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Stable Value Gains In College

Savings Market

Aruna Hobbs
AEGON Institutional Markets

&uple of years ago, the cby the recent Bush Administration
I

vings market was unchesavings proposals. And, Staple Valle€

d for Stable Value provhas taken its place at the tafff Pgradis Elected
Many believed the potential foToday, all 50 states offer 529|c .
\alue was a perfect strategic fSavings plans. More than 4 1SV|A Chalr
college savings investments £accounts have been establish

new growth market for Stable Year-end 1999. In that same [\  igforia Paradis was unanimous
Today, Stable Value has 529 assets have grown nearly affirmed as the next SVIA

a popular investment option irto some $23 pilliqn, with mogt . hairwoman by the Board of_
booming market, with plenty Ogrowth occurring in the last t vI:_)wectors at its Februar.y 13 meeting
for growth and product evoluti Ye2a's- @nt industry growth pr\!cky will serve as C_hawwoman—elec
Thanks to generous 1:ederjectlons put 529 assets. at $1Cdu.r|ng_ 2003, which is the I:_;lst year C

incentives last year, the entire by 2010, but extrapolatmg frg rEr|c KirschOs term as Chairman. Sl
savings marketplac,e has Seercurent growth rate, we think a:will serve as Qhalrwoman of the

) . could grow to more than $20( Stable ValueOs industry association
sive growth, accompan|ed by in the next seven years. Givgfrom 2004 through 2005.
2;\'(‘;sgt;?ggsp?:\%ztén;igs;statistics, itOs no surprise th \icky serves as a vice president

SR stories on this market abound and portfolio manager in the
growth projections are temper continued on pag continued on page 2

401(k) Investors Flock toNew Kids on the Block:
Stable Value TIPS

Randy Myers Greg Wilensky and Justin Egan, Alliance Capital
Wendy Cupps, PIMCO

k market returnarbitrage the differen¢

ve been miseralletween market rated increasing numbarray of defined cantribu
Sthe past two yemsti) and the credit ATIPSreﬁsyr t!o.n options offered to par
making the gains posteatdy of Stable Value Inklation Protectedticipants. We alsoeexplor
Stable Value funds lodindsRitime the markg>ccuties) fund offeringss important question,
positively stellar you will." says Chris | (comblned with recent dp TIPS Compete with

) i _ | ble digit returns, has fugiggie Value?"
Nonetheless, vendors ageutive vice preside o oot in, and allocations

advise retirement planfinancial research angl o, :

investors on where to staggy, for investme rz:%n-lt—rlizﬁtivc\)”r:hg atrrllit(;?;jf'% Attraction of

their money say their e@fisor Financial Endii  |n this article, we

puter models arenGt regaat that implies is ftexplain the attraction ofheir face value is adjusted

mending Stable Valuethe allocations we-re¢TIPS, how they compadeitp to reflect the changes

funds any more frequagind into fixed inconinominal bonds, and hawthe cost of living (CPI)

than they did in the pagersus equity versus [they perform in differefat are reported by the
"One of the charaggye or any other-invemarket environments. Bhigau of Labor Statistics

teristics of our adViceNments tend to be quiteMay help the reader bifeih month. This indexa

framework is that weQsgs Rffough time."” Dal Understand how TIPS g is structured to protect
trying to help participants  continued on pagebe positioned within the continued on page 3
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plans, available in print an
Stgble Value B IA worsite

osting a booth last year 4
Gains ¥ Hosting a booth last y

continued from page 1 National Association of St

Teasurers annual conference to

Most important; the number &€ Stable Value visibility
states offering a Stable Value $r3fysing awareness within
anteed option has increased by '2dustry through such artic

whopping 320%Rto 21 up from {s irStable Timeswell as

and the number is growing all th%iving college savings a pr

time. In 1999, to the best of ourrOIe at our annual com_‘erer
ase efforts, combined

knowledge, only TIAA-CREF p ovié@o e efforts, combined
any type of Stable Value or g 2 individu

L Stable Value from anor
teed option in this market. To a}x a highly sought-after ass

. . I
several firms are providing stah 8

. ithin 529 plans, for the sani
\Alue to the 529 market, inclu N9.s in the 401(k) world.

AEGON, Alliance, INVESCO, Looking ahead a couple

o s e can xpoct o o

’ . N ﬁggle Value in all 50 state

agers arereuatly in active discus plans, and increasingly ind
sions with various plans. ip age-based portfolios;
Stable Value is typically AB1ore efficient markets;

able as a standaloneNOption Wm@ossible regulatory sand tf
529 plans, but thereOs room for ans b Presidest Bus

H ﬁtﬂ)éstors FlOCk to then. Goerz acknowledges that

mPower did make one change to its
tihtable Value methodology last year, incorporating
te

continued from pageinto its model an analysis of each
fund®s underlying exposure to credit
' Goerz, chief investment officerisk.
DU AR provider mPower, conc While advice engines may not
&5 amount that we would rebe cranking out bigger recommended
Omﬁ%g‘tfor a given individua~l to allocations to Stable Value, many
gate to Stable Value hasnOt cretirement plan investors are flocking
Wi, says. "ItOs the same as it 'to Stable Value funds anyway, dis
as ago.” mayed by the losses chalked up by
ymityBOth mPower and Financitheir equity investments. In 2001, the
cERgises advise participants inStandard & Bd&d0 stock index
eShRpleyer-sponsored retiremeiposted a total return of ©11.9%, a dis
on how to allocate their retirerappointing performance that it
ofunds among different asset c topped in 2002 by posting a total
and among available investme¢return of 22.1%. By contrast, the
sQpEiR@s within those asset cla:Hueler Analytics index of pooled
ukedstors typically access the Stable Value funds, which tracks the
services via the Internet, althcperformance of some $59 billion in

some plan providers have be¢pooled Stable Value assets, earned
aRfalQ advice available via callg.29 in 2001 and 5.6% in 2002.

more growth. Most college SaViqg?etime Savings Account
plans offer a pre-mixed asset-all&c rticular (although me

tion progression based onsthe chj|dQ, . jiaye implementati
age, which is a popular choice. Jhe&nt form is remote).

