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Stable Value

Benchmarking:
All Over the Map

By Victoria M. Paradis, CEA, [PMorgan Fleming Asset
Management

he Stable Value Investment
TAssociation (SVIA) spon-

sored a Stable Value Fund
benchmarking survey in the sec-
ond quarter of 2003. Respondents
totaled 35. They included 26
Stable Value managers, four plan
sponsors that have an externally-
managed Stable Value fund, and five plan sponsors who
manage their fund internally.

Credit Rating Pressure

Effects on Stable Value Issuers
By R. Kendall "Tex" Green, Bank of America

he public spotlight trained
Ton the securities industry

in the wake of several
high profile bankruptcies over
the past couple of years —
Enron, WorldCom, et al. — has
perhaps burned most hotly on
the necks of the major credit
ratings agencies. The rapidity
with which some of these issuers’ debt fell from investment
grade to default has led to criticism of the ratings agencies
for their apparent failure to give investors advance notice
of impending doom. This criticism has appeared both in

The survey focused on three key questions regarding
their approach to Stable Value benchmarking;

1)How do you evaluate book value returns for Stable

Value funds?

2)How do you evaluate the Fund’s investment

performance?

3)What investment benchmark do you use?

continued on page 3

market commentaries and in SEC hearings convened for
the sole purpose of assessing the current state of the rat-
ings business. This has a number of implications for the
Stable Value industry.

One consequence of the criticism is the shift towards
more conservative actions and reactions on the part of the
ratings agencies. While there have been no formal public
statements of revisions to their ratings-assignment meth-
ods, a conservative shift can be inferred from a couple of

continued on page 4

Processing Stable Value Funds:
How DTCC’s Defined Contribution Service Makes it Easy

By Paul Hart, Director, Mutual Fund Services, The Depository T

he Depository Trust & Clearing
TCorporation’s has an understat-

ed role in the financial mar-
kets, a tribute to how well it does its
job—rproviding the infrastructure for
trading that makes U.S. financial
markets the model for the world.
DTCC has taken this knowledge and
applied it to both mutual funds and
defined contribution plans.

Since the 1980s, when DTCC’s
subsidiary, National Securities
Clearing Corporation (NSCC) extend-
ed its services to the mutual fund
community, the organization has
continued to help grow the fund
industry. It created a network of con-

nectivity among virtually all
broker/dealers, banks, fund compa-
nies, third-party administrators,
major insurance carriers and finan-
cial intermediaries. And it created
services such as the industry standard
for transaction processing -
Fund/SERV® - and Defined
Contribution Clearance & Settlement
(DCC&S).

Defined Contribution
Clearance &
Settlement—What It Is

For defined contribution busi-
ness partners — fund companies,
trustees, and third-party administra-

rust & Clearing Corporation

tors — DCC&S offers a unique, fully-
automated, centralized servicing hub
for processing defined contribution
plan orders, whether they are mutual
funds, Stable Value funds, collective
investment trusts or separate
accounts.

Since its introduction in 1997,
DTCC has helped eliminate a com-
plex web of "spaghetti-type" connec-
tions for firms using the service. In
addition, DCC&S has standardized
the order flow through its pipeline,
moving information quickly, reduc-
ing operating costs, and simplifying

the settlement process by calculating
continued on page 2
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Processing Stable
Value Funds

continued from page 1

one single money settlement figure
for each participant daily.

What Users Say about
DCC&S

For firms like MetLife, one of
the largest national providers of
Stable Value funds with $18 billion in
Stable Value assets, a service such as
DCC&S has become a critical compo-
nent of its business. MetLife uses
DCC&S for its Met Managed GIC
product and plans an ongoing migra-
tion of its Stable Value assets onto
DCC&S. Ben Gorton, MetLife manag-
ing director, Stable Value
Investments, explains, "Most 401 (k)
providers, especially TPAs that want to
access different funds, have to be able
to link to Fund/SERYV, regardless of
what platform they are on. For
MetLife, it's critically important to
our business that we use the DCC&S
platform, and that our business part-
ners do, as well. We couldn't have
built such a large business otherwise.
The intense labor that 2 manual
environment requires, plus the errors
you encounter in transmitting infor-
mation by fax or phone, would have
slowed us down."

Galliard Capital Management, a
subsidiary of Wells Fargo & Company
and another leading Stable Value
manager, has been using DCC&S for
the past two years. "We've found the
service to be a very efficient way of
communicating between our record-
keepers and Wells Fargo. Trade com-
munications are done on-line, and
the settlement is completed through a
single wire that includes all our fund
transactions," says Leela Scattum, a
principal with Galliard.

