
L ast year’s stock mar-
ket turmoil sent a lot of 401k 
investors running for cover. 
The most popular investment 
options for those who pulled 
money from the stock market 
were stable value funds, ac-
cording to industry sources. 

Also known as capital 
preservation funds or fixed-
interest funds,  these funds 
promise to pay a fixed interest 
rate without fluctuation in 
share price. 

Most stable value funds 
delivered average returns of 
about 4 percent last year, 
making them far and away 
the top performing choices in 
many 401k plans. Workers 
responded by boosting assets 
in these funds by 25 percent 
in 2008. 

However, retirement 
savers shouldn’t be lulled into 
a false sense of security. In 
order to deliver such interest 
rates—which were above mar-
ket interest rates on short-
term investments– stable 
value funds have to take 
bond market risks. And the 
insurance contracts that guar-
antee share price stability are 
themselves subject to risk. 

Safety  in… AIG? 
Should investors feel 

safe in stable value funds 
knowing that 10 percent of 
their holdings nationwide are 
insured by American Interna-
tional Group, the failed insur-
ance giant that is struggling to 
survive on the government 
dole? 

AIG’s involvement in this 

market is one of several rea-
sons the government contin-
ues to prop up the insurer, 
Federal Reserve Bank Chair-
man Ben Bernanke told Con-
gress in late March.  

“Workers whose 401k 
plans had purchased $40 
billion of insurance from AIG 
against the risk that their 
stable value funds would de-
cline in value would have 
seen that insurance disap-
pear,” Bernanke testified. 

How they work 
Stable value funds invest 

in diversified bond portfolios 
in order to generate the inter-
est they pay to investors. They 
attempt to avoid the daily 

fluctuations in bond prices by 
backing their holdings with 
insurance contracts that pro-
tect against market swings. 

This strategy has gener-
ally worked well over the 
years, but when markets are 
in turmoil and insurers are 
hurting stable value funds can 
end up declining in value and 
can even become insolvent. 

That’s just what hap-
pened to one fund, the Trust 
Advisors Stable Value Plus, 
back in 2005. It held invest-
ments from 1,500 retirement 
savings plans when excessive 
risks in its holdings caused it 
to fail. Investors had to wait 
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Points of interest: 

• The average stable value 
fund returned 4 percent 
last year. 

• About 80 percent of trans-
fers within 401k accounts 
during 2008 went into 
stable value funds. 

• Stable value funds held 
$520 billion in assets at 
the end of 2008. 

• AIG insures 10 percent of 
stable value assets. 
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Massive fluctuations in bond prices and failures of insurance companies are 
making it harder for stable value funds to maintain their balance. 

There is no shame in 
tax refunds; in fact, 
they help you to sock 
away savings. 
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It really is darkest 
before the dawn during 
recessions. 
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Taxes are harder to 
compute, 401k ac-
counts worry workers, 
and more. 
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Active mutual funds 
once again fail the  
skills test. 
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more than a year to recover 
their money from the fund. 

Chrysler workers who 
invested in the firms’ Stable 
Value Fund B were shocked 
when the fund went belly up 
earlier this year. They re-
ceived only 89 cents on the 
dollar as reimbursement.  

The failure was caused 
by a rush to the exits by 
Chrysler workers who lost 
their jobs. The massive with-
drawals meant that the fund 
had no time to make up for 

(Continued from page 1) 
recent market declines. 

Indeed, industry ex-
perts say that company 
failures pose the biggest 
risk to stable value inves-
tors. 

One expert, David 
Merkel, chief economist at 
Finacorp Securities, says 
he “won’t be surprised” to 
see a stable value fund fail 
this year. 

The Stable Value In-
vestment Association, an 
industry trade group, says the 
funds continue to pose low 
risk and that it takes “a per-
fect storm” to cause a failure. 

However, the failure of major 
financial institutions and con-
tinued credit market prob-
lems have posed just such a 
storm, experts say. 

