional stable value markets, Kirsch thinks
that 2002 should offer growth in newer areas. Stable value mutual
funds will offer great opportunities in the coming year. There is good
growth potential in this burgeoning area as existing funds garner
greater respect and notoriety, enticing new players into the market.
In addition to these domestic prospects, Kirsch believes that
European and Asian markets are on the horizon for stable value.

SVIA is working to make 2002 a benchmark year for stable
value. Kirsch has the winning formula to make this happen, "Strong
investor appetite, combined with an active public awareness pro-
gram, will lead to a robust year for stable value." 

STABLE TIMES First Quarter 2002

2

2002 SVIA National Forum
October 15-17, 2002

SAVE THE DATE!

Eric Kirsch

Stable Value in the Spotlight

By: Nick Caggia, SVIA

I
ndustry insiders have long rec-
ognized the worth of stable
value products in diversifying

investments. Why has the general
public been slow to catch on? The
press, like the investing public,
has not focused on stable value.
Instead, they have been enticed by
the sexy ups and downs of the
stock market. When the markets
are consistently down, the press
tends to focus on conservative
investments like stable value.

In the past few months, how-
ever, stable value has enjoyed
press attention. Stable value’s
characteristics of stability and liq-
uidity have made it more popular
now that equity returns have
decreased and volatility has
increased. As plan participants
have seen their balances drop,
they have discovered stable value.
The reason is obvious, steady but
certain returns are far better than
negative returns.

SVIA has been tracking stable
value in the news and is proud to
note the following articles among
the positive press that stable value
has received.

October 19, 2001, The
Wall Street Journal, "Bond
and Other ‘Stodgy’ Funds
Come Back."
Besides the classification of Stable
Value Funds as "stodgy," this was
a positive piece that compared

several different types of financial
instruments including: Bond
Funds, Gold Funds, Closed-End
Muni Bond Funds, and Fixed
Annuities. 

November 26, 2001,
Pensions and Investments,
"Participants Get
Reacquainted with Old
Friend– Stable Value."
The story highlighted the $45 bil-
lion that has moved into stable
value funds during the first three
quarters of 2001.

January 6, 2002, The
New York Times , "Satisfying
2 Cravings: Yield and
Safety."
The article centered wholly on the
stable value IRA community. This
piece was unique in that it fea-
tured perspectives from real
investors who are taking advan-
tage of stable value.

February 1, 2002,
Employee Benefit News,
"Stock Volatility has
Investors Seeking Happier
Returns."
Details the transfer of 401(k) con-
tributions from equities into more
conservative options, led by stable
value.

SVIA will continue to work
on delivering the stable value
message. Stay tuned for updates
and progress reports. Also, if you
notice press reports dealing with
stable value, please let us know.
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Congress Takes Aim at Employer Stock in 401(k) Plans;
Business Remains Leery

By: Randy Myers

P
ressure continues to build
in Washington for legisla-
tion that would protect US

workers from future Enron-like
meltdowns in their 401(k) plans.
While Democratic lawmakers
have proposed the most drastic
changes to current law,
Republicans are making their
voices heard, too, with President
Bush himself floating a proposal
that would make it easier for
workers to diversify out of employ-
er stock held in those plans.

When energy trader Enron
Corp. filed for protection from
creditors under Chapter 11 of the
U.S. Bankruptcy Code in
December, it not only left many of
its workers out of a job, it also left
them with tattered retirement
accounts. On average, those work-
ers were reported to have held
about 60% of their 401(k) assets
in Enron stock, which last year
fell from $83 to less than $1.
Their retirement account losses
alone exceeded $800 million.

On January 29, Bush pro-
posed that participants in retire-
ment savings plans be allowed to
diversify out of company stock
contributed to those plans by their
employers after a maximum of
three years. Bush would also pre-
clude senior executives from sell-
ing company stock during times
when rank-and-file workers can’t
trade in their 401(k) accounts,
and assign fiduciary responsibility
for plan assets to employers dur-

ing plan lockdowns. Bush also
called for the Senate to pass the
Retirement Security Advice Act,
which has already been approved
by the House and would make it
easier for financial advisors to
provide investment advice to plan
participants.

That same day, Rep. George
Miller (D-CA) floated the
“Employee Pension Freedom Act”
which would, among other things,
allow participants to diversify out
of employer-stock matching con-
tributions once they are vested in
their plan, limit vesting schedules
to one year, require advance
notice of plan "lockdowns" that
prevent participants from trading
in their accounts, and impose
other new legal protections for
plan participants.

Other proposals have gone
even further. On December 18,
Sen. Barbara Boxer (D-CA) and
Sen. John Corzine (D-NJ)  intro-
duced the “Pension Protection
and Diversification Act of 2001,”
which would limit workers to
maintaining a maximum of 20%
of their dc plan in their employ-
er’s stock and also give them free-
dom to diversify out of company
stock that had been contributed to
their plan by their employer after
just 90 days. The Boxer-Corzine
bill also would limit to 50%,
instead of the current 100%, the
tax deductibility of employer con-
tributions to retirement plans
when those contributions are
made in the form of employer
stock. Additionally, the bill would
allow employees to diversify out of

company stock in an Employee
Stock Ownership Plan once they
have reached the age of 35 and
have at least five years of partici-
pation in that plan. Cur rently,
companies can prevent workers
from diversifying their ESOP
holdings until they reach age 55
and have 10 years of plan partici-
pation. Rep. Peter Deutsch (D-FL)
and Rep. Gene Green (D-TX)  had
earlier introduced similar legisla-
tion that would limit employer
stock holdings to 10% of retire-
ment account assets, but would
not restrict employers’ use of com-
pany stock in matching contribu-
tions.