closer to college age, the-more COf il remains to be see
servative the allocation. Righttﬂ@"?’eg”ulatory and environmd
typical conservative allocation gyghis play out, but the futu

include 50% bonds, 30% rMONGYARAY v/alue in the 529 area| (GHEN

ket funds, and 20% equities. Jtabls pe briaEA

\Alue would be a great addition to

:

n

h&hd even through face-to-face  If investors at large are flocking

"MYSBbtween plan participant:io Stable Value funds in spite of "stay

RHAncial advisors. In their earlthe course” recommendations by
Rcbinations, the online adviceagvice providers, it may be because

ces drew considerable critiCisgjght years after mPower debuted the
g le Value professionals, W first online advice serviceRithe com
ued that the services didn(pany was called the 401(k) Forum
model the risk artl rewzpack thenRonly about 5% of the
characteristics of Stable Valuenation®s 60 million retirement plan
By the end of 2001, however, jhyestors have actually tried the ser

ental

(S
I

these pre-mixes in lieu of unpy, d .
bond funds and money market{?&%&y Paradis
PERscted Chair

for the clear advantages it pr

over both. i
Anecdotally, 529 plan-ad continued from pag

trators and money managers

that plan participants as well

financial advisors who are m

minis
tell us . a )
alPiMorganFlemingOs US Fix

aﬁié‘?ﬁ’ﬁ* where she heads the

ing providers had made notabjces, estimates Neal Ringquist,
improvements to their Stable 'mpow@rexecutive vice president.
modeling capabilities, and bot|nyestors who do use the services,
mPower and Financial Engineaqqs jones, are less likely to make

they havenOt felt competied tqramatic changes in their retirement
duce any significant changes continued on page 3
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Investors FlOCk to of 2003, the disparity was eveJones, dividend-paying stocksviewed as a stimulant for the econo
ing: 79.8% of all tneukéesets become more tax-efficient thamy, which would be good for equitie

Stable Value

flowed into GIC/Stable Value ‘were in the past which would ignd would mean that "on-the mar

continued from pageVersus just 6.3% into money rthem more attractive for taxabgin' the outlook for equities would b
funds and 7.5% into bond funinvestment accounts. That be‘improved somewhat on an after-tax

portfolios than investors who (money that flowed into these icase, investors who have Sizebasis. This, in turn, would lower the

since those whoOve received classes came from sales of ecinvestment holdings outside o
more likely to understand that funds of all types, but particuliretirement plans, and who see
ing for retirement is a long-ter large-cap US equity funds, wradvice on those investments
undertaking generally ill servea negative outflow of 34.9%, ztheir retirement plan assets, ¢

efforts to time the market.  company stock, which posted
Financial EnginesO Jonestive outflow of 25.5%.
that some investors who in ye

required equity risk premium in a
way that would make individuals
more inclined to invest in equities”

recommendations to change yVersus other asset classes. This wol

assets they hold in their eck-d"0t be an issue, of course, for the
Transfer activity within 407retirement plan and which thejmajOI’ity of retirement plan investors

had indicated they had a h|gh p|ans typ|ca||y reﬂects the actin their taXable accounts. lndiIWhO d0n(~)t hOId il’lvestment assets

ance for riskNone of the factoonly a small portion of plan p:Goerz adds, the tax cut could side those pi=
influences the advice they recpants, since the vast majority of

have changed their profiles 0\401(k) investors never move r
past year or so to accept lessonce itOs in their plan., Howev
That has led to recommendat another measure of how inves
more diversified portfolios, incview Stable Value funds is the
it would stand to reason, greato which they allocate newcol
cations to fixed-income invest tions to them. Here, the Hewit
"Primarily, that seems to havelndex data indicates that in Ja
people who had a very heavy 2003 investors allocated 22%
tration of company stock in thecontributions to GIC/Stable Ve
portfolios or a very heavy allo funds, up from 17.1% ity Janu:
to growth-oriented equity fund2002 and 12.5% in January 2
Jones says. "They have back¢contrast, contributions to US €
from that and are now holdingfunds accounted for 29.4% of
diversified portfolios relative tccontributions in January 2003
we saw three years ago, thoufrom 38% in January 2002 an
would be rare to have seen scin January 2001.
dump all of their other investr ~ The flow of new money in
in favor of Stable Value." Stable Value funds over the p
That said, the investment years, combined with the sup
behavior of 401(k) participantsreturns being generated by St
whole has been fairly dramati\alue relative to equity funds,
late. According to data compilresulted in a dramatic up tick i
the research and consmuiting fipercentage of retirement plan
Hewitt Associates, approximaheld in Stable Value investme
of all transfers within the 401(lucts. According to the Hewitt «
plans included in its Hewitt 40Index, GIC/Stable Value fund
Index last year flowed out of saccounted for 27.7% of 401(k
investments and into one of trin January 2003, up from 20.4

Editoi® Corner

WendyCupps, PIMCO

hgh the editing committee gathered to
Wuss potential articles for this quar
©OStable Timethought at first that
we might have trouble filling up enough page
But as always seems to be the case, we find
selves with plenty of interesting and insightful
industry news to fill this edition.

Given the recent uncertainty4in the mar
kets, and disappointing returns experienced by many investors, t
retirement savings is appropriately receiving renewed focus and |
attention these days. As such, there are many interesting develo,
we profile for you. We discuss several outstanding legislative pro
affecting future retirement assets, including the Pension Security
Bush savings proposals, and the proposal for eliminating the dot
tion of dividends.

Given the valuable role that Stable Value plays in the retirem
ings equation, we also have several things to report on the Stabl
front. We have included the results of several reports on defined
investor allocations and cashflow activity, all which point to positi
for Stable Value. And we discuss the growing use of beth 529 pl:
aratelyélasury Inflation Protected Securities (TIPS), and why bott
important implications for Stable Value investing.

As always, please let us know if you have a specific topic the
would like us to research and address in a future edition.

fixed-income categories: moniJanuary 2002 and 17.4%yin Jaiucu

ket funds, bond funds, or GIC,2001.

