








can be justified by reasonable levels of investor risk aversion or risk under many asset pricing
models.” Ms. Liang went on to suggest an equity premium around 2.00%.2 The Department’s
response to the peer reviewers acknowledged this criticism, but responded only by indicating that
these comments “underscore the importance of caution in interpreting the PENSIM estimates of
the proposed rule’s effects,” and that the Department would account for the possibility of a
smaller equity premium in connection with the final regulation.3 Despite this acknowledgement,
no change was made to the proposed regulation on the basis of this concern.

The 78-year 3.70% average Treasury bill rate, which appears to have been used as the
basis for comparing equity investment performance with the returns on low-risk instruments, is
significantly lower than the 15-year Hueler Stable Value Pooled Fund Index of 5.92% (the 15-
year average Treasury bill rate was 3.91%.) Consequently, the conclusions regarding the
benefits of equity-oriented investments are driven by comparing an unduly high level for equity
returns with a return significantly lower than stable value performance, resulting in an equity risk
premium level of 6.70%. The actual difference between equity and stable value performance
over the past 15 years has been only 2.67%.

Comparing stable value to balanced funds over the past 15 years also yields a result
favorable to stable value funds. For example, a balanced fund of 70% equity and 30% fixed
income would have averaged a 7.91% annual return with a standard deviation of 10.33%,
compared to stable value with an annual return of 5.92% and a standard deviation of only
0.43%.4 (Standard deviation is a measure of investment risk — the lower the standard deviation,
the lower the risk.)

2 Peer Review for Default Investment Safe Harbor Regulation by Nellie Liang, Board of
Governors of the Federal Reserve, at 3 (June 2006)

3 EBSA Response to Peer Reviews, at 8-9 (Sept. 12, 2006).

4 Apart from the Hueler Stable Value Pooled Fund Index, the data forming the basis for this
discussion was compiled from Bloomberg information on market indices. Equity returns
were based on the S&P 500 Index, and balanced fund returns on a proportionate
combination of the S&P 500 Index and the Lehman Intermediate Government Credit Index.



The Department Failed to Consider the Implications of Using More Volatile Funds on
Participant Contribution Behavior

The SVIA believes that the comfort of protecting principal and assured returns leads
many participants to contribute more to plans than they would if they were limited to more
volatile investment options.> Ignoring this real world behavior of participants could lead to
decreased participation.

This point was also raised by one of the peer reviewers. Ms. Liang stated that “The
presentation of risk results does not consider risk aversion” and that “For low income workers, it
could be the case that the additional expected income from the life-cycle fund may only come
with an unacceptable amount of risk.”6

In describing only a small part of the estimated increase in participant investments as
coming from equity-level returns, the Department’s analysis implicitly acknowledges that the
principal contributor to savings is increased contributions, not higher investment performance.
This is confirmed by the research on the subject. According to Putnam Investments’ study “DC
Plans Missing the Forest for the Trees” (Aug. 2004), the key driver for generating retirement
savings is the rate of deferral of income — much more so than asset allocation. As a result, fund
selections that may discourage increased contribution levels would do more to decrease
retirement savings than the choice of potentially higher-performing funds would increase such
savings.

S5 Over the past 15 years, a 70% equity/30% fixed income balanced portfolio would have had
18 quarters with negative returns, while stable value would have had none.

6 Peer Review for Default Investment Safe Harbor Regulation by Nellie Liang, Board of
Governors of the Federal Reserve, at 4-5 (June 2006).



APPENDIX B

Investment Performance and Volatility of Stable VValue Compared
to Other Investment Categories

The following charts illustrate the performance and limited volatility of stable value
funds compared to money market funds, bond funds and the S&P 500 index funds (as a proxy for
equity funds) for the period from 1990 to the present. (This is consistent with the 15-year time
period used in the analysis in Appendix A.) They demonstrate that stable funds have had
performance that is higher than money market funds and equivalent to intermediate term bond
funds, and volatility far less than bond or equity funds.

The underlying data in the graphs is derived from the following benchmarks:

For stable value funds — Hueler Pooled Funds Index and Wrapped Lehman
Intermediate Aggregate Bond Index

For bond funds — Lehman Intermediate Aggregate Bond Index
For S&P 500 index funds — S&P 500 Index

For money market funds — Lehman U.S. Treasury Bellwether 3-Month Index



Historical Performance Statistics of VVarious Indexesl
1991 through September 30, 2006

Five Year Period

Ten Year Period

Fifteen Year Period

Annualized Standard Annualized Standard Annualized Standard
Index Return Deviation Return Deviation Return Deviation
Ejr‘j(‘}g’ 5.12% 15.52% 6.87% 17.44% 8.59% 14.81%
onds 4.33% 3.56% 5.59% 3.38% 6.30% 3.73%
ke 2.22% 0.64% 3.68% 0.87% 3.91% 0.79%
Funds
Sranle 4.81% 0.27% 5.59% 0.43% 5.92% 0.43%

Funds

This table illustrates the performance and volatility of stable value relative to equity,

bond and money market investments over a five, ten and fifteen year period. The performance is
shown by the annualized return column. Volatility is shown by standard deviation, which is an
indication of the variability of investment returns from year to year. The higher the standard

deviation, the higher the volatility (and therefore the risk of investment).

As this table demonstrates, the performance of stable value funds closely approximates

that of bond funds, but with a volatility level closer to (and actually less than) that of money
market funds.

1 Apart from the Hueler Pooled Fund Index, which represents stable value funds, the
underlying data for this presentation was compiled from Bloomberg information on market
indices. Equity Fund returns were based on the S&P Index; Bond Fund returns, on the
Lehman Intermediate Government Credit Index; and Money Market returns, on the Lehman
U.S. Treasury Bellweather Three Month Index.
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