But when income comes 
in larger lump sums, it seems 
more significant and is more 
likely to be saved.  

One study showed that 
workers who got part of their 
income in annual bonuses 
tended to save more money 
than those who got all of their 
pay weekly. 

Also, 
the argu-
ment that 
someone 
who gets a 
big refund 
is giving up 
significant 
investment 
earnings is 
pretty 
weak in an 
era of low 
interest 
rates. 

Suppose you have a sav-
ings account that yields 2 
percent, which would even be 
a high yield in today’s market. 
Instead of having the average 
federal tax refund of about 
$2,500 withheld from your 
paycheck, you choose to take 

Taxpayers have filed their 
1040 forms (or asked for 
extra time to file) for the 2008 
tax season and are now sit-
ting back and waiting for re-
funds. 

Traditional advice has 
advocated that a big refund is 
bad, because it means that 
an investor paid too much in 
withholding or estimated 
taxes and gave the govern-
ment a tax-free loan. 

Instead, taxpayers have 
been told to adjust their with-
holding so that they pay in 
just enough to cover their 
taxes, allowing them to invest 
the rest of their money and 
earn extra interest. 

Behavioral economists 
have begun to question this 
convention as they gain in-
sight into how individuals use 
large amounts of money. 

Save or  spend? 
Studies have shown that 

Americans tend to find it hard 
to save when they receive 
income periodically. A few 
dollars more a week in a pay-
check is more likely to get 
spent than saved.  

an extra $208 in monthly in-
come. Each month that money 
goes right to your savings ac-
count. 

Trivia l  earnings 
The interest earned over 

the 12 month period amounts 
to a trivial $19.  

So don’t feel bad about 
getting a refund, 
as long as you 
are determined 
to put a good 
part of it away. 

The first choice 
should be to add 
to, or start, an 
emergency fund. 
Having several 
thousand dollars 
sitting in a certifi-
cate of deposit or 
money market 
fund can help 
you avoid borrow-

ing for unexpected expenses. 
The second choice is pay-

ing off debt, starting with high 
interest credit cards. If you 
have a good emergency fund 
and no debt, put the money 
away for retirement, preferably 
in a Roth IRA. 
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“But when income comes 

in larger lump sums, it 

seems more significant 

and is more likely to be 

saved.” 

Fleeing investors hurt stable value funds. 

It used to be common wisdom that 
paying too much tax withholding was 
bad, but getting a big refund may be a 
key to building savings. 



Investment   

A deep recession cou-
pled with a bear market for 
stocks usually makes inves-
tors more and more pessimis-
tic about the future. 

Yet it is often just at that 
maximum moment of pessi-
mism that the stock market 
begins to rally. In most cases 
stocks have produced double-
digit returns in the 12 months 
following the economy’s bot-
tom. 

A recent study by Mark 
Riepe, head of the Schwab 
Center for Financial Research, 
found that investors profited 
well after 9 of 10 low points 
hit during recessions since 
World War II. 

GDP is  key 
He calculated stock mar-

ket returns beginning in the 
calendar quarter when Gross 
Domestic Product, a measure 
of all goods and services pro-
duced in the United States, hit 
its lowest point. 

The average return for 
the Standard & Poor’s 500 
Stocks Index was 22 percent 
over the next 12 months. The 
gains ranged from 15 percent 

in 1949-50 to 45 per-
cent in 1953-54. 

There was one 
exception: after GDP hit 
its low point in the last 
recession during  the 
third quarter of 2001, 
the market went on to 
lose 22 percent over 
the next 12 months as 
tech stocks continued 
to suffer. 

“It is hard not to 
be at least a little per-
turbed by the fact that 
the one negative result 
just happens to be the 
most recent,” Riepe said. 

Job loss  ra l l ies  
Another low point in re-

cessions is marked by the 
point of maximum job loss. 
Again, Riepe found that in the 
year following the month with 
the worst job loss, the market 
was up by an average of 23 
percent. 

