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[. Executive Summary

Retirement Income Solutions (RIS) is an emerging market segment within the
financial services industry that represents both challenges and opportunities for the
variety of product manufacturing, asset management and sponsor firms active within
this segment. In fact, as the bulk of the U.S. population shifts toward retirement age,
the opportunity associated with this market segment is expected to be so significant
that it will be critical for financial services firms to participate. While many firms
have incorporated a RIS strategy as a cornerstone of their strategic plans, many
others are struggling to determine how best to participate—let alone how to distin-
guish and differentiate themselves. The increased emphasis on RIS is a result of
several broad-based trends that are converging and changing the complexion and
complexity of the financial services industry.

As has been well documented, the U.S. population is aging. In fact, the population
of the segment of individuals who are over 55 will increase exponentially in the next
10 to 20 years, resulting in a surge of people in or nearing retirement. By 2020,

approximately 20% of the population will be of retirement age (65+).

| EXHIBIT 1 — The Aging of the US Population
Change in Population, 2000-2020

Sources: US Census, Merrill Lynch Retirement Engineering, Money Management Institute, Dover Financial Research, LLC
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Additionally, people are living longer. This drives healthcare costs up and means
people are spending more time in retirement. Finally, as employers abandon
pension programs, investors are finding themselves ill-equipped and unprepared to
plan for, much less fund, their retirement needs. So, the risk of ‘retirement short-
fall’—individuals not having enough money to retire on—is very real to the major-
ity of U.S. households. Couple these trends with the current economic crisis and the
result is an overwhelming number of investors in need of solutions. To deal with the
mounting challenge of managing their own retirement, investors require and seek
out professional assistance.

As the industry transitions toward developing solutions for retirement, investor
preferences have been shifting toward fee-based advisory solutions as evidenced by

the growth in managed account assets from 2006 to 2Q 2008.

| EXHIBIT 2 — Managed Account Solutions, Asset Growth ($ billions)

Sources: Money Management Institute, Dover Financial Research, LLC
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In the bear market of 2000, many investor portfolios were overweighted in ‘hot
dot’ investment products. As a result, many investors incurred substantial losses
when the tech bubble burst. Since that time investors have migrated away from prod-
uct-specific investments toward comprehensive multi-product solutions. In addition,
investors continue to demand greater objectivity. Fee-based advisory solutions
address investor concerns by providing fee-based pricing. Investors are also
emphasizing the need for diversification. As was documented in MMI Retirement

Central by Dover Financial Research, these major industry trends are converging to
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create a significant opportunity for firms that can deliver retirement income solutions
with an advice component.

Professional investment management has been successful because investors and
advisors needed a way to provide better returns and risk management in an unpre-
dictable market. Investors who employ asset allocation are generally better off than
they would have been had they held concentrated, non-diversified positions. Retirees
or those on the verge of retirement have to be smart not only about how to accumu-
late money, but also about how to spend down their nest egg. This paper will show
the various options and approaches that have emerged to date. And, we fully expect
our industry will respond to the current market challenges with many more new
product, program, platform and tool developments.

But seizing this opportunity is not without challenges. The purpose of this white
paper is to outline those challenges at a high level for the different constituents
represented in the diverse membership of the MMI, and then to offer a framework

from which to build firm-specific strategies.

| EXHIBIT 3 — The Case for Advice

Sources: ICI Fundamental, April 2007
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Specifically, this paper will: frame the current retirement landscape; underscore
the complexities of migrating from a one-dimensional accumulation mode to a mul-
tifaceted distribution phase; highlight retirement income strategies that exist today;
identify requirements for tomorrow’s solutions; and explore issues to consider while
developing and implementing an RIS strategy related to operations, technology, reg-
ulations, compliance and suitability. Simply put, we seek to answer the question:

Why is it taking the industry so long to get its collective arms around RIS?

II. Retirement Landscape

Market Size

The sheer size and potential growth of the retirement income market has moti-
vated many financial services firms to incorporate a RIS strategy into their long-
term business plans. According to research conducted by the Investment Company
Institute (ICI), Defined Contribution (DC) plans held $4.5 trillion in assets and ac-
counted for 25 %of all U.S. retirement assets at the end of 2007. In addition to these

assets, the ICI reported that at year-end 2007, IRAs held

About $2.8 trillion will $4.7 trillion in assets; much of this total resulted from
pass from DC plans into rollovers.
IRAs, and rollover dollar As investors retire, many of them will shift their assets

volume will increase from  from their DC plans into IRAs. Between 2005 and 2013, it
about $280 billion in

2006 to in excess of $500
billion per year by 2013.

is estimated that there will be approximately five million
rollovers per year in the U.S., with the vast majority
moving money from DC plans into IRAs.