Before becoming a member of
NSCC, Galliard/Wells Fargo would
handle its Stable Value trade process-
ing manually. "A record keeper trad-
ing with a fund would fax an order to
Wells Fargo and the money would be

transferred by wire. We were
exchanging different wires with dif-
ferent parties every day. It was not
cost efficient," she notes.

How DCC&S Works

DCC&S uses three DTCC Mutual
Fund Services to move a defined con-
tribution trade through all the steps
leading to a smooth, problem-free
conclusion. It combines the order
entry, confirmation and registration
capabilities of Fund/SERV with the
account maintenance and customer
account record-keeping capabilities
of Networking, and the NAV calcula-
tions (and other underlying security
data) of Mutual Fund Profile Service.

On settlement day, trustees and
funds are provided with a net settle-
ment figure and a summary of all
purchases and redemptions. NSCC
then debits or credits each trustee and
fund company with a single net set-
tlement via Fed Funds for all con-
firmed trades. TPAs can also transmit
data to firms acting as clearing hubs,
and they will be directly responsible
for settlement of trades with DTCC.

In the final step, a fund compa-
ny submits updated account balance
information through Networking,
and this information is then trans-
mitted to the trustee and the TPA.

In a situation where a firm acts
as both record-keeper and trustee, the
role of TPA is eliminated.

In a typical DCC&S process,
TRI-PARTY PROCESSING gsa?_e
4 Price/ividends ontinues
e E to Grow
Drders Over the
_— last five years,
Confirmations Prica/Dividands DCC&S has expe-
4 o rienced signifi-
;mmn Indarmation B Ordars cant growth in
— - the number of
Price/Dividends Confirmations users and in the
* i yolume of
Orders Satdamant defined contribu-
~ e - tion transactions
Corfirmations Pasition Informetion being processed
« < through the serv-
Settiement ice. This was
e S most dramatical-
Positian Information ly apparent in
e T 2002, when vol-
ume increased an

Mutual Fund Profile Service receives
from fund companies the daily NAVs
of each fund, and sends that infor-
mation, along with the rates, to
record keepers and trustees. The
record keeper calculates the orders for
each fund and transmits the orders
through Fund/SERV. After a basic
format and file check, Fund/SERV
transmits the orders to the fund com-
panies and the trustees. Fund compa-
nies then confirm or reject the orders,
and, if confirmed, the transactions
are set up for settlement.
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unprecedented 81% to 18 million
trades. In some part, that surge
reflected the inclusion of Stable Value
funds, which DTCC was given regula-
tory approval to process (along with
other non-1940 Act retirement prod-
ucts) in 2001. With consumer inter-
est increasing and more and more
assets being directed into these funds,
a service such as DCC&S can provide
firms with an automated, technologi -
cally advanced solution that will sup-
port their Stable Value business at
ever-growing volumes, in an environ-
ment that has been proven to reduce
costs and operational risk. £ =1

DICC is an industry-owned
utility that was formed origi - -
nally by the NYSE, the
American Stock Exchange and
the NASD. Operating on a cost
basis, DICC’s subsidiaries serve
as a post-trade clearinghouse
Jor virtually all equity and
Jixed income trades, including
corporate and municipal
bonds and government and
morigage-backed securities.
DICC s also the leading
processor of mutual fund and
insurance prodhucts; and ifs
depository subsidiary provides
custody and asset servicing for
more than two million securi -
ties issues from the US. and
more than 100 other

countries.
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Stable Value
Benchmarking

continued from page 1

Evaluating Book Value
Returns

To evaluate the "Book Value" or
stabilized returns that fund partici-
pants earn, most respondents set
some form of a book value-based
benchmark. A cash-based bench-
mark received the most responses (53
percent), as illustrated in Chart 1.

{ash-Basad

Constant Maturity Treasury (GMT) Yield
GIC Index

Wrapped Fixed Income Index

Hugler Indax of Pooled Funds

Market Yalue Index (over long term)

demonstrated in Chart 2. Slightly
more than half of respondents (53
percent) believe that market value
performance is the best way to report
Stable Value investment performance.
Yet, a significant 47 percent believes
that book value returns remain most
appropriate. Of the 47 percent that
prefer to report book value returns, 8
percent will present market value per-
formance at the request of their
clients.

There are essentially two
schools of thought on evaluating
Stable Value Fund performance:

5

T I R )

# Times Cited in Survey

{respondents could choose more than ongj

Chart 1. Book Value Benchmarks Used for Stable Value Funds

Cash-based benchmarks include
Treasury Bills, Money Market Funds,
or LIBOR benchmarks — flat or plus a
spread. The benefits often cited for a
cash-based benchmark include
familiarity and ease of understanding
to the participant audience. Cash-
based benchmarks also reflect the
closest alternative to Stable Value that
most participants could invest in,
outside of their defined contribution
plan.

