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Why Investors Want Stable Value

Introduction:

The Stable Value Investment Association (SVIA) is pleased to provide additional perspective on the use of stable value funds in retirement investing as you review a new application of stable value―registered stable value funds.  The purpose of this paper is to demonstrate the unique role that stable value funds play in creating retirement security for individual investors who are saving for their retirement through tax-favored savings plans.  

In light of the unique benefits that stable value provides to investors and the obstacles investors must overcome to achieve a financially secure retirement, SVIA asks that the Securities and Exchange Commission conclude its inquiry into registered stable value funds by recognizing the unique contribution that stable value funds make to retirement security.  Since more than half of all Americans do not have access to or participate in a defined contribution retirement plan, the Commission should permit retirement investors to have access to stable value outside of a defined contribution retirement plan through a registered stable value fund.

However, if the Commission mandates a new valuation methodology for registered stable value funds, SVIA requests that it does so in a way that does not disrupt the operations of unregistered stable value funds.  Otherwise, any Commission action could harm investors who today enjoy the benefits of investing in stable value funds through defined contribution plans and similar tax-favored savings vehicles.

SVIA:

SVIA is a non-profit organization dedicated to educating public policymakers and the public about the importance of saving for retirement and the contribution stable value funds can make toward achieving a financially secure retirement.   SVIA members manage $321 billion invested in stable value funds by more than 25 million defined contribution retirement investors.
  As of December 31, 2002, defined contribution retirement plan investors allocated 33 percent of their defined contribution retirement plan or 401(k) assets to stable value funds.
   

SVIA’s 100-plus corporate members represent every segment of the stable value investment community; including public and private retirement plan sponsors, insurance companies, banks, investment managers and consultants.

Why Investors Use Stable Value: 

Stable value funds, one of the few asset classes that consistently generate positive returns in all market cycles, provide three major benefits to investors:

· Returns that are generally higher over the long-term than money market funds and cash. 
 Stable value funds outperform money market funds during most market environments.  In fact, according to the Hueler Companies FirstSource Separate Account Stable Value Index, stable value funds have outperformed money market funds more than 85 percent of the time.
 An individual who invested in stable value funds in 1987 rather than money market funds received an additional 15 percent cumulative return or approximately one percent more return per year, year after year.

· Less risk to principal than most bond funds.   
Stable value funds provide higher returns because they hold intermediate-maturity investments plus companion wrapper agreements that provide protection of principal and accumulated earnings for investors.  As a result, stable value funds tend to produce returns over the long-term roughly similar to intermediate-maturity bond funds.  Unlike bond funds, however, stable value funds do not fluctuate in principal with changes in interest rates, so their volatility or risk is substantially less than that of a bond fund.
· Returns less correlated to equities than money market or bond funds.  
Because stable value has less correlation to equities than other conservative investments, it is a more effective tool to modulate risk and return in an investor’s retirement portfolio than money market or bond funds. 
These three benefits are highlighted in the following chart.

	Historical Performance Statistics of Various Indexes

1983 to 2002

	Index
	One

Year Annualized Return
	Three

Year Annualized Return
	Five

Year Annualized Return
	Twenty

Year Annualized Return
	Twenty Year Annual Standard Deviation
	Correlation with

S&P 500

	S&P 500
	-22.10%
	-14.55%
	-.0.59%
	12.71%
	0.1691
	1.0000

	Lehman Intermediate Government Credit
	9.82%
	9.63%
	7.48%
	8.89%
	0.0499
	0.2769

	30 Day Treasury Bills
	1.65%
	3.78%
	4.17%
	5.65%
	0.0207
	0.3751

	Stable Value

	6.38%
	6.53%
	6.56%
	8.85%
	0.0234
	0.2020


As the table demonstrates, stable value funds provide returns similar to bond funds with less than half the volatility of bonds.   Because of these unique characteristics, inclusion of stable value funds in the asset allocation process for retirement investing allows investors to construct more efficient portfolios ― portfolios that can achieve a higher expected return for a given risk level, or a reduced risk level without sacrificing returns ― than is possible with other conservative investment options such as bond and money market funds.