\4lue funds. Early in the year, Going forward, both ®B¢
funds attracted most of the traGoerz and Financial Engines
fered assets. From May throuisay the degree to which inve
August, bond funds and GIC/fcate money to Stable Value 1
\alue funds both drew large vccould be impacted slightly by
of transfed assets, but beginniPresident BushOs proposal {
September GIC/Stable Value nate federal income taxes or
began to attract the lionOs shidividends, assuming that pro
transfezd assets. In the first miadopted by Congress. If it is]:

\
(
S

L

C

on the adjusted face value, ensuring
that the stream of interest payments
increases or decreases with the cos
continued from padieihg. While the face value-and inter
est payments would be adjusted
an in\/es@capitm by returning gswvnward if the CPI fell (that is the
inflation-adjusted face value t@tdomomy were to experience defla
investor at maturity. In additidigrhethadasury guarantees that
TIPS coupon payment is calculated continued on page 4

TIPSNThe New
Kids
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Ti PSNThe New that are fully indexed for inflatfixed but falls or rises inverselthan perfectalation between TIPS
. it accrues on the adjusted fac changes in the inflation rate. Fyields and nominal yields is to adjust
KIdS over time. example, if inflation turns out ‘TIPS durations. Such TIPS durations
continued from page It works like this: Suppose4%, the actual "real” return (e are known as "effective” durations.
invest $1,000 in a new 10-yeefor the nominal bond drops to They are extremely useful when com
with a 2% coupon rate paid alover its life. bining TIPS and nominal fixed
It inflation is 3% over the next  Investors should be carefijncome securities, as they describe
the face value will grow to $1,when comparing TIPS agains'now much sensitivity to nominal rate
reflecting the increase in eost lar maturitye@suries, as real yi‘changes TIPS embody. In,particular
ing. Meanwhile the annual intdo not move lockstep with COmthe concept of effective duration
payment would be $20.60, or tional yields. Nominal yield ct
their purchasing power. This coupon ratg) of the gdjusted pconsist of three factor; (;) ree
inflation is why TIPS are ofterpal' If inflation remains at 3% changes, (2) changes in inflati
"real return bonds”. TIPS, "k(each year, in the 10th year (atexpectations, and (3) changes
Teasury bonds, are backed pinflation remains at 3°|/?j),bthe$fiinfllatiohn risk premiu:’n. Ilr(1j confi|
; ; ‘interest payment would be $2only changes in real yields in ) .
;ar:?Saongr(érzfcl)ttg;tehdefzsmgdo(;/; and the investor would receiviTIPS prices. As shown in Figc,alc'“:Iated fo_lr_?;uslalc'duratlons basegl
riskOther attractive characte$1:343-92 in adjusted face valthe 2008 TIPS had low relativi>'™PY ONn & price, coupon, an
such as relatively low price voWhich would have an inflation-volatility to a comparable matmaturty
and low alations to other ass@diusted value of $1,000.  treasyr Over the last two year SO how is such theory put to
As a result, TIPS, if held thowever, its volatility has begiwork? To compare TIPS risk to that of

classes, led TIPS to be consic - - Rl ) . .
an excellent portfolio diversificMaturity, offer what is known :move more inline with that of nominal bonds, an investor needs to

100l and an alternative asset cfixed "real” rate of returnNithe conventional counterpart. Fropredict TIPS expected sensitivity to
from other fixed income and e@l return of an investment aftewe can infer that inflation waschanges in nominal interest rates.
securities. tion is taken into account. A trprimary catalyst behind eadiel This effective duration is calculated
Outstanding TIPS issuanctional bond, on the other hancnal yield movements. In contiby multiplying the standard mathe
grown to over $167 billion in r& fixed "nominal” return. {t marecent yield movements have matical duration by a "yield beta"
value as of December 31, opctains a fixed face value until ndriven more by changes in-reithat has typically varied between 0.20
According to the NY Fed, ave ty, with no adjustmepts for inflest rates. o and 0.80. Unfortunately there is no
TIPS secondary market tradinFor example, if youOre receiv.~ When estimating the sensindustry standard number to use for a
ume exceeds $2 billion per deéturn on a traditional bond anof TIPS to changes in nominayje|d beta, rather it falls upon the

has been growing. Witasiye Tinflation is rising at 3%, your "est rates, one way for risk ma ghouiders of risk manages to for
Department committedeio futu"€turn is 2%. Unlike TIPS, theto account for the observed m 4t

issuance of TIPS. it is expect(real return theaBury offers is nreal interest rate volatility and continued on page 5

the size and breadth of participatien
of the US real return bond maFigure 1
will continue to grow. In addit .
many countries such as Unite
Kingdom, Sweden, France, C: i ; R .
Australia, and New Zealand h et Lol o i i e o . e B
been active issuers of inflatior .., By T ‘-""F-\""I.l“"«- I
indexed bonds. This new glob e '%.L

issuance has broadened the ¢ ** ‘xF".-““"'F W"‘n‘m 'r“""”ﬂ"'"
real return markets and has di ; b b

fied real return relative vatlue ) W AL
tunities. e B e

the maturity value can never f
below the original face value.
The most recognized ben
holding TIPS is that they prov
inherent hedge against inflatic
thereby allowing investors to | incorporates more accurately expect
ed price sensitivities, based both upon
previously observed andtupon for
casted yield relationships between

Teasuries and TIPS, than naively

Sl Dol | iemirtiti < 1 NS0 TOPL 0 Foeewi DAL Pl B 35
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How Do TIPS Compar

to Nominal Bonds?