Evaluating Fund

Performance

The next issue distinguished
between investment performance and
fund performance. What's the point
in making that distinction? The
underlying assets in a Stable Value
fund have a market value or fair
value that is different from the stabi-
lized book value earned by partici-
pants. The question at hand is
whether the underlying marked-to-
market returns are relevant for Stable
Value performance reporting. The
industry remains split on this issue as

The "Book Value" camp believes
that participants earn book value
returns, so book value is the best
measure of a fund’s success. Market
value reporting adds unnecessary
complexity.

The "Dual Reporting" camp
favors book value reporting for the
participant audience and market
value reporting for the plan sponsor
or consultant audience. The ration-
ale for dual reporting hinges on the
premise that book value returns pre-
vent meaningful reporting on a man-
ager’s investment decision-making,
The smoothing mechanism behind
book value returns masks timely eval -
uation of investment decisions.

Book value returns are also material-
ly affected by the timing and level of
interest rates when external cash
flows occur. As a result, it is not pos-
sible to discern the cause-and-effect
behind book value returns. In con-
trast, marked-to-market returns iso-
late and accurately measure the
results of manager investment deci-
sions and allow for simple compari -
son and performance attribution

against a market
value benchmark.
This enables mean-
ingful evaluation of
manager decision-
making, including
useful performance
attribution.

0%

Baook Value Returns” Market Value Returns

Market Value

Benchmarks
For those
respondents that use
a market value benchmark, the sur-

vey found that most use a single,
standard fixed income benchmark.
This approach has the benefit of
enabling manager comparisons and
performance evaluation methods
akin to monitoring defined benefit
fixed income managers. Yet custom
benchmarks are also common, and
are intended to reflect unique client
and Stable Value characteristics.
Another approach is to establish stan-
dard market indices for segments of a
fund, but not necessarily a market
benchmark at the total fund level.
These approaches are demonstrated
in Chart 3.

Chart 2. View of Best Way toEvaluate Stable Value Investment
Performance

The key reason is this is a relatively
new issue to the Stable Value industry.
The seed of market value perform-
ance reporting was not planted until
wrapped assets first became feasible
in the early nineties. Total fund mar-
ket performance evaluation was not
considered until a large percentage of
assets were invested in fixed income
portfolios. Plus, the idea of two audi-
ences creates additional complexity.
Consistency within the industry is not
likely to arrive until there is more
interest and demand from the plan
sponsor and consultant

community.

Standard Market [ndex for Total Fund

Standard Market Index for Fixed Income
{"Evergreen”) Segments

Custom Index for Total Fund

W% % 0% 5% 0% 0%

N
0% 1%

Chart 3. Market Benchmark Used by Those Who Evaluate Market Value Returns

Finally, the standard mar- ~ 11.0%
ket indices used vary widely — ' JR—
from single sector to multi-sec- 1005~ Lo
tor benchmarks, from short | hgegate i?;«ml::.ie it
term to broad market durations., " o fmmeda
The risk and return characteris- £ ¢, 1 Govermment Gt
tics of the most commonly cited * .
benchmarks are illustrated in 70% | 1-3 Govermment
Chart 4.

B.0%

Variety of Responses |, . . ‘

Why are industry responses 20% 3% B0 8% 0%

so varied, particularly as it Standa Ceviion

relates to the underlying portfo-

o Chart 4. Comparison of Lehman Indices
lio’s investment performance?

April 2000 to March 2003
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Credit Ratings
Agency

continued from page 1

new developments. One is the treat-
ment of ratings triggers — contractual
clauses requiring the restructuring or
accelerated repayment of debt or the
posting of collateral in the event of
specified rating actions. Following
the bankruptcy of Enron — whose
implosion was partly due to the cas-
cading liquidity strain that can follow
the activation of a ratings trigger —
the ratings agencies have begun to
assess the weight triggers add to a
company’s debt, even refusing to rate
some new issues that have triggers.
This wariness is not limited to the
ratings agencies.

Another area in which ratings
agencies may be becoming more con-
servative is in their initial ratings and
subsequent rating revisions. An indi-
cation of a conservative shift is the
number of downgrade ratings in
2002. There were a record number of
ratings downgrades last year.