The business community has
not responded warmly to these
proposals. "They think it’s a terri-

continued on page 4
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continued from page 3

ble idea," says Janice Gregory, vice
president of the ERISA Industry
Committee, an organization of
companies that sponsor retire-
ment plans, when asked about the
Boxer legislation. And, she adds,
"Chances are their employees will
agree." Gregory says US workers
were "outraged" in 1997 when
Boxer was pushing similar legis-
lation, which Gregory character-
ized as an attempt to prevent
workers from participating in the
prosperity of their employers.
Although Boxer succeeded in hav-
ing a bill passed at that time, the
final product was considerably
weaker than what she had first
proposed. It merely barred compa-
nies from forcing employees to
invest their voluntary contribu-
tions to a 401(k) plan in employ-
er stock or employer real estate
(with some exceptions).

In the wake of the Enron
debacle, however, Boxer may find
herself in a stronger negotiating
position. While Gregory insists
that Enron was an isolated inci-
dent that shouldn’t trigger whole-
sale changes in the way other
companies run their retirement
plans, the sheer size of Enron—it
was the seventh largest company
in the country prior to its down-
fall—has riveted Washington’s
attention like few other corporate
failures before it. By late January,
no fewer than 10 Senate and
House committees had
announced inquiries into the
blowup. Even President Bush had

ordered his economic team to
review pension rules that could
put other workers at risk.

"We know there are very
powerful forces arrayed against
this legislation, and that they are
making their voices heard loud
and clear," Boxer spokesman
David Sandretti said in late
January. "But we feel we have a
compelling case and can make a
compelling argument, given the
huge amount of interest in this
situation, given the really terrible
losses that the Enron employees
had to take, and given the fact
that we’ve got a number of com-
panies that have similarly exposed
their workers to this kind of risk."

In fact, while Enron’s implo-
sion hopefully will be an isolated
event, it is hardly the only major
company that has crafted a retire-
ment savings plans stuffed to the
gills with its own stock. According
to a recent report in the
Washington Times, for example,
workers at paint-store chain
Sherwin-Williams have about 92%
of their 401(k) assets in company
stock, workers at Coca-Cola have
about 81%, workers at pharma-
ceutical giant Pfizer Inc. have
about 86%, and workers at
McDonald’s have about 74%.

Those are, to be sure, the
extremes. A recent study by the
Investment Company Institute
and the Employee Benefit
Research Institute, which exam-
ined the 401(k) accounts of 11.8
million workers in 35,367 plans
(about 11% of the nation’s total),
showed that at year-end 2000 par-
ticipants in those plans had about
19% of their assets invested in

employer stock. In cases where
employees do hold more than
that, it’s often because they have
elected to do so, enthused by their
employer’s prospects. That was
also the case at Enron, however,
and it helps to explain why the
environment for legislative action
appears to have changed.

So does the current econom-
ic climate. "The difference
between 1997 and 2002, says
Karen Friedman, Director of
Policy Strategies for the worker
advocacy group the Pension
Rights Center, "is that in 1997 we
still had a bull market." When
most companies’ stocks were
going up in value, few people
were stopping to worry about what
would happen when the party was
over. The case that triggered
Boxer’s 1997 legislation—the
failure of flooring retailer Color
Tile—really did seem like an iso-
lated incident. (At the time that
Color Tile filed for bankruptcy
protection, most of its employees’
401(k) assets were invested in real
estate rented by Color Tile stores.
The employees suffered huge loss-
es in their retirement accounts.)

To some critics of the current
rules governing 401(k) plans, the
federal government has an obli -
gation to step in and protect work-
ers who are shouldering more and
more of the responsibility for their
own retirement security.

"We have a tax subsidized
system and we’re using it to help
people commit financial suicide
instead of financial security,"
argues plaintiff’s attorney Marc
Machiz, a partner and ERISA spe-
cialist in the Washington, DC,

office of Cohen Milstein Hausfeld

& Toll. "If we’re going to pay for
this system with our tax dollars,
we ought to get what we paid for,

and that requires a reasonable
amount of diversification in these

retirement plans. Letting people
put 90% to 100% of their retire-

ment assets into employer stock is
a recipe for disaster."

Friedman agrees, pointing

out that the law already prohibits
employer-sponsored defined bene-

fit plans from holding more than
10% of their assets in employer

stock. "In those plans, where all of
the risk is on the employers and

where we have a federal agency in
place to insure those plans if they
fail, we limit the exposure to com-

pany stock to 10% because of the
need for diversification," says

Friedman. "Yet in 401(k) plans,
where all of the risk is on the

employees’ shoulders, and where
there is no insurance, we’re say-
ing, ‘Oh, let them do what they

want.’ I think legislators will see
the need to implement some leg-

islative protections."
The challenge for supporters

in that camp, of course, will be to
overcome what will inevitably be

intense lobbying from the busi-
ness community and those legis-
lators most sympathetic to their

interests. Proponents of change
will also need to balance their

desire to protect workers from
their own risky choices with the

desire to give them as much free-
dom as possibility for directing
their own retirement accounts.

Whatever the outcome, it will be a
lively, and important, debate.



First Quarter 2002 STABLE TIMES
5

All “Safe” Funds
Not Created Equal

continued from page 1

Although the Brinson fund
was far less volatile than stock
funds or general bond funds—
this was its first significant loss in
its 20-year history—it wasn’t a
true money market mutual fund
of the sort that most investors
think of when they see the words
"money" and "fund" in the same
name. That’s because it didn’t
adhere to the same investment
restrictions aimed at minimizing
risk. British Petroleum told the
Journal that its investment Web
site for employees explained that
the fund didn’t enjoy the same
investment protections as a money
market mutual fund, but that did-
n’t stop some BP employees from
being surprised when their
accounts showed paper losses in
the fund. Nor did it appease some
segments of the money market
fund industry.

"Equating this fund and a
money market fund is like equat-
ing apples and oranges," steams
Mike Sheridan, senior portfolio
manager and director of invest-
ments for Reserve Funds, a New
York investment firm credited with
launching the first real money
market fund and today a specialist
in managing such funds. "It’s
inappropriate, and hence investors
got burned. It highlights the need
for better disclosure."