The exception again 
came in the last recession. 
Payrolls hit a trough in Oct. 
2001, but the market contin-
ued to fall by 16 percent over 
the next year. 

What’s the lesson for 
investors? Unfortunately, as 
Riepe notes, no one rings a 
bell when the economy hits 
bottom. We are not certain 
that the bottom has been 
reached until well after the 
fact, usually too late to get in 
on the gains. 

That means it is hard to 
use this information to time 
when to buy stocks. 

Instead investors who 
want to participate in market 
recoveries should remain 
invested throughout a reces-
sion, he argues. 

code since 2001, and it has 
grown to 3.7 million words 
from 1.4 million back in 
2001. 

Avoiding 401ks  
Workers are avoiding 

looking at their 401k 
statements, reports I-
Pension LLC. Its survey 
found that one quarter 
of middle-income inves-
tors refused to look at 
their fourth quarter 

2008 statements. 
And 75 percent of those 

who did open their state-
ments looked at them for less 
than three minutes. 

If you thought doing your 
income taxes this past season 
was more confusing than 
ever, you are not alone. 

Nina Olson, the IRS tax-
payer advocate, recently told 
Congress that it now 
takes the average tax-
payer 26 hours and 40 
minutes to prepare a 
1040 form. 

Taxpayers also 
spend some $193 bil-
lion a year to report their 
taxes. 

Meanwhile, complexity 
increases: there have been 
3,250 changes in the tax 

More than half did not 
rebalance or make any other 
changes to their accounts in 
2008. 

Reti rement blues  
The recession and stock 

market downturn has damp-
ened retirement expectations, 
says the Employee Benefit Re-
search Institute. 

Its annual confidence sur-
vey found that the number of 
workers feeling very confident 
about retirement dropped by 
half in two years. Recession 
concerns and  worries about 
meeting medical expenses 
were widespread. 
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“In most cases stocks 

produced double-digit 

returns in the 12 

months following the 

economy’s bottom.” 

The bull market starts just as the economy 
hits its lowest recession point. 
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“The challenge is to dis-
tinguish skill from luck,” they 
wrote. “Given the multitude of 
funds, many have extreme 
returns by chance.” 

The study covered stock 
mutual funds in existence 
between 1984 and 2006. 
They looked at actual returns 
and did 10,000 simulations 
of returns. 

“For fund investors the 
simulation results are dis-

Stock mutual funds 
that actively investigate, 
select, buy, and sell 
stocks claim to have the 
skill to outmaneuver the 
mass of investors. 

Yet another detailed 
study says there may be 
no truth to those claims. 
When individual active 
funds do manage to beat 
the market for a time, they 
do so merely by luck 
rather than skill. 

 A massive study that 
ran thousands of simulations 
of performance of actual 
stock mutual funds found 
virtually no evidence that any 
fund managers beat the mar-
ket after the funds’ cost of 
investing. 

The study was done by 
famed investment professors 
Eugene F. Fama of the Univer-
sity of Chicago and Kenneth 
R. French of Dartmouth Col-
lege. 

heartening,” they wrote. 
Although some fund 

managers beat the markets 
on a gross return basis, 
after the funds’ costs they 
did not. 

“Thus, if there are man-
agers with sufficient skill to 
cover costs, they are hid-
den among the mass of 
managers with insufficient 
skill,” Fama and French 
said. 

They found that only 
about 2 percent of funds 

appeared to have the skill to 
overcome average net invest-
ing expense of 1 percent. 

What’s more, there is no 
evidence that an investor can 
identify any of those manag-
ers in advance of their mar-
ket-beating performance. 

The bottom line is that 
passively managed funds that 
stick to a total market alloca-
tion offer assurance of obtain-
ing the market’s returns. 

ON LY LU C K,  N O T S K I L L ,  H E L P S  
S O M E AC T I V E F U N D S O U T P E R F O R M 

Active fund managers claim to have market-
beating skills, but where is the evidence? 
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