Unlike nominal, or non-inf
tion-adjusted bonds, TIPS pro
sources of return: (1) a daily
pal accrual that is based on tf e e ———r— |
and (2) fixed-rate coupon pay!.._..._
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TI pSNThe New that if the CPI rises by more ttsonain the fund line-up of marfunds may be more attractive than
) average of one percent per andefimed contribution plans, theStable Value funds which will lag
KIdS over the remaining life of the dmmemiiyicreasing discussion asmarket interest rate movements. Thi
continued from pagethe TIPS will outperform. If thevlé&ther TIPS funds compete disengagement between yields coul
rises more slowly, the convent®asle Value funds. When welead investors to transfer out of Stat
Although TIPS are indexe Teasury will outperform. "competing" funds, we do not \&lue and result in further lags (or
inflation and have the full faitt ~ Therefore, the break-evensinfigly an investment option tteven a decline) in the Stable Value
credit of the #&sUiry backing tion rates generally reflect maikely cause the amount investiearnings rate for participants who
them, they are not immune frcexpectations for future inflationhe Stable Value fund to fall. remain. This activity could increase
fluctuations in market value. .(plus, theoretically, an inflatiomeskinvestment option can hathe risk that book value providers
the price of a traditional nomirpremium that compensates theffgdé could have (albeit limited with par
bond fluctuates based on chaier of a conventioeasdry for the  "Competing funds" are-geticipating wrap contracts) to absorb
yields, the mathematics for Tllimprecision of such expectatiogsjoféidered to be funds withmarket to book deficits.
essentially identical, except thit is only an increase in inflatiogharacteristics to Stable Value ~ Other arguments, which sugges
operates on real yields and reabove what is expected that wiligesidy provide arbitrage opjthat TIPS should be considered cor
tions rather than nominal yielcin TIPS outperforming simiar gl for participants to transfipeting funds, include:
nominal durations. In both carity nominal bonds. of Stable Value when interest ¥ TIPS are a conservative investme
the bondsO duration, applied The chart below shows po't%lét,iﬂosing risks for remainin¢  option since they are issued by ar
change in rates (nominal rate:anticipated performance of TIRgi participants and the isst have the full faith and backing of
case of the nominal bond, readifferent interest rate environmgatg ook value contracts. His the US Government. Investors
in the case of TIPS) is am-exaThe best environment for T|P$ni§r%y market and short-term therefore will perceive them as
dictor of price change. falling interest rate environment thafy e been considered ¢ "safe” funds and will not be able t
prOVideS Capita-l gains Combln%\/ﬂ}Hds ProtectionS, such ¢ fU”y understand the differences
How do TIPS Perform in hlgh inflation that will increasefer restrictions (Or equ|ty wast between TIPS and Stable Value

Different Interest Rate ~ "come and principal. The WOsl, ¢ heen required to protect funds.
Env'ronments? environmentis a rISIng Intel’esb&}ﬁ Va'ue contract issuers a[¥ TIPS fundS haVe |eSS price V0|ati|i

e i e ot e ol o et
TIPS are valued is something 'Some book value provide Other fixed income funds (with

the break-even rate of ianatiorW'" reduce expected income. gest that TIPS should be con: Similar mathematical durations),

which is calculated by subtrac 20 TIPS quth“OS competing funds. Their argun Making them appear similar to
TIPS yield from the nominal yilCoOmpete with Stable  generally center around the p(  Stable Value funds. Ex-post TIPS
a similar maturity conventionaValue? similarities of TIPS funds with  €ffective durations have sometime

Teasyr If the break-even rate  As TIPS funds have gainewjpmpand the potential that in  Peen similar to short term bond

one percent, for example, it mularity and are considered for ingluate scenario the returns ¢ durations (which are considered
competing), and have similar

Figure 2 volatility and interest rate risk.

¥ TIPS preserve principal over their
life which is especially valuable
when inflation levels are unexpect

Factors Affacting TIPS

Oirecfon of Anaj Dletey
< Fult Riueg edly high b a feature that leads
I [T them to appear to be similar to
T FRETy A i e T e (s R LLE el e Stable Value.
“pmgr g P —pr=ry qref ey = ey T g T rrf R p e .
e T prte sy ¥ Like Stable Value, TIPS have low
T | Bisarr S et corelations to other asset classes
T —— e — and can be used to reduce overal
L s s o e T portfolio volatility
: mrrl'.:"l'l-' [ Crmerysg Fax P ¥ In theil‘ I’elatively Short eXiStence,
: Lo TIPS have rarely generated nega
| " gl T PR :::i'i’.lllll l'--r".llll-'-ll AL SHIME o el tive returns over quarterly periOdS
1] e _m i g i g e feFery revl i iy chd i meaamie rerep e mTmmT e . - . .
n (coinciding with what participants
Eoamme Sy eyt By Eei ey .
N e ALY AR see on their statements).
o Oyt Tl EmwETy sk rermrrarT Alsrzirry o e Moo | On the other hand, there ar
P Pt 113 el b o ¥ several arguments as to why TIPS
T R sl e TRETy memrrp Faa Pz

X should not be considered competing
Himmg Faial Hase - Continued on page 6
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Figure 3

o PrEy—-

continued from page «ccs

funds, and therefore should n

require transfer limitations. Sc

these include:

¥ TIPS are only designed to p
a fixed real return over their
remaining lifetime not ever
period.

¥ TIPS have generated negat '
monthly and quarterly returr
an example, since March 1¢
Lehman US TIPS Index hav __
ed a negative return in 18 n
periods, 9 quarterly periods,

six-month period. This compares . . .
negatively to stable value, wcomparison, we have shown t  year duration threshold norrDifferences in TIPS and Stable Value

has protected principal throiMmonthly returns for a wrapped used to determ'ine if nominafund returns are not determined sole
periods. Lehman Intermedlat_e Aggre_ge funds are considered compely by yield or accounting differences.
¥ The return volatility of TIPS Index for the same time perl(_)1¥ V\./hile. relative yield gdvanta<T|PS returns are a function of com
shown below) is materially tresented by the smooth line ir give rise to true arbitrage orplex relationships relating to infla
than a money market fund ¢2): Tis chart looks very simili - nities between money marktion, real yields, real growth, and
Stable Value fund. As an ;€ chart frequently used to sl Stable Value funds, the sarinvestment sentiment - and unlike
the return volatility (as meacCSnEfItS Of Wrapped versus urtrue for TIPS funds in relaticyield and accounting differences,
by standard deviation) of a -bonds, illustrating the volatility Staple .Value funds. . these differences cannot easily be
Index compared to represerunwrapped bonds and how th — Yeld is a good predictor o'arhitraged.
book value and Stable ValuE"CE Of @ Wrapper can smootlfyture expected returns for mcy Some TIPS funds can held securi
indices is shown below:  Volatility. As with unwrapped market and Stable Value fund  ties other than TIPS, which can
nal bonds, the vast peaks anchave little or no price volatility  further increase the return volatili