True money market mutual
funds comply with Rule 2a-7 of
the 1940 Investment Company
Act, which sets strict limits on the
types of securities the funds can
hold. For example, they can invest

only in debt obligations that
mature in 13 months or less and
must maintain an average
weighted maturity for their entire
portfolio of no more than 90 days.
The funds also must invest at least
95% of their assets in debt obliga-
tions with the highest possible
credit rating.

Cash-management or ultra-
short bond funds also invest in
high-grade, short-term fixed
income securities, but will some-
times invest deeper on the credit-
quality scale or farther out on the
yield curve in search of slightly
higher returns. The cash-manage-
ment account profiled in The Wall
Street Journal article is formally
known as the Brinson Trust Co.
U.S. Cash Management Fund. It is
managed by Brinson Partners, a
unit of UBS AG, which markets its
funds to corporate clients but does
not market directly to participants
in the 401(k) plans of those
clients. That marketing is done
either by the plan sponsor or its
plan administrator.

Included in the Brinson
fund’s portfolio in December was
commercial paper (short-term
debt) of Enron Corp., the
Houston-based energy trading
company which that month filed
for protection from its creditors
under Chapter 11 of the U.S.
Bankruptcy Code. That filing trig-
gered an inevitable decline in the
value of Enron’s commercial
paper, which in turn triggered a
decline in the market value of the
Brinson fund.

True money market funds
are allowed to buy commercial
paper, provided it is highly rated
by credit-rating agencies. However,

they may invest only 5% of their
assets in the paper of a single
issuer, and then only if that issuer
has a "tier-1" rating (the highest
rating possible). They may invest
up to 1% of their assets in the
securities of a single "tier-2"
issuer. Enron was a tier-2 issuer,
says Sheridan. Brinson told the
Wall Street Journal that the Enron
paper accounted for about 2% of
the $2.5 billion of assets in its
fund.

For investors seeking preser-
vation of principal in their retire-
ment accounts or elsewhere, the
Brinson incident reinforces the
need for selecting carefully among
the many types of investment
options—from true money mar-
ket funds to stable value funds to
ultrashort bond funds—that tout
safe returns.

"It’s always good to read the
fund’s prospectus," says David
Wray, president of the Profit
Sharing/401(K) Council of
America. "In the case of money
funds, you’re not looking for the
highest possible returns, you’re
just looking for a place that’s safe,
and you want to make sure that’s
what you’ve got." Wray added that
most funds advertised as money
market funds in 401(k) retire-
ment accounts and managed by
well-known investment compa-
nies are just that. Again, however,
it is incumbent upon investors to
know what they’re buying.

There is, of course, one type
of fund that allows investors to
enjoy the stability of a money
market fund and the generally
higher returns of an intermediate-
term bond fund, and that is a sta-
ble value fund. Like intermediate-

term bond funds, stable value

funds routinely invest in high-

grade shorter-term debt securities.

Unlike intermediate-term bond

funds, however, they wrap those

securities in an insurance compa-

ny guarantee, or "wrap contract,"

which assures investors that they

will always be able to redeem their

shares at book value, regardless of

short-term fluctuations in the

underlying portfolio. If the fund

itself cannot pay full value on

shareholder redemptions, the

wrap issuer is obligated to step in

and make up the difference.

(Some stable value funds also

invest in guaranteed investment

contracts, which offer comparable

protection for investors.)

John Kowalik, senior vice

president, portfolio manager and

head of investment-grade fixed

income investments at

Oppenheimer Funds, says it is

telling to compare what would

happen to a stable value fund if

its underlying investment portfo-

lio were to lose 2% of its value in

a single day, as happened with the

Brinson fund. Under such a sce-

nario, he says, investors in the sta-

ble value fund would not realize

that 2% loss, even if they withdrew

their shares the next day. It would

be possible, he conceded, that they

would experience lower returns on

their shares going forward, as that

loss was amortized over a period

of time (a process handled

through reductions in the fund’s

crediting rate). However, the value

of their shares would not have

declined.



Finally, Deutsche also allocates
about 1% of the assets in that
fund to a global asset allocation
overlay strategy which takes tacti-
cal positions, both long and short,
in various securities markets
around the world. Those markets
can include equity futures, fixed
income and foreign currency
markets. "It’s a very risk-con-
trolled strategy that has added
value to the performance of the
portfolio while still allowing the
portfolio to be covered by the wrap
contracts," Axtell says. (Wrap con-
tracts are the book-value guaran-
tees that insurance companies
and other financial institutions
sell to stable value managers to
ensure that stable value investors
won’t lose any of their principal.)

At the other end of the credit-
quality spectrum is the PBHG IRA
Capital Preservation Fund run by
Dwight Asset Management. This
fund invests only in securities with
a Triple-A rating.

Dwight has also gone against
the trend by eschewing any inter-
est-rate triggers for its redemption
fee. Instead, it simply levies the
charge on investors who hold
their shares for less than 12
months. ICMA Retirement Corp.,
meanwhile, which serves govern-
ment pension plans and IRA
investors who participate in them,
puts no restrictions on redemp-
tions from its stable value mutual
fund, which is marketed under
the name Vantagepoint Income
Preservation Fund.

"It’s been difficult to con-
struct this (redemption) fee
because of the natural tension
that exists between what the retail 

continued on page 7
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this product, they quickly see its
benefits and are very receptive to
it."Deustche manages the world’s
oldest stable value mutual fund,
the Deutsche Preservation Plus
Fund, which it markets exclusive-
ly to participant-directed retire-
ment plans. It also manages the
Deutsche Preservation Plus
Income Portfolio, which is mar-
keted to both retirement plans and
IRA investors in two forms: as the
Deutsche Preservation Plus
Income Fund and the Security
Capital Preservation Fund.
Combined, these Deutsche-man-
aged stable value mutual funds
had assets of more than $580 mil-
lion at year-end 2001. Other man-
agers of stable value mutual funds
include Dwight Asset Management
(for the PBGH family of mutual
funds); ICMA Retirement Corp.;
Morley Financial Services, a unit
of Nationwide Financial Services
Inc.; Oppeneheimer Funds and
Principal Life Insurance Co.