Standard & Poor’s, for example,
downgraded 1123 issuers globally in
2002, compared to 266 upgrades, for
aratio of 4.22. During the same
period, the number of defaults actu-
ally fell compared to 2001, and is
expected to decline further in 2003.
However, the ratio of downgrades to
upgrades for the first quarter of 2003
was 4.65, an increase over that for
2002. The combination of a decrease
in the number of defaults and an
increase in the number of down -
grades suggests that ratings agencies
may be more sensitive to negative
pressures and quicker to effect down -
grade. The ratings agencies’
increased responsiveness, even if only
with regard to downgrades (nothing
suggests ratings agencies have
become quicker to make upward rat-
ing revisions), may benefit asset
managers by giving an early warning
sign to issues that may be in trouble.
At the same time, though, given the
overall downward migration of credit
ratings, Stable Value portfolio man-
agers will find fewer issues that meet
plan sponsors” high-quality invest-
ment guidelines.

Plan sponsors themselves are
affected by criticism of the ratings
agencies. Not only has the number
of acceptable investments declined,
but the number of potential Stable
Value players has also been reduced
due to credit events. Notwithstanding
bear market declines in portfolio val -
ues and claims-related drains on
insurance companies’ capital, insur-
ers’ credit ratings have also been neg-
atively affected by the ratings agen-
cies’ apparent conservatism and pro-
clivity to downgrade. Insurer down-
grades have contributed to the reduc-
tion of the number of GICs being
sold, as most purchasers seek GIG
providers of at least a double-A credit
rating. Similarly, plan sponsors’
investment guidelines might pro-
scribe entering into Stable Value
agreements with single-A rated carri-
ers or wrap providers, thus effectively
barring such firms from participation
in the Stable Value market.

Banks have not suffered the
same credit degradation as insurers.
Upgrades of S&P-rated U.S. banks
outpaced insurance companies. For
banks there were 4 upgrades and one

downgrade and for insurance compa-
nies there were 39 downgrades and
five upgrades. Despite their relative
credit strength, several banks have
also left the Stable Value market.
Unlike insurers who have been edged
out of the market due to inadequate
credit ratings, banks have generally
departed for internal reasons — insuf -
ficient market share or strategic
realignment following mergers and
restructuring,

The major ratings agencies pre-
dict improvements in issuer credit-
worthiness this year, and the critical
light cast on the agencies will doubt-
less wane. Whether as the direct
response to criticism, or the result of
increased sophistication following
criticism, the agencies’ more conser-
vative rating methods will probably
become the norm. Investors within
and outside the Stable Value industry
can only hope that, as the ratings
agencies respond to public criticism
and adapt to changing markets, their
ratings paint an increasingly accu-
rate and predictive picture of the
credit landscape. =310

The Spirit of HR 1776: Save!

By Gina Mitchell, SVIA

ongressmen Rob Portman (R-
C OH) and Ben Cardin (D-MD)

have introduced a third install-
ment of pension reform: The
Pension Preservation and Savings
Expansion Act (H.R.1776). The bill
takes up what the 2001 tax relief left
undone, mainly increasing the tax-
deferred savings limits for pensions
and making these new limits perma-
nent.

Despite concerns about the
growing federal deficit and a 50 to 51
Senate-passed economic package,
H.R.1776 is likely to pass the House
sometime this summer. Listed below
are some of the highlights of the
bipartisan bill that currently has 18
C0-SpONSOTs.
¢ Encourage more savings by

increasing the tax deferral limits
for IRAs and defined contribution
plans. For individuals under 50,
the IRA limit would move from the
current $3,000 limit to $5,000, and
the 401(k) limit would move from
its current limit of $13,000 to
$15,000. For individuals over 50,
the IRA limit would move from
$3,500 to $6,000, and the 401 (k)
limit would move from $16,000 to
$20,000.

o Make savings reforms contained in
the bill and in the 2001 tax relief
act permanent.

e Give workers greater protections
over their retirement plan. These
new rights include the ability to
diversify company stock that is
contributed to their 401 (k)

account; create a new tax incentive
to help employees pay for retire-
ment advice and counseling; and
require employers to provide gen-
erally accepted investment princi-
ples upon enrollment into a
401(k) plan and in quarterly state-
ments.

e Raise the mandatory pension dis-
tribution age of 70 and a half to
age 75, which reflects the growing
life expectancy of Americans.