In fact, the volatility of TIP. .
has been similar to the volatili®} e hart show that TIPS alresult, participants shoulddse |ty of the funds. They may hold
Corporates, Emerging Market,

the Lehman Aggregate Bond ject to price fluctuations as intgq for moving to the higher yit
Non-US $, bonds, mortgages, pri

. rates change, and that partici ; i
and funds managed to thiginc, 9 p Foption. Similarly, to the exten

I_III-—| VI 0 TP [ P et TR e 11 P | S #1E n-.h-_-qﬂ-.l

. investing in TIPS can lose mo iilar i
generally not considered com| g term bond funds hold similar il

funds. However, over this tim
interest rates have generally ¢
giving rise to the positive retu
TIPS as well as various other
income asset classes.

To further amplify this poir
the bars in Figure 3 show the
ly returns for the TIPS and Le
Aggregate indices. As you ce

numbers fluctuate significantly.

¥ TIPS fund typically are man pents as those underlying St

versus benchmarks thayhav\g) e funds, an arbitrage oppc

long formulaic durations {tyfayists based on the
ly 8 to 9 years). While the ¢

duration to nominal rate cha
will be somewhat lower thar
because of the lower volatili
real yields, the ex post effec
duration of these benchenar!
almost always longer than tl

accounting differences (marke
versus book value accounting
ments). A participant can expi
rewarded by choosing the opti
trades at a higher yield. Howe
is not the case for unwrapped
nal bonds or TIPS, which hav

Lehman Global Real US TIPS Index

Lehman Aggregate Index
Hueler Stable Value Index
Lipper Money Market Index

or
icantly more volatile returns re
March 1997 through to Stable_ Va_llue (as sthn ab
December 2002 Funds with inherent price vola
Annualized Annualized cannot be arbitraged based ol
Returns Stnd. Dev. As an example, even when Tl
7 75% 5.88% performipg well c.iue to increas
8.03% 3.40% expectations for inflation, the |
6.23% 0.09% ed yield of a TIPS fund may b
4.29% 0.45% falling, or may even be negati

vate placements, and below invest-
ment grade securities. Some funds
can also utilize leverage.

Presence y pjan sponsors can influence how

participants perceive TIPS funds.
An accurate description of the risk
and return characteristics of TIPS
funds will clearly highlight the
potential short-term volatility of
TIPS funds. The features of infla
tion protection versus principal
protection can be clearly high
lighted, and the potentialfor nega
tive returns explained, to help to
differentiate these options for the
investor

¥ Requiring an equity wash may be

confusing to participants who will

then look at TIPS as a potential
continued on page 7
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Pension Security Act Passes
House Committee

Gina Mitchell, SVIA

-I'He Education & the Workf

Committee of the House

the Pension Security Act |

1000) that strengthens and pr

employer-provided defined co

tion plans in a 29 to 19 vote.

bill:

¥ Grants defined contribution
investorsO new freedoms tc
their retirement savings witr
three years;

¥ Expands access to investmi
advice;

the previous pension plan.

¥ Requiring joint trusteeship c
defined contribution plans.

¥ Requiring employees to be .
diversify employer stock hol
after one year rather than
HR10000s three years.

¥ Giving employers an exemp
from the Employee Retirem
Income Security ActOs (ER
fiduciary liability if they offer
independent advice to 401(|
ticipants.

New Chairs Named

A few changes have been n@dentorB8iéd structure. First,
many thanks to Pacific LifeOs John Milber@fdaksaBorgeSatA
Mission and Environment. The Task Force identified many impo|
before the Association under JohnOs strong leadership and tean

As Senior Vice President for Institutional Investing;JohnOs r
ties have evolved beyond Stable Value leading him to turn over t
Force and its next stepsNaddressing many of those issuesNto Jc
HancockOs Wayne Gates.

This rotation has caused a shift among the Data and Resear
Committee and its subgroups. AllstateOs Steve Schafer has tak
Chair of the Data and Research Committee. He will be ably assis
Survey SubcommitteeOs Co-Chairs: Kathleen Schillo, Hueler Ar
Susan Olin, John Hancock. JPMorgan ChaseOs Marc Magnoli v
chairing the Data and ResearchOs Asset Allocation Task Force.

able for abuses during black
periods; and

¥ Requires quarterly benefit s
ments from defined contribu
plans.

The comprehensive pensi
protection bill was supported t
President Bush. It was autho
Education & the Workforce
Committee Chairman John Bc
(R-OH) and Employer-Employ
Relations Subcommittee Chai
Sam Johnson (R-TX) and co-
sored by Reps. Baron Hill (D-|
Eleanor Holmes Norton (D-DC

The Committee fought off
al Democratic amendments tc
approve the bill. The defeater
amendments included:
¥ Requiring companies to give

employees a choice betwee
benefits of a cash balance

TIPSNThe New

Kids

continued from pag
substitute for, rather than g
ment to, a Stable Value op
TIPS funds continue te b
sidered for defined contributi
plans, and it seems they are
ular selections by employees
access them through a brokg
"window" option in the plan.
As such, there will clearl

more discussion of these

argumen{]

D

y

VESWIIRSGh.
who £R8 |egislation is likely tg
If¥the House. Last April sim

stock sales.

¥ Bringing nonqualifiededefe
compensation plans under
which would make them-v

ble to the claims of creditof:

"American workers dese
security of knowing their sav
be there for them when they
explains Chairman Boehner.
bill could have made a real ¢
for the workers at Enron and
WrldCom. @t pension lagvs
simply outdated, and we hav
responsibility to change that,
cludes Boehner

"Expanding worker acce

/A Role for Inflation Protected

'Securities in Stable Value Funds?

