Stable Value Market Review

By Albert E. “Bud” Hancock Ill, Senior Portfolio Specialist and Head of Stable Value

Many plan sponsors are concerned with the market
value of their stable value portfolio in today's
volatile market environment.

Background

In recent years, mortgage brokers sold mortgage loans at the
best rates in history. Then mortgage lenders packaged these
loans into securities bought by hedge funds, banks, insurance
companies and others. Americans and foreigners alike could
not buy enough of these mortgage-backed securities because
they seemed to offer high rates of return fully backed by the
homes built by the U.S. housing industry. And bond rating
agencies rated many of them “AAA," in effect, the Good
Housekeeping Seal of Approval. Because of their attractive
yields and perceived safety, many of these securities were held
in stable value portfolios.

In part to respond to the demand, creative lenders offered
loans based on low down payments or no down payments,
low documentation loans, no documentation loans, even loans
based on falsified incomes and assets. This creative financing
led to "innovations” in the securities packages, producing an
alphabet soup of investments like CDOs, CMOs, SPVs, and
ABCPs, that were often confusing even to professional
investors. And some professional investors followed the
pattern set by the mortgage lenders: they bought the
securities with low down payments and borrowed money to
finance the rest of the purchase.

Later, a number of higher risk loans, known as “sub-prime,”
began to default. The credit crisis erupted when some hedge
funds at brokerage firms collapsed after investors sought to
withdraw their money. When hedge fund investors demanded
cash, hedge funds had to sell bonds to raise the money. When
they tried to sell questionable investments, no one wanted to
buy them, and their values sank like stones in water. So they
began selling the best, highly rated investments in large
quantities, and their prices also collapsed. Other financial
intermediaries, including deposit banks, investment banks,
and insurance companies began to have similarly bad
experience with the mortgage-backed securities in their own
accounts. Suddenly, when everyone wanted cash and securities
prices were falling, many banks stopped lending money at all
to preserve their cash and protect their assets.

At the same time, as a by-product of the low interest rates,
cheap money environment, the housing market became
overbuilt, and with too many new houses on the market and
others being foreclosed, the value of homes in many locations
took a nosedive. Falling home prices, tighter credit, and
overextended homeowners produced a predictable result:
failure to make mortgage payments led to more foreclosures,

Decline in Relative Price
Spreads: AA Credit vs. Agency Fixed MBS

U.S. MBS: Agency Fixed Rate MBS - OAS

2.5
2.0
1.5
1.0
0.5
0.0 - —_—

Jan-  Apr- Jul- Oct- Jan- Apr- Jul- Oct-

07 07 07 07 08 08 08 08
Source: Lehman Brothers

(Inverted)

Yield Spread

U.S. Credit Aa - OAS

more empty houses, and further price declines in homes and
the pools which contained the mortgages. New home building
slowed to a trickle as the available supply exceeded demand.

Today

So how did this crisis spread to the portfolio of bonds that
support the credited rates in your stable value contact? Stable
value managers have always held mortgage-backed securities
as well as corporate bonds issued directly by financial services
companies. The credited rate on a stable value contract is
based on the value of these securities as well as the interest
payments that bond issuers make to bond owners. The interest
yields on corporate and mortgage-backed securities are higher
than those on Treasury bonds, and active management of the
portfolio can produce additional returns to support credited
rates. At ING, despite our efforts to construct diversified
portfolios, we were not immune to the widespread problems.
Mortgage-backed and corporate bonds make up about 70%
of the total bond market. In a market where both mortgage-
backed and corporate bond prices have fallen sharply, the
value of these portfolios has been adversely affected.

Currently the relative values of corporate and mortgage bonds
are as low as they have ever been.

Outlook

Recently the Federal Reserve, the U.S. Treasury, and foreign
governments have made concerted efforts to provide
guarantees and inject money into the financial system to
encourage a return to normal activity. There are hopeful signs
that this coordinated rescue plan is beginning to work. While
the portfolio has suffered based on its investment in these
bonds, we believe it will also benefit when conditions
improve. We do not believe that selling these securities at the
fire sale prices offered today is in the best interests of plan
participants. We will continue to actively manage the
portfolio, and as global markets continue their convalescence,
we will report our progress to you. ®

This report has been prepared by ING Investment Management for institutional investors for informational purposes only. This report has not been filed with the FINRA, and may not be reproduced, shown, or
quoted to members of the public or used as sales literature. Nothing contained herein should be construed as (i) an offer to sell or solicitation of an offer to buy any security or (i) a recommendation as to the
advisability of investing in, purchasing or selling any security. The material presented is compiled from sources thought to be reliable, but accuracy and completeness cannot be guaranteed. Any opinions
expressed herein reflect our judgment at this date and are subject to change. Additional information on any securities mentioned is available upon request. Past performance is not indicative of future results.
General Risk(s): All investments in bonds are subject to market risks. Bonds have fixed principal and return if held to maturity, but may fluctuate in the interim. Generally, when interest rates rise, bond prices fall.

Bonds with longer maturities tend to be more sensitive to changes in interest rates.
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