What Is a Stable Value Fund?

Stable value funds invest primarily in diversified portfolios of investment-grade fixed-income securities that are covered by wrapper agreements.  Wrapper agreements provide return stability and preservation of principal and accumulated earnings.  Most funds have a weighted duration of approximately 1.5 to 4.5 years.
  

Why Investors Want Stable Value:

Stable value funds have a history of more than thirty years of consistent performance for defined contribution retirement plan investors in public and private employer-sponsored retirement plans.  This performance was achieved throughout a variety of market cycles.  
While stable value funds have always been a major component of defined contribution retirement assets, demand for stable value funds has been rising.  For the three years ending June 30, 2003 (the recent bear market for stocks), the Hewitt Index™
 reported a record high volume of transfers out of equities into fixed income funds, with the lion’s share of transfers going to stable value funds.  Four trends are responsible for investors’ increased demand for stable value:  the equity bear market, the aging of the population, the shift in responsibility for retirement savings, and investors’ awareness of investment risk.

· The Equity Bear Market Made Investors More Cautious.

The recent bear market in equities drove home the realization for many investors that it is crucial to have a balanced portfolio in order to protect their nest eggs from the volatility of the equity market.  Flows into stable value funds increased significantly in the past several years as investors recalibrated their portfolios to include a higher percentage of conservative assets bringing their risk exposure in line with their true tolerances.  To illustrate, the allocation to stable value funds of total defined contribution assets for plans participating in the SVIA survey grew from 23 percent in 1997 to 33 percent in 2003.
 

· Stable Value Use Increases as Investors Get Older.

As illustrated in the table below, all investors regardless of age use stable value.
  While stable value use straddles all age groups, this data demonstrates that as investors age and approach retirement their allocation to stable value increases.  Allocation to stable value for the 60s age group reaches 26.7 percent compared to 15.8 percent for all ages in the survey.
 

	Average Assets of 401(k) Accounts by Participant Age, 2002

Percent of Account Balances

	Age
	Equity Funds
	Balanced Funds
	Bond Funds
	Money Market Funds
	Stable

Value

Funds
	Company Stock
	Other
	Unknown
	Total

	20s
	50.5
	11.0
	9.1
	6.9
	7.3
	13.6
	0.7
	0.9
	100

	30s
	51.4
	9.8
	8.6
	5.2
	7.4
	15.9
	0.9
	0.7
	100

	40s
	44.4
	9.7
	9.7
	5.7
	11.4
	17.6
	1.0
	0.5
	100

	50s
	37.3
	9.1
	11.5
	6.4
	17.5
	16.6
	1.1
	0.4
	100

	60s
	30.3
	8.0
	13.7
	7.3
	26.7
	12.7
	1.0
	0.4
	100

	All
	40.3
	9.2
	10.9
	6.2
	15.8
	16.1
	1.0
	0.5
	100


· Investors Take on More Responsibility for Retirement Savings: 
The U.S. retirement system is often called a “three-legged stool” comprised of Social Security, an employer-provided pension, and individual savings.  For this system to work, all three legs need to be equally strong and balanced.  As it stands now, the U.S. retirement system is fundamentally out of balance.

Social Security is not sustainable under its current rules.  Projections show that unless it is reformed, it will be able to cover only 73 percent of program costs after 2041 when the vast majority of baby boomers will be drawing benefits.
  

Employer-provided pensions have also undergone a major transformation over the past 20 years.  Increasingly, defined benefit plans that promise a percentage of salary as a retirement benefit have been replaced with defined contribution plans that provide a self-directed savings vehicle.  This change has shifted the investment risk from the employer to workers who have little investment experience or training. 