NGreg Wilensky and Justin Egan, Alliance Capital

r'iéndy Cupps, PIMCO
r

1gve have discussed in otinflation rate is too low. In both case

ticle, Inflation Protected IPS stand to profit. Hence, we belie
curities (IPS) offer a rislthat an opportunistic allocation to
éreturn tradeoff that is quite diffIPS, when the manager deems they
Efrom nominal fixed income se«are attractive, is beneficial in a Stab
D most notably the ability to o\alue portfolio.
guaranteed (in the case of TIF The issuesaurding the
b:backed by the full faith and cropportunistic use of IPS in Stable

quality investment advice is fhthe United States Governmen\alue funds are not notably different

important pension protection
stresses Boehner. "This bill i
mon sense way to encourag
ers to provide investment ad
benefit to their workers, and
includes strong protections t
that they receive advice solg
best interests."

(rate of return over the life of athan the issues for many other secu
B ty. Given this unique characteties with less stable durations like
e and the "real” nature of the liaMBS, non-dollar securities and high
Vfaced by most 401(k) investoryield bonds. Since the effective dur
trole, if any, can IPS play in Stitions may change frequently/dramat
b \&lue funds? ically, the overall portfolio duration
Iy IPS could be used in Stakcan be affected and must carefully
\alue on either an opportunist managed.

"Too many Americans h

watched their retirement sav|rate each approach in turn:

plummet. Today's action se

edirong signal that Congress Opportunistic Case
ofPiRl we can to help Americ

ligshch their golden years finahwith an additional tool to use icrediting rate formula is used. If a
Esedure," adds Employer-Empladding value in a Stable Valueportfolio-based crediting rate formul:

Relations Subcommittee Sa

lation passed in the House b
&3 vote. A companion bill i
to be introduced this spring i

\strategic basis. Below, we wil Including a modest amount of
IPS in a Stable Value fund introduce
some mild complications (discussed
below) in the computation of the
IPS provide an active marcrediting rate if a portfolio-based

is used (i.e., the yield and duration
A manager may derive vathe portfolio are used as inputs into
from investing in IPS when thethe crediting rate), a determination
liappear undervalued relative tneeds to be made on how the yield
lysecurities available for investrand duration for the IPS will be cal
51PS may be considered attracculated. For the yield, will the real
N manager either expects real ryield be used? Or will it be grossed

nlio.

Sena 7]

fall, or believes that the break continued on page 8
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Inflation Protected important). For all Stable Valiexpected returns typically offebeen 0 or even negative (i.e.,
. funds, the cumulative returns extending out the yiekfroanve investors have not paid a premium

Securities to all investors must equalNin money market securities with for inflation protection, and have

continued from pageabsence of any payments to/fipronounced lag affect. The imactually been paid to take less risk).

wrapper providersNthe cumulitracking will result only if the i

for inflation? If so, what inflatreturns on the underlying inve regarding the crediting rate foi) ; it Scope of
last monthOs, a short term forments. discussed above are properly | t ¢
a longer term forecast? Ford  With a properly structured addressed. nvesiments
will the mathematical durationwrapper contract, the crediting ~ While the improvementin _ Unfortunately, the second cause
used or will it be converted to for a wrapped IPS portfolio caiting rate responsiveness coul Of réturn drag is very much a real
effective duration using the hismore responsive than the typi attractive, there is a substanti:orld issue. rébuly, with respect to

or estimated relative yield voleStable Value fund (holding duback to a strategic allocation tUSD denominated investments, the

While these issues require-soiconstant) to changes in intere in Stable Value funds. Tha loinvestable universe of IPS is limited
to the 10 TIPS plus a very small

tional consideration, they can caused by changing inflation e€xpected return for IPS can b A
be addressed. Alternatively, ¢tations. This is because IPS ithe return on nominal bonds. group of other securities (most
indexed-based crediting rate fnot drop in value (or would dr notably an Inflation Protect Security
(which we recommend) avoidtless than nominal bonds) if intThe Inflation Risk issued by the Tennessee Valley
issues Comp|ete|y and is an arates were to rise Sharply beC‘Prem|um Authonty). Ther(.afOI’.e, in the absence
ate for a modest allocation oninflation eXpeCtationS increase Since the owners oé IPS SOf the use Of derivative and/or_leve_r
opportunistic basis. stering the crediting rate SO it insulated from the real return 22¢ Svategies, any IPS portfolio will
i Al . ~ .~ be giving up the opporturnity to ear
rising market rates more quickity caused by investorsO inabi - : :
Strategic Case a regular Stable Value portfoliaccurately predict inflation, thecompensation for taking on credit or
While there seems to be «(That is, since the IPS portfolishould not be entitled to the ">t UCtUre/option risk.
case for opportunistic use of Inot drop in value due to increition risk premium” that is theo ]
Stable Value portfolio, the streinflation expectations, there iscally embedded in the yields (C0nC_|USIO_n - _
case for IPS in Stable Value itto amortize into the crediting rby nominal bonds. This mear Given significant relative value
clear. For our analysis of a stoffset the increasing nominal \in thegrover the long run an 11SWings that haveredhetween
allocation to IPS, we will assuOn the other hand, the lag as:portfolio should have a lower PS and nominal bonds, a successful
entire Stable Value fund will bwith changes in real interest rihoth nominal and real returns manager can clearly add value using
invested in IPS. While a wragwould be similar to that of a n Fortunately, faeotr IPS on an opportunistic basis. While
portfolio could easily represenStable Value fund.) Such dyninvestors in IPS, this theoreticwe are excited by the prospect of
fraction of a Stable Vakie funccould further reduce the odds has generally not manifested iincorporating the unique characteris
assets, this assumption will siiStable Value fundOs creditingthe IPS market. For most of ttics of IPS in Stable Value on a strate
the discussion. would lag behind money markexistence, the break-even infl:gic basis,reatly the limited-diver
While an IPS will have a (returns in a sharply rising inteirate has been at or below the sity of issuers and securities as well as
anteed real rate of return ovelrate scenario. In other words inflation rates being predicted their limited track record makes us
of the security, itOs nonmnal rewrapped IPS portfolio allows i most economists. Therefore, reluctant to recommend a strategic

will vary over the life of the seto take advantage of the highecated inflation risk premium h allocation to this sector at e.