* Replace the interest rate for
defined benefit plans. The legisla-
tion will change the 30-year
Treasury bond rate to a bench-
mark based on long-term conser-
vative corporate bond rates for
funding, premium and lump sum
calculations. The bill will provide
a transition for older workers so
that their expectations regarding
lump sum amounts are not under-

cut.
o Assist retirees with health care
expenses by permitting retiree
health care premiums to be paid
with pre-tax income from their
retirement savings accounts.
Additionally, employers who spon-
sor a 401(k) would be given a
modest new savings vehicle to help
employees fund retiree medical
expenses on a pre-tax basis.
Enhance portability by permitting
more rollovers. The bill would
permit rollovers between spouses’
IRAs, grant non-spouse beneficiar-
ies the ability to rollover assets into
an IRA, and allow unused monies
in flexible spending accounts, up
to $500 to be applied as a contri-
bution to a defined contribution
plan or IRA. Currently, unused
money in a flexible spending

account is forfeited.
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What You, Your Parents, and Your Kids Have In Common:

Money Worries

GAO Studies Generational Equity of Wedlth and Future Income

By Gina Mitchell, SVIA
ongressman Robert Andrews

‘ (D-NJ), the ranking minority
member of the House

Subcommittee on Employer-
Employee Relations worries about
our future retirement security and
our ability to maintain a standard of
living during in our golden years. He
recently asked the General
Accounting Office (GAO) to look at
retirement income for three genera-
tions: current retirees, baby boomers
and Generation X to see how they are
faring,

"Retirement Income:
Intergenerational Comparisons of
Wealth and Future Income," com-
pares wealth across the three genera-
tions: Pre-Baby Boom, Baby Boom
and Generation X. GAO used the
Federal Reserve Board’s Survey of
Consumer Finances, a nationally rep-
resentative database on assets and
debt that goes as far back as 1962.
GAO selected the age group of 25 to
34 year olds as the basis of the study
since comparable data was available
for all three generations. The data
was adjusted in terms of real dollars
to make it comparable for all three
generations. An overview of retire-
ment income sources is provided in
Chart 1.

The Good News

GAO reports that Baby Boom
and Generation X have greater accu-
mulated assets adjusted for inflation
than current retirees had when they
were the same age as illustrated in
Chart 2. GAO attributes Baby
Boomers’ wealth to increases in home
equity and increases in the rate of
home ownership. They report that
the median value of housing assets
increased from $72,890 for Pre-Baby
Boomers to $78,583 for the Baby
Boom, while the percent of house-
holds owning their own home also
increased from 39 to 45 percent.

Despite earlier reports that
Generation X will get the short end of
the stick, GAO reports that Xers beat
out the Boomers when it came to
retirement savings. GAO reports that
Generation X will have more money
in their 401 (k) account. GAO found
the median value of 401 (k) account
increased from $2,947 for a Boomer
to $8,003 for Generation X.

Additionally, the percentage of
households with 401 (k) accounts
increased too, from 20 to 40 percent
for Generation X. GAO attributes the
increased coverage by 401(k) plans to
the switch from defined benefit to
defined contribution plans. They

Chart 1. Percentage of the Aged Receiving Income, by Source

Private Pensions

Government Pensions.

Eamings

o 20
Percentage of aged

] om0
e

Source: Fast Facts and Figures About Social Security, Social Security Administration, 2002,

Note: The aged include couples and nonmarried persons age €5 or older.

Chart 2. Median Value of Total Assets, Retirment Accounts, and Housing Assets, and the Percentage
of Households with these Assets for Households Headed by a 25- to 34-Year Old

Median value in 1998 dollars (in thousands)

90

1962 1983 1998
Pre-Baby Boom Baby Boom Generation X
Percentage of
92.3 3.1 39.2 945 202 451 951 457 45.7
[ ] rotarassets
B reiroment accounts
Il Housing assets

‘Source: Federal Reserve Board.

Note: GAO analysis based on data from the Survey of Consumer Finances. The median for
housing assets is larger than the median for total assets because these medians come from
two different distributions. Total assets include bank accounts and automobiles as well as
housing, so the distribution of th value of total assets ranges from assets with relatively low val-
ues, such as bank accounts and other financial assets, to assets with relatively high values,
such as houses. The distribution for housing assets includes only those households owning a
home, whereas the distribution for total assets includes all households with any type of asset,

including those who do not own homes.

report that the percentage of workers
covered primarily by a 401(k) plan
increased from 11 to 25 percent while
the percentage of workers covered by
a defined benefit plan declined from
35to 21 percent. However, GAO did
not estimate the value of defined ben-
efit pensions and to the extent that

the Pre-Baby Boom and Baby Boom
generations enjoy defined benefit
pensions, their assets are underesti-
mated in the study.