Growth Factors
Although stable value mutu-

al funds attracted some attention
from investors upon launch,
interest accelerated in 2000 when
the implosion of the tech-stock
bubble was followed by a broad
stock market downturn, bringing
to a close the greatest bull market
the US had ever seen. Investor
interest intensified last year as the
Federal Reserve Board drove down
short-term interest rates in a bid
to stimulate the economy.

"We started noticing it

(increased interest by investors) in
early-to-mid-2001, when the Fed
started lowering short-term inter-
est rates," says Axtell. "That made
the yields on stable value funds
much more attractive than the
yields on money market funds
and short-term bond funds." By
the end of 2001, stable value
mutual funds were still yielding
about 6.0%. The average money
market fund, by contrast, was
yielding about 2.0%, while inter-
mediate-term bond funds were
yielding about 4.8%.

Soon, the older stable value
mutual funds will have yet anoth-
er marketing lever: a track record
of sufficient length to merit a rat-
ing from Morningstar Inc., the
influential mutual fund research
firm headquartered in Chicago.
Morningstar assigns mutual funds
one of its risk-adjusted "star" rat-
ings after they have been in oper-
ation for three years.

"We just received our
Morningstar rating for the
Deutsche Preservation Plus
Income Fund and got the highest
rating, five stars," says Axtell. "In
fact, we have a five-star rating for
both of our funds. We expect that
kind of recognition to help us
even more in our marketing
efforts going forward. We expect
things to only get better in terms
of asset growth."

Other stable value mutual
funds that will soon have three-
year track records include the
Nationwide Morley Capital
Accumulation Fund managed by
Morley Financial Services and the
Oppenheimer Capital Preservation
Fund managed by Oppenheimer
Funds. The Nationwide fund was

three years old in February, while
the Oppenheimer fund will cele-
brate its third birthday in
September.

Distinguishing Features
Not surprisingly, most stable

value mutual funds launched to
date are similar in structure,
investing principally in high-
grade short-term and intermedi-
ate-term fixed income securities.
Most also charge a redemption fee
to investors who sell their shares
when yields on cash equivalents
shoot above the yields on the
funds themselves. It’s a prudent
measure aimed at discouraging
investors from trying to arbitrage
rates on those competing products
to the detriment of long-term
shareholders.

That said, there are some
noteworthy differences in the way
the funds invest their assets. On
the credit-quality scale, for exam-
ple, Deutsche Asset Management
has taken the most aggressive
approach with its
PreservationPlus Income
Portfolio.  While the average cred-
it quality of its portfolio is a
healthy Double-A, the minimum
credit rating at time of purchase
for most securities in that portfo-
lio is Triple-B. (Deutsche sets a
higher minimum credit rating—
Single A—for securities in its
PreservationPlus Fund.)

ICMA also permits Triple-B
investments in its stable value
fund, but Deutsche goes a step
further with the PreservationPlus
Income Fund by retaining the
right to invest up to 10% of the
fund’s assets in high-yield, or
non-investment-grade bonds.



Oppenheimer Capital Preservation
Fund holds about 70% of its assets
in an Oppenheimer Limited Term
Government bond fund; 20% in
the Oppenheimer Strategic
Income bond fund (a diversified
fixed-income offering), and
approximately 5% each in an
Oppenheimer money market fund
and the Oppenheimer Bond fund
(an intermediate-term fixed
income fund).

Most managers are market-
ing their stable value mutual
funds to IRA investors through
established distribution channels,
such as broker/dealers, financial
advisors, banks, or, in the case of
Nationwide and Principal, their
own distribution networks. Most
are marketing to the defined con-
tribution retirement plan market
as well. Oppenheimer, though,
has proceeded cautiously in the
IRA arena, and only plans to
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Mutual Funds

continued from page 6

investor wants, which is no real
restrictions, and the requirements
of the wrap providers," says Laura
Dagan, Dwight’s chief operating
officer and also a member of the
team of portfolio managers run-
ning the fund. "The problem with
the trigger is that it’s complicated
and hinders sales. So we’ve
worked with our wrap providers to
get them comfortable with how
we’re going to manage the fund
to help protect their interests."

Dagan declined to discuss
the details of how it will do that,
but there are a number of ways to
provide liquidity during times of
rising interest rates, including
holding a buffer of cash in the
fund’s portfolio.
Dagan confirmed that
the PBHG fund port-
folio does include
some cash, along with
treasuries, agency
bonds, mortgage-
backed securities,
asset-backed securities
and Triple-A-rated
corporate bonds.

Yet another
approach to portfolio
construction has been
taken by
Oppenheimer Funds,
which has structured
its stable value prod-
uct as a fund of
funds. According to
John Kowalik, senior
vice president, portfo-
lio manager and head
of investment grade
fixed income invest-
ments for the firm, the

Stable Value Mutual Funds at a Glance

Fund Name Available Manager Inception Assets Assets Portfolio Total
to IRA Date 12/31/01 in IRA Duration Return

Investors? (millions) Accounts (years) 2001
(millions)