and the life time guarantee imnoses

very few restrictions on the pe Iror example, if only 25% of a Stable Value fund is invested in wrapped IPS, 25% of both the benefits and costs discussed b

returns. These voIatiIity issue f you have any doubt that the typical upward slope in nominal interest rates does not hold in the "realtesgthce, consider that
e . offer negative real returns (there is not much disagreement about inflation expectations for the next month er so) while 5, 10

amplified further in the conteXenty sport real yields of .9%, 2.0% and 2.6% respectively

IPS portfolio managed on a Cunswain

duration basis. By wrapping a con

stant duration IPS portfolio, wR@sitive Stable Value Cash Flowemd in 2002

smooth out their substantial retur . .
volatility in a similar fashion toKathleen Schillo, Hueler Companies

wrapping nominal bonds. o
pSpincge the long-term real regnpn@able Value separate account market segment which is represented by the FIRSTSource marl

on an IPS portfolio will be-mo verage cash flow for three out of the four quarters in 2002 was positive. The average was higr
ble than the long-term real ret with the positive trend remaining throughout the end of the year

on a nominal portfolio, a wrapped
IPS portfolio would do a better§$

%ngource 4th Qtr 3rd Qtr 2nd Qtr  1stQtr  4th Qtr 3rd Qtr  2nd Qtr 1st Qtr 4th Qtr
; . . < arket Data: 2002 2002 2002 2002 2001 2001 2001 2001 2000
reducing swings in participantsO Teg) 967%  1026%  613%  506%  4.15% 962%  3.46% 10.08%  6.63%
purchasing power than a wrappedsg, 284%  566%  259% 127%  0.45% 465%  0.41% 515%  0.91%
nominal portfolio over the long rumyerage ~ 201%  345%  1.09%  -024%  -081% 280%  -0.81% 267%  -0.73%
(Note: over shorter periods, the diffes 020%  090% -042%  -181%  -243% 066%  -251% 028%  -2.58%
ences will be much more modest 5% 161%  -118%  -329%  -524%  -4.68% 217%  -4.92% 493%  -8.07%

because the volatility reductiorf-fREBT Source market reports encompasses approximately 300 plans across 15 investment manage!
wrapping the portfolios wi be limarin plan assets and $95 billion in Stable Value assets.



2001 EB R |/| C| 401(k) Data ShOW Average Account Balances Among 401(k) Participants

Present in 1999, 2000 & 20017, by Age2

Sma” ChangeS Average Account Balances (Dollars)
; ; Age 1999 2000 2001
Gina Mitchell, SVIA 20s $ 8,842 $11,235 $12,993
ore volatile and declininginvestments rose to 14% follo 308 33,055 34,757 34,884
Af)ck market did little to ctbonds at 8% and money mart 405 64,055 64,849 62,900
481(k) allocations in 2001 at 5%. Additionally, equity fur 283 12(;?;2 1?3922 18;322
according to a new report fror (48%) and company stock (17 A”S 61:11 6 61:125 58:785

Employee Benefit Research Irdeclined slightly in 2001. Allo

and Investment Company Insito balanced funds remained fl Change in Average Account Balance (Percentage)

The repat@l1(k) Plan Asset  8%. Age 1999t0 2000 2000 to 2001 1999 to 2001

Allocation, Account Balances EBRI found that the avera 20s 27.1% 15.6% 47.0%

Loan Activity in 2006dnd little  account balance of participant 30s 52 4 55

had changed over the past si>declined by 4% for participant 40s 1.2 -3 -1.8

with 70% of 401(k) assets inviconsistently had balances thr¢ ~ 50s 23 57 -7.9

directly or indirectly in equity the databaseOs six-year life.\  60s -5.8 9. -143
However, the devil is in thsaid, the average account bal: Al 0.1 -3.8 -3.8

details. Small changes were year-end for all participants Wiigample of 6.9 million participants with account balances at year-¢
2001. 401(k) investors on aveticipated throughout the SiX-Y€year

allocated more to conservativiperiod was $43,215. This de(zAge cohort based on participantOs age at year-end 1999.

ments. Allocations to Stable \considerably less than US eqiggyree: Tabulations from EBRI/ICI Participant-Directed Retireme

. Collection Project.

401(k) Plan Average Asset Allocation, 1996-200.

(Percentage of Total Assets) decline of 12% for 2001. Parithe participants. Younger investors

may have faired better than ecallocated more to stocks and less to

since they made contributionsconservative investments. As age

that same period of time. increases, EBRI found an inverse
EBRI found the average relation to equity investments and ar

account balance for 2001 wasincreasing allocation to conservative

$58,785 for participants who tinvestments. Allocations based on

401(k) balance at year-end re age are highlighted below

of their participation over the ¢ The EBRI/ICI report tracks the

: : - , life of the survey. Lastly, EBFbehavior of about a third of all active

1996 : 1007 1908 : E{m 2000 : 2001 that as age and participatien i1401(k) participantsNor 14.6 million

. ' N A = es, so do 401(k) balances. Tlparticipants holding more than $632
] Bquity Fund alanced Fund B Bond Funds table provides highlights of acbillion in assets. For more informa
B Company Stock [ Stable Value ] Money Marksts balances. tion or a copy of the EBRI Report,

As in previous years, the iplease go to:
Source: Tabulations from EBRI/ICI Participant-Directed Reifound considerable difference http://www.ebri.org/pdfs/0303ib.pdf
Collection Project. asset allocation based on the or EBRIOs March 2003 145 8 rief.