Other financial and non-finan-

cial assets contribute only modestly to
continued on page 6

Chart 3. Median Value of Total Assets, Retirment Accounts, and Housing Assets, and the Percentage
of Households with these Assets for Households Headed by a 25- to 34-Year Old

Median value In 1998 dollars (in thousands)

30

20

il

1962 1983
Pre-Baby Boom Baby Boom Generation X
Percentage of
923 775 878 845 878 89.1 951 882 825
[ otarassets
I Firanciat assets
Il onfinancial assets

‘Source: Federal Reserve Board.

Note: GAO analysis based on data from the Survey of Consumer Finances.
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Chart 4. Median Value of Debt and the Percentage of Households with Debt for Househoulds
Headed by a 25- to 34-Year Old (Total Debt, Housing Debt, Financial Debt, and Other Debt)

Money Worries

continued from page 5

the increase in total assets across the
three generations as shown in Chart
3. Financial assets include savings
accounts, mutual funds, and stocks
and bonds. Non-financial assets
include vehicles, business interests
and nonresidential real estate.

Lastly, GAO found that educa-
tion, home ownership, length of work
life, marital status, savings, and
whether someone stays married or get
divorced greatly influenced potential
retirement security.

The Bad News

Baby Boomers and Generation
X have more debt than the Pre-Baby
Boom generation as shown in Chart
4. GAO attributes the rising debt lev-
els to increases in housing debt. Of
the three groups, Generation X carries
the most debt. GAO found that the
median level of debt for the Baby
Boom is 38 percent greater than the
Pre-Baby Boom generation while
Generation X’s median level of debt is
146 percent greater than the Pre-Baby
Boom generation and 78 percent
greater than the Baby Boom. GAO
found that the percentage of house-
holds with debt changed very little
across the generations, remaining
roughly at 83-84 percent across the
board. They concluded that those
households that go into debt are
going into debt more deeply with
each new generation.

GAQ is quick to point out that
despite rising levels of debt that net
worth is 60 percent greater than that
of current retirees when they were the
same age for Baby Boom and
Generation X households with posi-
tive net worth at age 25 to 34. This
point is illustrated in Chart 5. Despite
greater net worth, increases in
longevity may test both the ability to
retire and length of retirement, not to
mention the standard of living in

Medlan value In 1998 dollars in thousands)

80
70

80

1862
Pre-Baby Boom

1983 1998
Baby Boom Generation X

845 369 32 808

825 405 14.8 723 836 39.5 107 769

D Total debt
B vousngeen
B over et

I vornousing deot

‘Soutce: Federal Reserve Board.

Note: GAO analysis based on data from the Survey of Consumer Finances. The median for
housing debt is larger than the median for total debt because thee medians come from two dif-
ferent distributions. Total debt includes credit card and installment debt as well as housing
debt. Because the distribution of the value of total debt includes relatively low levels of non-
housing debt as well as the higher levels of housing debt, the median will be lower than the
median for housing debt. Nonhousing debts includes debt for other residential property, such
as vacation homes, debt for nonresidential real estate, business debt, credit card debt, and
installment loans, Other debt includes loans against pensions, loans against life insurance,

and margin loans.

retirement for the later two genera-
tions. In fact, GAO predicts that
Generation X will feel the pinch of
longevity most and anticipates that
Xers’ income replacement rate will be
lower than the other two generations.
Additionally, GAO warns that

retirement security for Baby Boomers

and Generation X will be complicated
by several factors, which are beyond
their individual control. These fac-
tors include the rate of growth of real
wages, the overall performance of the
economy, the rate of return on finan-
cial assets, changes in housing prices,
shifts in pension coverage and the

Chart 5. Median Value of Positive and Negative Net Worth and the Percentage of Households with
Net Worth for Households Headed by a 25- to 34-Year Old

Median value in 1998 dollars (in thousands)

30

1862 1983 1998
Pre-Baby Boom Baby Boom ‘Generation X
Percentage of
72.9 266 87.8 12.2 782 217
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‘Source: Federal Reserve Board.

Note: GAO analysis based on data from the Survey of Consumer Finances. Net worth is
defined as assets minus debt. If assets are greater than debt, the household has positive net
worth. If debt is greater than assets, the household has negative net worth. Therefore, the
positive and negative net worth columns will not sum to total net worth since they are based on

different distributions.

generosity of benefits, the state of the
health care system, changes in life
expectancy, and the resolution to the
funding shortfall for Social Security
and Medicare.

Predictions

GAO offers no predictions from
their study. In fact, they warn there is
considerable uncertainty involved in
their estimates starting with the
assumptions and consideration of
behavioral responses.