Deutsche Preservation No Deutsche Dec. 1997 $264.0 0 3.24 5.60%
Plus
Deutsche Preservation Yes Deutsche Dec. 1998 $25.8 $25.8 3.48 6.14%
Plus Income
Security Capital Yes Deutsche May 1999 $291.3 $262.2 3.48 6.02%^
Preservation
PBHG IRA Capital Yes Dwight Jan. 2002 $190.3 $190.3 2.93 6.05%
Preservation*
Vantagepoint Income Yes ICMA Dec. 2000 $415.0 $21.0 3.11 5.45%
Preservation
Nationwide Morley Yes Morley Feb. 1999 $46.5 $3.0 2.9 6.27%**
Capital Accumulation
Oppenheimer Pending Oppenheimer Sept. 1999 $76.3 0 2.0 5.94%
Capital Preservation
Principal Investors Yes Principal June 2001 $11.5 $1.2^^ 2.58 N/A
Fund: Capital
Preservation

* This is a successor fund to the UAM:IRA Capital Preservation Portfolio. The total return for 2001 is for predecessor fund, which on January 14, 2002, was rolled into the
PBHG IRA Capital Preservation Fund with no changes to its portfolio.
** Total return is for institutional class shares. Total return for IRA class shares was 5.84%.
^ Total return is for Class A shares.
^^ All non-IRA assets represent seed money.

begin marketing there later this
year.

THE OUTLOOK
Though still occupying a

small niche in the mutual fund
world, stable value mutual funds
are poised for substantial growth,
their managers agree.

"Stable value funds have
been available to qualified plans
and plan sponsors for a long time,
and we simply need to get the
word out that this asset class,
which many Americans have
already invested in through their
defined contribution plans, is now
available to them in a different
way," says Steve Ferber, senior vice
president of sales and marketing
at Morley Financial. He says he
expects his firm’s fund to approxi-
mately quadruple in size this year,
to about $200 million, now that
Morley has beefed up its sales and

marketing effort and signed on a
number of new distribution part-
ners.

"We need to build on the
exposure and familiarity of DC
plan participants," agrees Terry
Hotchkiss, a product specialist
with Principal Capital Income
Investors. "Once those people
investing in stable value funds in
their retirement plans see they
have the opportunity to roll their
money into a stable value fund in
their IRA, you’ll see it become a
popular option there, just like it is
right now in DC plans. We also
need to build an historical track
record showing that our long-
term performance is similar to
that of an intermediate-term bond
fund and over most time periods
will consistently outperform
money market funds."

The effort is well underway.
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hyper-growth Fortune 100 energy-
trading companies doing business
with off-balance sheet partner-
ships run by one of their own sen-
ior financial executives, which is
what Enron did. Nor is it likely
that the next fallen corporate icon
will exactly replicate the downfall
of other prominent companies in
recent years.

In such an environment, the
only real solution for investors is
to avoid situations which over-
weight the opportunity to be
blindsided by corporate fraud,
hubris or mismanagement.
Investment guru Warren Buffet
recognized the wisdom of this
course decades ago when he con-
cluded that he wouldn’t invest in
any business he didn’t under-
stand. He wound up sitting out
the tech-stock boom that closed
out the 20th century, yet still
managed to generate fantastic
investment returns.

Lynn Turner, director of the
Center for Quality Financial
Reporting at Colorado State
University and, until recently, the
chief accountant of the Securities
& Exchange Commission, has a
similar message for investors.
"You need to read those financial
statements and footnotes, and if
there’s something in there you
don’t understand, you need to ask
about it," Turner says.

Of course, it’s always possible
to invest in a business you believe
you understand without recogniz-
ing that you really don’t.
Accordingly, Turner warns

investors to be wary of the follow-
ing in a company’s financial
statements, SEC filings or press
reports:
• Related-party transactions.

Enron used related-party trans-
actions between itself and part-
nerships controlled by its chief
financial officer to keep hun-
dreds of millions of dollars in
debt off its balance sheet, there-
by masking its true financial
condition and the risks the
company was facing. "Related-
party transactions just provide
too many opportunities for
management to engage in self-
dealing, and that won’t work
for outside investors," Turner
says.

• Excessive reliance on pro forma
financial results. Pro forma
financial statements typically
exclude many of the charges
companies are required to take
under generally accepted
accounting principles, which
can make companies look
more profitable than they really
are. "If you have a manage-
ment team putting out pro
forma numbers all the time
and telling you not to worry
about their restructuring
charges or one-time write-offs,
that would be a real red flag,"
Turner says. "It indicates that
the management team is not
being above-board with you.
What they should be telling
investors is what happened in
the business that brought those
charges and write-offs about.
Quite often, those charges are
indicative of a company that
hasn’t kept up with technology
or its cost structure, and may

not have a management team
capable of steering the ship
through the rough times."

• Declining cash flow despite ris-
ing sales. "Investors really need
to hone in on companies’ cash
flow statements," Turner says.
"In my opinion, cash is king. If
a company is booking increases
in sales and receivables but the
amount of cash being generat-
ed is declining, it raises serious
concerns about whether those
are legitimate sales the compa-
ny is going to collect. It might
reflect the company giving
extended payment terms to get
those sales, which would indi-
cate other underlying problems,
or increased levels of vendor
financing. Or it could suggest
that they’re dealing with a
lower class of customers who
may not have the wherewithal
to pay." By way of example,
Turner cites Motorola Inc.,
which has taken more than $3
billion in special charges since
1998. At one point, Turner says,
the company was not only pro-
viding vendor financing to
some of its customers but also
guaranteeing the debt those
companies took on to buy prod-
ucts from Motorola—and then
booking revenue on those sales.
"These were not very financially
strong or stable customers, and
when they didn’t make it
Motorola had to take a big
charge," Turner says.

Accounting and investing
experts cite these additional devel-
opments as potential warning
signs of a company in distress:
• Poor return on total capital.

One New York investment bou-

tique calculated as far back as
late 2000 that Enron, despite
reporting ever higher profits,
was earning only about 6% on
its total capital, before interest
and taxes, or not much more
than much less risky govern-
ment bonds. That’s not the
kind of spread that justifies a
high-flying stock price.
Analyzing metrics that link a
company’s income statement to
its balance sheet—such as
return on capital or return on
equity—can be useful in com-
paring the company’s perform-
ance to those of its peers.