An increasingly mobile workforce also means investors have a temptation to spend rather than preserve retirement savings each time they change jobs.  In fact, the Congressional Research Service reports that 14.3 million workers have been faced with the choice of spending or rolling over retirement savings at least once since 1998.
 The benefits of stable value are increasingly denied to job changing investors since investors roll over retirement savings predominantly into Individual Retirement Accounts (IRA).  

Additionally almost half of the workforce, 51 million Americans, do not participate in or have access to a retirement plan.  These individuals have been unable to utilize stable value funds to reduce risk and increase the returns on their retirement savings.

· Investors are More Aware of Investment Risk:

All of these investors are hungry for investment vehicles that help to mitigate their investment risk without sacrificing returns, as evidenced by the popularity of stable value funds in 401(k) plans and the rapid growth in stable value funds.  In fact, investors’ sensitivity to risk was documented in the SVIA 2002 Conservative Investment Survey (CIS).
  The survey found a surprisingly low tolerance for risk among 401(k) investors, with only seven percent reporting they were willing to take a substantial risk for a substantial gain.
  The majority (64 percent) of 401(k) investors are willing to take a moderate amount of risk in exchange for a moderate return. Twenty-eight percent said they would only take a small or minimum amount of risk, even if it reduced the money they would make on their investments.

Not surprisingly, retirees are more risk sensitive than 401(k) investors since they have fixed incomes and readily understand that a loss can mean a reduction in their standard of living.  The majority (58 percent) of retirees prefer a retirement investment portfolio that allows them to take the least amount of risk necessary to achieve a steady stream of income.
  Only 37 percent of retirees are willing to take a moderate level of risk in order to receive moderate returns, and one percent report a willingness to take a high level of risk in hopes of having high returns on investments.

Stable value’s characteristics of principal protection, dependable income generation and diversification struck a cord with the majority of survey respondents: retirees and 401(k) investors as demonstrated in the table below.
 
	Appeal of Stable Value Fund Characteristics


	Investment Characteristics
	401(k)

Investors
	Retirees

	Important to have some of your retirement money in investments that guarantee you will not lose your principal
	63%
	69%

	Important that a portion of your money for retirement is in investments that provide a dependable rate of return
	59%
	66%

	Important that you minimize the risk to your original investment
	34%
	54%


The Introduction of Registered Stable Value Funds:
Clearly, investors’ appetite for risk has decreased in the wake of the bursting of the equity market bubble.  In addition, factors such as the aging of the American population, and the shifting of investment risk to workers, are fueling a trend toward less risky investment portfolios.  As a result many investors have come to appreciate the risk control and attractive returns that stable value can provide. 

In response to these changes and to the need for an investment that offers principal preservation and income generation in changing market conditions, the first registered stable value fund was introduced in 1997.  For the first time, stable value funds became available independent of the workplace or an employer-provided defined contribution retirement plan.  However, unlike other registered funds, registered stable value funds are only offered through tax-favored savings vehicle including IRAs.  To date, there are limited opportunities to invest in stable value outside of defined contribution plans, with eight operational registered stable value funds offered by five different providers.  

Registered stable value funds have grown to $5.6 billion since their inception in 1997, with the majority of the growth occurring since 1999.
  As this rapid growth attests, registered stable value funds clearly meet a public need in helping investors save for their retirement. 

Conclusion:

Given our societal trend toward having the worker bear the investment risk and responsibility for retirement savings, an investment vehicle that provides bond-like returns, money market-like volatility and liquidity, and low correlation with equities is a useful tool in helping workers provide for their own retirement security.  These investment attributes are present in stable value funds, which defined contribution investors have appreciated for more than thirty years.  However, it has only been in the past several years that stable value mutual funds with these important characteristics have become available to investors outside of 401(k) plans through other tax-favored savings vehicles such as IRAs.  Stable value funds can play an important role in helping Americans save for their retirement, both in defined contribution plans and in IRAs, for many years to come.  

SVIA appreciates the opportunity to express its views on the contribution that stable value funds make to retirement security.  We would be pleased to provide additional information and answer any questions.  Thank you for your consideration of the Association’s comments on stable value funds.  
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