Just the Facts

What GAO does point out is that
future retirees have a tougher row to
hoe. Social Security trust funds are
projected to be exhausted in 2042,
which means unless action is taken,
Social Security will no longer be able
to pay scheduled benefits. Pension
coverage has remained at 50 percent
of the workforce while the composi -
tion of the coverage has shifted from
defined benefit to defined contribu-
tion plans. This shift has put more
responsibility on individuals to pro-
vide for their own retirement income.
Plus, workers today are saving a
smaller portion of their incomes than
earlier generations did.

GAO does offer some sage advice
for Baby Boomers and Generation X.
That is to save more in order to
maintain their standards of living
and meet increasing health care costs
in retirement. The challenge before
future generations of retirees is not
only to save more but also to invest
better. That is why it is important
that all retirement investors have a
Stable Value Fund available to them.
It makes a tough job a little easier
since Stable Value provides not only
diversification, but also safety
through principal protection and cer-

tainty when it comes to earnings.
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529 Plans and Stable Value

By Gina Mitchell, SVIA

ney Magazine recently
reported that 529 college sav-
ings plans had grown to

$19.2 billion during 2002. That’s a

209 percent increase during a bear

market! And yes, Stable Value is a

part of this important new savings

market according to a joint SVIA and

Travelers Life & Annuity Survey,

which covered 529 assets as of March

31, 2003.

In fact, the SVIA/Travelers’
Survey found that:

e 24 states now offer a Stable Value
Fund as part of their 529 college
savings plans. States with a Stable
Value Fund account for 60 percent
of all college savings plan assets or
$11.7 billion.

o Stable Value Funds gathered 6 per-
cent of all 529 college saving plan
assets or $1.254 billion.

e Another 14 state plans have a
Stable Value provider but do not
yet offer a Stable Value Fund.

The survey found that Stable
Value is becoming a significant
option for 529 plans. The longer the
plan and the Stable Value option were
in existence, the more money is con-
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Survey Finds Division on
Economic Stimulus Package

By Gina Mitchell, SVIA

Times, readers were asked to par -

ticipate in a brief Internet survey
on President Bush’s economic stimu-
lus package. Like the Washington
debate, participants in the survey
were strongly divided.

When asked which is the more
pressing economic concern, 38 per-
cent said cutting taxes to stimulate
the economy. The majority, 63 per-
cent, said controlling the federal
deficit to help keep interest rates low
was 4 more pressing concern.

On the elimination of taxation
of dividends for individuals, our sur-

In the First Quarter of Stable

vey participants squared off with 50
percent supporting the elimination of
the dividend taxation and 50 percent
opposing elimination. They were
also evenly split s to the fairness to
all taxpayers on the elimination of
dividend taxation.

The half who supported ending
taxes on dividend payments to indi -
viduals gave three reasons for their
support:

e 25 percent believed it would boost
the stock market;

e 25 percent said it would increase
the money they had to spend;

e 50 percent said it would increase

the money they had to save and
invest.

Although only half of the survey
supported elimination of the dividend
tax, 75 percent thought it was unfair
to tax dividends twice.

Additionally, it was unclear if
the group would change their invest-
ment behavior as a consequence to a
change in the tax treatment of divi-
dends. They gave conflicting respons-
es. 75 percent said they would hold
stocks that paid a dividend in taxable
account while 88 percent said they
were likely to hold stocks that pay
dividends in tax-deferred accounts.

Interesting, all indicated that
they currently saved and invested. No
one who participated in the survey
said they did not or could not save or
invest.

However, the group sent an
inconsistent message on tax-deferred
vehicles and President Bush’s new
savings vehicles. 50 percent said they
were only willing to save on a pre-tax
basis. Further, 75 percent said the
primary reason they invest in a
defined contribution plan is the tax
deferral. The remaining 25 percent
cited the primary reason they invested
in a2 401(k) plan as the employer
match.

The group vacillated when
asked if they would invest in
President Bush’s new after-tax savings
vehicles. 63 percent said they would
be interested in the proposed after tax
savings vehicles such as the lifetime
savings accounts, retirement savings
account or employer savings account.

When asked which investment

continued on page 8
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House Debates Advice Legislation, Bill Passes &
Waits for Senate Action

By Gina Mitchell, SVIA

he U.S. House of Representatives
Tonce again passed advice legis-

lation, The Pension Security Act
(H.R. 1000) on May 14. Unlike its
previous passage, the debate was a lit-
tle more contentious and the margin
of victory was greater. The bill passed
by a vote of 271 to 157 compared to
the previous year’s vote of 255 to 163.