• Insider stock sales. Yes, insiders
can have many reasons for sell-
ing shares of the companies
that employ them. It’s still not
something to be ignored. If
insiders are making substantial
sales at the same time they’re
talking up their company’s
great prospects, as Enron’s
management was, investors
should be wary.

• Violating loan covenants. Most
banks require that companies
meet various financial criteria,
such as staying under a speci-
fied debt-to-equity ceiling or
maintaining a specified credit
rating, or risk having their
loans called. If a company vio-
lates a loan covenant or
appears headed in that direc-
tion, investors should be cau-
tious. In worst-case scenarios, it
could leave a company facing a
debt it can’t pay, thereby forc-
ing it into bankruptcy court.

One thing investors
shouldn’t do, Turner says, is rely
on a company’s outside auditors

continued on page 9
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By: Lynn Allen, AEGON
Institutional Markets

O
nce little-known and little-
noticed, 529 plans are fast
becoming as indispensable

to college savings as 401(k) plans
are to retirement savings. 529
plan assets have mushroomed
over the last couple of years to
nearly $11 billion—a 70%
increase since Spring 2000—and
all signs point to continued explo-
sive growth:

• New tax incentives, such as tax-
free qualified withdrawals and
enhanced tax-free rollover pro-
visions, kicked in on January 1,
2002.

• All 50 states, plus Washington
DC, have passed legislation
enabling a 529 plan; 47 states
currently have in place a sav-
ings plan, a prepaid tuition
plan, or both.

• Tax law now allows private
institutions to sponsor 529 pre-
paid tuition plans.

• The majority of states have
partnered with major invest-
ment companies who have the
resources and capability to
market and distribute state
plans nationwide.

The future is indeed bright
for college savings plans. And that
means there’s a great opportunity
for stable value to grow right
along with them, as an integral
component of the 529 investment
mix. Those of us who work with
stable value every day know that
its growth and safety characteris-

tics fit well within the asset/liabili-
ty profile of 529 plans. And states
that have already integrated stable
value into their plans, such as the
Commonwealth of Virginia, have
seen the excellent results it can
provide. Diana Cantor, Executive
Director of the Virginia College
Savings Plan recently stated,
"Since the stock market's down-
turn, our portfolios have outper-
formed those of most other state
college savings plans due in large
part to the fact that we have stable
value in our plans."

But if the stable value indus-
try is to take full advantage of the
growth opportunity the 529 mar-
ket provides, states, program
managers and participants must
all be better educated about stable
value and its benefits. 

Survey Says
As part of that education

effort, AEGON Institutional
Markets commissioned
Yankelovich Partners/Harris

continued on page 10

What Parents Want:
Parental Views on College Savings Good News for Stable Value 

Investment Advice
continued from page 8

to alert them to potentially trou-
blesome situations.

"Given the magnitude of the
restated financial results we’ve
seen in the last half dozen years
and the resulting losses to
investors, which are now
approaching $200 billion, I really
don’t think the (auditing) system
today is working," Turner says.
"Absent some very significant
changes to the regulatory system
as it relates to the accounting pro-
fession, I think the credibility of
the numbers (being reported by
public companies) is going to be
significantly questioned."

Turner suggests that
Congress set up an independent
oversight board for the accounting
profession that includes represen-
tatives from the investing public
and other public interests, includ-
ing pension boards, banks and
other entities that rely on corpo-
rate financial statements. That
board, he says, should have the
authority to oversee the establish-
ment of disciplinary actions
against accounting firms that fail
in their duties, to investigate
accounting firms, and to establish
auditing standards—all anathe-
ma to an accounting industry that
is currently self-regulating and
self-policing.

Like many other critics of the
current system, Turner adds that
auditor independence must be
strengthened by prohibiting audit-
ing firms from also doing lucra-
tive consulting work for their
clients, or, if they are allowed to
do it, by making them subject to

joint and several liability when
their clients are found guilty of
fraud. Under the common law
rule of joint and several liability,
every defendant in a lawsuit is
liable for the entire amount of the
plaintiff’s damages, regardless of
the defendant’s proportion of
fault. The Private Securities
Litigation Reform Act of 1995
made it harder for plaintiffs to
hold accounting firms to that
standard in securities fraud cases.

Turner’s proposals are
stronger than those suggested on
January 18 by SEC Chairman
Harvey Pitt, who has proposed cre-
ating a new entity "dominated by
public members" that would have
disciplinary and quality control
power over accounting firms, but
not to set auditing standards.

Although it has long been
opposed to outside oversight of its
industry, the American Institute of
Certified Public Accountants

pledged days after Enron’s bank-
ruptcy filing to draft new audit
standards for detecting and han-
dling fraud and for reviewing
quarterly financial statements.

Whatever the outcome of any
push to strengthen the nation’s
accounting system, it won’t be
resolved overnight. Until it is,
investors will have to let their
investment activities be guided by
one overriding principle: caveat
emptor.



"I’m relatively pleased with
how the (major) providers are
handling stable value now," says
Wayne Gates, a general director
with John Hancock Financial
Services in Boston and chair of
the SVIA’s Asset Allocation Task
Force. "I’m not sure everyone on
the committee would agree with
that, but we certainly have made
a lot of progress."

continued on page 11
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Interactive to conduct extensive
interviews with 510 parents of
children under age 18 in order to  
discover their specific attitudes
and behavior toward saving for
their children’s college education
expenses. 

The survey found that nearly
9 in 10 parents—87%—believe
that it is "extremely" or "very"
important for their children to go
to college. Eighty-six percent of
respondents say they are wary of
doing something to risk their
accumulated principal. Clearly,
the vast majority of parents view
college savings as a serious
responsibility—a promise they
make to their kids that they don’t
want to risk breaking.