Average Asset Allocation of 401(k) Accounts, by Participant Age, 2002
(Percentage of Account Balances)

Equity Balanced Bond Money StableValue Company
Age Funds Funds Funds  Market Funds Funds Stock Other Unknown Total*
20s 58.6 8.7 6.1 56 6.1 13.8 .06 .04 100
30s 58. 8. 5.7 4.2 6.5 16.5 8 3 100
40s 516 8.1 6.5 47 9.8 18.1 9 3 100
50s 451 8. 79 9.5 14.8 17.3 9 3 100
60s 36.2 7.8 10.7 6.3 24 14 8 2 100
All 477 8. 7.6 52 13.6 16.8 8 3 100

*Row percentages may not add to 100 percent because of rounding.
Source: Tabulations from EBRI/ICI Participant-Directed Retirement Plan Data Collection Project.
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Scrambled Eggs: Bush Savings Proposals Start Discussions
Gina Mitchell, SVIA

gs community, when it cwould be subject to tax since on pensions see "Eliminating the Double Taxation of Dividends" on
to President BushOs savircontributions are based on aft page 12.

posals, the question may be Fcontributions.
you like those eggs? And like Employer Retirement will create a disincentive for sthat pensions have histooically pr
the answer is probably withouSavings Accounts (ER®Adld business to establish any typevided only 24% of retirement income
shell. However, the Administrpermit up to $12,000 per yeardefined contribution plan beceand Social Security will nat be mak
served some shell to membersaved for retirement. ERSAs their generous contribution liming up the balance. | believe that
retirement network by taking ereplace the assortment of defito $30,000 a year for a marrieemployer-provided plans rteed to par
approach that did not build up contribution plans that have dibusiness owner and his or he of the solution for individual savers.
most existing saving structure oped over the years: 401(k), Some claim the lurefitsSA Employer provided mans pr
The Administration propo:403(b), SARSEPs and SIMPLstricted savings will motivate iyjige assurances that cannot be under
three savings vehicles for indiplans. Defined benefit plans ¢uals to move their retirement <astimated or obtained on an individ
to make after tax contributionsother plans that do not permit and other tax-advantaged sav basis, which is the power of the
Lifetime Savings Account:employee contributions wouldlike 529 and MSA plans into tigmniover. Employers bring to the
(LSA)NOUId pel’mit up to $7,5Cremain Unchanged. vehicles since they prOVide_m‘tab|e cost-effective Saving vehicles as
year to be saved for any purp  Ther@asury DepartsnentODbility on the spending side. O ot of having the buying power
could be withdrawn and used Assistant Secretary for Tax Pcclaim that eliminating rules the . big numbers, a broad and effective
discretion of the saver withoutPam Olson asserts that ERS/executives pension contributicarray of risk-diverse and screened
ty. The LSAs would fold in thiall the benefits of a defined ccparticipation of lower-paid wor o it o otions Erfiigar
or medical saving accounts, ttion plan to both employer ancWill result in lower participatiol - . tF;lat decisions be made
Coverdell Education Savings .employee without the baggagSavings by the same lower-pa g

; . ) for th lusi fi I
and 529 educational savings |complexity. ERSAs attempts €rS. ticZ:ri ¢ aitg):nlﬂ\/:ngﬁgzr'itef Fr)nzl':cﬁflnr
The proposal would alow nate the downside of defined (¥t others claim that defin: P ’ 9

version of previous savings vebution plans by: simplifying th.contribution plans like the ERka?nmb#tlons’ ﬁmd the ease of savings
into a LSA until 2004. Accourrules, repealing top heavy ruleretain their allure because of (through payroll deductions. .
ances would be continued ancstreamlining discrimination te<€f matching contributions and ThatOs a lot for investors to give
forward after that date. The and proposing a new safe haradditional benefits employer puP- LetOs make sure employer-provid

AdministrationOs proposal allc  Olson says tha@ERgpiifi bring such as a professiongl fied defined contribution plans remain
previous savings vehicles andcation will encourage small brand the buying power of big bnot only a solid option for individuals
LSA to co-exist. However, soto sponsor more plans and thiThey say the economics of arto save for retirement bued prefer
prefer the flexibility of the newthe cuent tax code®s complexdeduction for savings contribuand privileged vehicle. And individu
the older vehicles. has had pension coverage sttWhat gets some to save. als are privileged, if they are offered
Retirement Savings 50%. She adds that ERSAS \ What is a given, accordiniand fully participate in an emplyer
Accounts (RSApwld permit upvide a big incentive: reduced jMarch 17, 2003 arfidetumeis - provided defined contributEZzFn.

to $7,500 per year to be save costs for small employers to establish

retirement. RSAs would replaan ERSA, which will contribute hj](;rease for 2002

tional and Roth Individual increased pension coverage.

Retirement Accounts (IRAS). Some disagree with the prﬁgttﬁble Value SaleS

IRAs, the new RSA savings vtal. Senator Ted Kennedy (D-MA)

could only be used for retiremcalls the AdministrationOs proposaftable Value and funding agreement assets grew to $419 billion |
Further, RSA earnings would "the greatest redistribution of tdRund a joint Stable Value Investment Association-LIMRA survey. Th
free like Roth IRAs and distribpreferences from working famiff@¥ged 33 Stable Value service providers. Companies reported $30

also would be tax-free after rethe wealthiest families.” Otheri Stable Value assets and $110 billion in funding agreement assets

: . - : . Sales of Stable Value and funding agreement products were mixe
age 58 or in the case of dlsabcharge the Ad_m|n|s_,trat|on plan iW'"ZOOZ. Compared with the same period in 2001, Stable Value sale
death. shift ctent savings into these njls(g

ditional b d d vehicl _ncreased 21%, while funding agreements decreased 4%.
Traditional IRAs can bé-cctax-advantaged vehicles providing e ayerage new Stable Value contract in 2002 was $29.9 millior

ed into RSA or continued, Ho\some $15 billion revenue in th%@é\rgge funding agreement contract in 2002 was $39.9 million.

new contributions would not byears (as individuals move from taxs|obal sales captured 31% of total funding agreement sales for 2
mitted in traditional IRAentCurdefeed accounts into the new afigles to short-term investment funds and other markets accounted fc
balances could continue in thetax LSA and RSA accounts) todhe 15%, respectively. Sales to municipal markets accounted for 14%
tax-defed under eunt rules untiPresidentOs budget proposal. sales to foreign markets represented the remaining 12%.

retirement, disability, or death Others say that LSAs and RSAs

P many in the retirement :Conversions from traditional Il For more on the AdministrationOs economic growth package and its