Congressman John Boehner (R-
OH), a co-author of the bill explains,
"Despite all the sound and fury
orchestrated on the floor today by the
House Democratic leadership, the
President’s pension reform proposal
was again approved with significant
bipartisan support. The bill has
bipartisan support because it is about
the pension security of American
workers. . .Expanding worker access
to quality investment advice is the
most important pension protection of
all."

"I'want to help Americans who
are working hard and saving for their
retirement. They deserve more infor-
mation about what is happening to
their retirement plans. They deserve
help in making financial decisions

that can often be overwhelming,
They deserve the right to diversify
their money in their retirement
accounts," says Congressman Sam
Johnson (R-TX) who co-authored the
bill with Boehner. "The Pension
Security Act lets hard working
Americans do all of this," explains
Johnson.

However, Congressman George
Miller (D-CA), the Senior Democrat
on the Committee on Education and
Workforce that has jurisdiction over
the bill and organizer of the
Democratic protest, characterized the
Republican-sponsored bill as no
more than, "See no evil, hear no evil
and do no good."

Miller charged that, "Once
again, in the shadow of the failures
of Enron and Global Crossing, with
the recent disclosures about Delta and
American Airlines, the Republicans
bring forward a pension bill that does
nothing to help employees, but
includes lucrative benefits for corpo-
rate interests. In every respect, their
bill fails to provide a solution to the
serious pension equities and risks

faced by American employees."

Even New York Democrat
Attorney General Eliot Spitzer entered
the fray on the Pension Security Act
by releasing a statement that said,
"This legislation opens a loophole
that will sharply erode, rather than
enhance, safeguards for employees
seeking independent and untainted
advice about how to invest their
retirement savings. Clearly, this bill
puts the interests of Wall Street firms
far ahead of the interests of millions
of working Americans who simply
want a fair shake in making sound
decisions about their retirement
investments."

Briefly, the Pension Security Act
as passed by the House:
¢ Gives employees the opportunity to

diversify matches made in compa-
ny stock within three years after
receiving the match.

o Permits investment management
firms to also provide investment
advice as long as certain fiduciary
safeguards and disclosures are met
to ensure that the advice provided
to an employee is solely in his or

her best interest. Additionally, the
bill creates a tax incentive to help
employees pay for the cost of
retirement planning services.

e (larifies that employers have a
fiduciary responsibility for workers’
savings during blackout periods.

® Requires companies to give quar-
terly benefit statements that
include account information such
as the value of the assets, rights to
diversify, and the importance of
maintaining a diversified portfolio.

o Simplifies defined benefit pension
plan sponsorship for small busi-
nesses.

Two provisions of the original
Pension Security Act were enacted as
part of the Sarbanes-Oxley corporate
accountability law. These provisions
bar company insiders from selling
their stock during a blackout period
where workers cannot make changes
to their 401(k) accounts, and require
that all workers receive 30 days
advance notice of any blackout peri-
od.

The House-passed legislation
has been referred to the Senate for
consideration. Despite the support of
the Bush Administration, Senate
action is unsure. To date, the Senate
has yet to introduce companion legis-

lation.

A Look Back in Time... Separate Account vs. Pooled Fund

Index Returns
By Kathleen Schillo, Hueler Analytics

When looking at the historical Hueler FIRSTSource Separate Account vs. Analytics Pooled Fund Indices it appears that
the difference amongst the two indices has narrowed over time. In the early nineties, the Separate Account Quarterly
Index ranged from 7 to 25 basis points higher than the Pooled Fund Quarterly Index. Over the last few years the differ-
ence between the indices has narrowed from 1 to 5 basis points.
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Hueler FIRSTSource Separate
Account Index vs. Hueler Analytics
Pooled Fund Index

The FIRSTSource Separate Account
Index represents the returns of 180
separately managed Stable Value
funds, across 14 managers totaling
$66 billion in Stable Value assets.
The Analytics Pooled Fund Index is
comprised of 25 Stable Value pooled
funds totaling $60 billion in Stable
Value assets.

Survey Results

continued from page 7

vehicles they used, 100 percent
reported using traditional IRAs; 25
percent used Roth IRAs (after tax
contributions); 75 percent reported
using defined contribution plans and
37 percent invested in 529 college
savings plans.

Further, when asked if they con-
tributed the maximum amount per-
mitted in these tax-deferred vehicles,
37 percent reported maximizing their
contributions to traditional IRAs; 12
percent to Roth IRAs; 71 percent to
defined contribution plans; and 12
percent to 529 college savings plans.

80 individuals participated in
the SVIA Economic/Tax Poll. The
majority, 75 percent were not SVIA
members. 25 percent of participants

were SVIA members.