Given the seriousness with
which they view college savings
and the shorter investment hori-
zon compared to retirement sav-
ings, it’s not surprising that par-
ents tend to have a low risk toler-
ance:
• Three in five parents—over

60%—describe themselves as
"conservative" investors.

• Eighty-five percent of respon-
dents believed that some invest-
ments are too risky for their
children’s education fund
regardless of the potential
returns.

• Eighty-seven percent wish they
could have a safe investment
for college costs that they would
not need to worry about.

• Fifty-seven percent worry about
the effect of stock market fluc-
tuations on their college sav-

ings; however, an identical per-
centage agreed that a more
"aggressive" investment strate-
gy is fine if college is well into
the future.

Other key findings:
• Most parents wish they were

more knowledgeable investors.
Seventy-seven percent wish they
knew more about how to invest
for college. A similar number,
74%, say they know only some
or very few of the things neces-
sary to make good investment
decisions. And just five percent
say they know "everything" they
need to know to make good
investment decisions.

• Most parents have already start-
ed saving. Two-thirds already
save for college expenses; how-
ever, just two in five save on a
regular basis. Not surprisingly,
a significantly greater number
of respondents with household
incomes above $50,000 are sav-
ing for college—78% versus
52% of those earning less than
$50,000.

• Parents use a variety of savings
vehicles. Slightly more than
half use bank savings accounts,
while just under half use mutu-
al funds and nearly two in five
use savings bonds. Interestingly,
only eight percent of respon -
dents had heard of 529 plans
and only one percent actually
use them. 

• Once started, most parents do
not change their investment
strategy. Seventy-two percent
have stayed with the same
investments for their children’s
college funds, regardless of per-
formance. And, given a devalu-

By: Randy Myers

T
he debate over how to han-

dle stable value funds in

asset allocation models

appears to be winding down now

that Financial Engines, one of the

advice industry’s biggest players,

has modified its approach to sim-

ulating the risk and reward char-

acteristics of the funds.

Advice Providers Get a Grip on
Stable Value

ation in their college portfolio’s
value, four in five parents say
they would either leave the
money alone or move it into a
more conservative investment. 

• Parents are worried about
tuition inflation and underesti-
mate college costs. Nine in ten
believe tuition costs will be
"astronomical" by the time
their children reach college
age. Yet, most also believe they
will need to save an average of
only $45,500 for each child.
Two in five parents assume they
will never be able to save
enough to send their children
to college.

In sum, parents understand
the importance of saving for col-
lege; however, they lack accurate
knowledge about college costs and
how to invest to meet their goals.
They are conservative, but they
also need growth. Many of the
investments within their risk toler-
ance, however, fail to generate

adequate returns, while more

aggressive strategies subject sav-
ings to unwanted volatility.

These findings suggest that
529 plan state sponsors and pro-

gram managers have significant
challenges ahead in better educat-

ing parents about 529 plans and
providing an optimal range of
investment options that meet their

needs.
The findings also confirm

that the 529 market represents an
excellent new growth opportunity

for the stable value industry. Many
of the parental needs and con-

cerns identified by the survey can
be effectively addressed by incor-

porating stable value into the 529
investment line-up.

Of course, that means the
stable value community has its

own significant challenge ahead:
educating states and program

managers alike about that ver y
fact. 
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Financial Engines and
mPower, along with a handful of
other firms, provide investment
advice over the Internet to partici-
pants in defined-contribution
retirement plans. They start by
creating an asset allocation model
for the investor based on his or
her investment goals and toler-
ance for risk. They then recom-
mend how the investor should
divide their retirement money
among the investment choices in
their plan.

Stable value managers had
long fretted that Financial
Engines’ asset allocation model
didn’t capture the true nature of
stable value funds by failing to
give them credit for the book-
value guarantees that dampen
their volatility. While the underly-
ing assets in a stable value fund
are comparable to the assets in an
intermediate-term bond fund, the
book-value guarantee results in
decreased short-term volatility of
the stable value fund’s returns to a
level comparable to money mar-
ket funds. Yet stable value
investors still enjoy superior bond-
like performance.

Chris Jones, executive vice
president of financial research
and strategy for Financial
Engines, says his firm spent much
of last year refining its stable
value methodology and began
rolling it out to clients in
December. The undertaking, he
says, "basically addressed appro-
priately modeling the serial corre-
lation in a stable value fund’s
crediting rate" and represented an

"incremental enhancement" to
the company’s asset allocation
model.

A stable value fund’s credit-
ing rate is the rate of return cred-
ited to its investors. The rate is
periodically adjusted to reflect the
actual performance of the fund’s
underlying assets, plus the impact
of contributions and withdrawals
that take place when the market
value of the underlying assets dif-
fers from their book value. In
essence, any differences between
the credited rate and the actual
rate earned on the fund’s assets,
as well as any gains or losses in
the fund triggered by participant
withdrawals, are amortized over
ensuing months or years.

"If you want to show people
a range of outcomes consistent
with the crediting rate calcula-
tion, you need to be able to
address the fact that when the
value of the assets underlying the
stable value fund changes, it is
not fully reflected in the crediting
rate for that period but is spread
out over multiple periods in the
future, maybe over a period of
months or years," Jones says. "One
way to accurately capture the
volatility characteristics of these
funds is to model that smoothing
effect. Our model didn’t do that
before. It does now."

For purposes of projecting
the long-term returns of a stable
value fund, Jones says, his firm
models the expected returns of the
fund’s underlying investment
portfolio. Over longer time peri-
ods, he says, the returns of a sta-
ble value fund and a comparably
configured bond fund, assuming
they had the same expenses,

would be identical.
For purposes of projecting

risk characteristics, however,
Financial Engines does recognize
the lower volatility inherent in
stable value funds over short time
horizons. As a result, Financial
Engines would almost never fore-
cast a loss for a stable value fund
over a one-year time horizon,
although it could project a loss for
longer time periods—albeit with
a low probability. Unfortunately,
these models do not offer a true
forecast for stable value funds,
which will never post negative
returns.

In generating asset alloca-
tion advice for investors, Jones
adds, Financial Engines’ does not
consider the gap between the sta-
ble value fund’s crediting rate and
the rates available on any compet-
ing money market funds. That
way, it avoids giving advice that
could trigger short-term trading
in and out of the stable value
fund. Such short-term arbitrage
could have a detrimental effect on
long-term investors in the stable
value fund and on the insurers
that provide the fund’s book-value
guarantees, or "wrap" contracts.

Although it might seem that
Financial Engine’s advice model
wouldn’t favor stable value funds
over intermediate-term bond
funds in making investment rec-
ommendations—since their
long-term performance character-
istics are comparable—Jones says
that in practice, it would. "Even if
the two funds had the same
underlying assets, other things
that would influence our choice
would be the expense ratio of the
funds," Jones says. "Generally

speaking, the average stable value
fund is less expensive than the
average market-value fixed
income fund. Because of that, we
usually show a preference for the
stable value fund."

mPower doesn’t follow the
exact same methodology used by
Financial Engines to model stable
value funds, but the outcomes it
delivers are similar. And like
Financial Engines, mPower tends
to recommend stable value funds,
when they are available, over
money market funds and inter-
mediate-term bond funds, accord-
ing to Hal Ratner, mPower’s vice
president of investments. He says
the company’s advice service
would have a "very low" probabil-
ity of predicting a negative return
for a stable value fund over any
time period, and investors would
have to "do a lot of work" on its
Web site to even see that
possibility.

For purposes of arriving at
an asset allocation recommenda-
tion for a particular investor,
Ratner says, mPower’s model
tends to treat stable value as if it
were a blend of cash and short-
term bonds, with the proportions
dependent upon the diversity of
the fund’s portfolio and its other
characteristics, such as the credit
quality of its fixed-income assets.

Although stable value man-
agers have found little to fault in
the way mPower models their
products, Ratner says the firm did
make one minor change to its
methodology recently. Where it
used to make adjustments for
changes in the composition of a
fund’s underlying portfolio on a 

continued on page 12
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Stable Value Cash Flow at a Glance

By: Kathleen Schillo, Hueler
Companies

H
ueler’s FIRSTSource Market
data reveals that third
quarter 2001 cash flows

once again showed strong positive
cash inflows similar to the level
seen in first quarter 2001. While
second quarter 2001 cash flows
were more in line with past
trends, it appears that first quarter
2001 and third quarter 2001
showed the strongest positive cash
inflows into stable value in years.
The data reveals that the average
plan experienced inflows of 2.67%
in first quarter 2001 and 2.80% in
third quarter 2001. With the
declining stock market and tragic
events of September 11th, this
comes as no surprise.
FIRSTSource Market data encom-
passes approximately 400 plans
with $446 billion in total plan
assets and $114 billion in stable
value assets. 

Get a Grip
continued from page 11

quarterly basis, he says, the com-
pany now does so on an annual
basis, having concluded that sta-
ble value managers don’t typically
change their portfolio strategy
from quarter to quarter.

Morningstar Associates LLC,
a subsidiary of Morningstar Inc.,
also markets an online invest-
ment advice service, which it calls
ClearFuture. It, too, models stable
value as a blend of cash and
bonds, and like Financial Engines
and mPower has a very low prob-
ability of forecasting a negative
return for stable value funds.
"One is more likely to be struck by
a meteor," says Paul Kaplan, vice
president of research for
Morningstar Associates and direc-
tor of research for
Morningstar Inc.

Kaplan says ClearFuture
doesn’t factor the serial correla-
tion of stable value crediting rates
into its model because over the
long-term time periods that are its
focus, serial correlation has no
material impact on performance.
"Some would argue that you have
to model every short-term feature,
but we don’t believe that’s neces-
sary," he says.

Like its peers, ClearFuture
tends to favor stable value over
money market funds and inter-
mediate bond funds when all
three are represented among the
investment options of a retirement
savings plan, Kaplan says. In part,
that’s because ClearFuture always
assigns the highest quality
score—a risk measure—to stable
value funds.

As is the case at Financial
Engines, both mPower and
Morningstar say their advice mod-
els, by focusing on the long-term

performance expectations for sta-
ble value in making investment
recommendations, could not be
used by investors to support a
strategy of arbitraging differences
between money market yields and
stable value yields during periods
of rising short-term interest rates.

"The wrap issuers don’t want
to see any volatility caused by
these advice models, and I think
they (the advice providers) have
gone out of their way to assist in
that," observes Gates.

While advice providers may
not be able to provide a perfect
model of stable value behavior,
the consensus seems to be that
they have come remarkably close.

"Hopefully, we’ve reached the
conclusion of the debate," says
Jones. "While we will certainly
continue to evaluate possible
enhancements, we are, at the
moment, very comfortable with
our model."

FIRST Source 3rd Qtr. 2nd Qtr. 1st Qtr. 4th Qtr. 3rd Qtr. 2nd Qtr. 1st Qtr. 4th Qtr. 3rd Qtr.
Market Data: 2001 2001 2001 2000 2000 2000 2000 1999 1999

95% 9.62% 3.46% 10.08% 6.63% 5.48% 3.63% 1.82% 10.25% 2.56%

75% 4.65% 0.41% 5.15% 0.91% 0.64% -0.55% -3.85% 3.97% 0.42%

Average 2.80% -0.81% 2.67% -0.73% -0.97% -2.03% -7.58% 1.75% -1.46%

25% 0.66% -2.51% 0.28% -2.58% -2.55% -3.72 -10.33% -1.18% -2.96%

5% -2.17 -4.92% -4.93% -8.07% -6.15% -7.46% -19.06% -5.32% -7.88%