By 2013, IRAs are expected to grow to about $8
trillion, which is almost double their 2007 total'. While 401(k) plans garner consid-
erable retirement assets, they are not the focus of this paper. The main driver of this
IRA asset growth is the aging of the U.S. population. The baby boomer generation
reaching retirement age is reshaping the face of the retirement landscape. Some 78
million baby boomers were born between 1946 and 1964. In 2007, 3.7 million of them
turned 60. For the next 18 years, an average of 4.3 million will turn 60 per year.2
Between 2000 and 2020 there will be dramatic growth in the pre-retired and retired
population. It is estimated that by 2020, approximately 30% of the population will
be in retirement.? These demographic trends will significantly boost the size and

needs of the retiree market.



[II. Understanding the Complexity
of the Distribution Phase

Throughout their lives, baby boomers have behaved very differently from their
parents. They drove changes in society at each phase in their lives. This will not
change as they enter retirement. Many of them will retire earlier and live longer than
their parents. This means they will be spending more time in retirement, which will

require that their assets last longer.

It is well documented that employers have been transitioning This shift in retirement
funding has left many

individuals ill-equipped
and unprepared

to plan for their
more than 85% of retirees are stressed and overwhelmed by the retirement.

away from traditional pension plans and shifting the responsi-
bility of saving for retirement to employees.

The media has recounted numerous studies that state that

complexity of the decisions they need to make for retirement

and want to simplify their financial lives.* These investors will be looking to the
financial services industry for guidance as they shift focus from accumulation to
preservation of assets and income generation, look more to solutions than
performance, and begin to focus more on risk management.

For these investors, having one advisor with access to all of their assets, who
understands their entire financial picture to help them craft a comprehensive RIS,
would be advantageous. However, it appears that many investors are reluctant to
commit to one financial advisor. According to research done by AllianceBernstein,
most investors say they have relationships with two to three advisors.® As firms
develop RIS strategies, they will need to take this dynamic into account and provide
their financial advisors with the right planning tools to help them differentiate them-

selves and to provide their clients with a clear value proposition.

Managing Income is Complex and Challenging

As these investors start to withdraw money from their portfolios in retirement they
will need to take into account many factors. They must determine how much money
they need to live on, and then construct a withdrawal strategy that will allow their
assets not only to last throughout their lifetime, but also to attempt to minimize the
amount of downside fluctuation in their income stream. The strategy must be devel-
oped without knowing what returns the market will produce, what will happen to
healthcare costs, whether inflation will impact their purchasing power and how long

they might live.




age and execute than the
accumulation phase.

The decision of how much money to withdraw from their portfolio is going to be
unique and challenging for each investor and advisor. Based on the current economic

climate, estimates for growth will be more conservative

The income distribution going forward. Also as a result of current economic
phase is far more complex turmoil, there is little consensus about growth rates or re-
and challenging to man- covery time frames. Additionally, many of the forces that

worked for investors in the accumulation phase will work
against them in retirement. As they accumulated assets,
market volatility worked for them by allowing them to take
advantage of dollar cost averaging. In retirement, market volatility can have the ef-
fect of dollar cost averaging in reverse. The need to take a withdrawal when the mar-
ket is down may result in selling more shares at a lower price, which would consume

more of their principal.

Assistance Is Needed

Investors will need assistance in determining a withdrawal level that is right for
their individual situations. They will seek assistance in budgeting for the costs of
living in retirement. They will need to sort out which costs are non-discretionary
such as food, clothing and taxes, and which are discretionary, such as vacations and
dining out. Then they will need to understand the trade-offs they will need to make
based on their personal priorities. Some investors will want a greater cushion of
safety and choose a lower withdrawal rate and a more conservative asset allocation
to maintain their portfolio. Others may aim for a higher standard of living and choose
a higher withdrawal rate and a more aggressive asset allocation to grow their
portfolio. Some investors may opt to allocate various pools of money along a spectrum
of asset allocation risk profiles and vary their withdrawal rates over the course of

their retirement.

A Variety of Withdrawal Strategies

The way in which withdrawals are made from a portfolio can have a dramatic
impact on how long the money will last and how volatile their income streams may be.
Some investors choose simplicity and take either a fixed dollar withdrawal or a fixed
percentage withdrawal. Both options have trade-offs. The investor who chooses to
take a fixed dollar amount from their portfolio every year runs the risk of depleting
the portfolio too soon. The investor who chooses a fixed percentage withdrawal may
not run as great a risk of depleting the portfolio, but may have to learn to live with

fluctuations in the amount of money available to live on each year. Once again,

10



investors will look to their financial advisors to assist them in determining which type
of withdrawal strategy is right for them. An advisor can also guide them in the
construction of a portfolio to help protect against the impact of sequence of returns
risk. Certain kinds of strategies are designed to help mitigate a decrease in the
account balance due to poor market conditions.

In addition to finding the right withdrawal strategy, investors will need help in
finding the right asset allocation for their portfolio. They will be looking for guidance
in creating a portfolio that includes insurance products
for risk mitigation and that when combined with their
withdrawal strategy will allow their portfolio to meet

their longevity needs—while at the same time allowing

them to sleep at night. They will also need to shift from a chaIIenge. .as people live
savings mentality to a selling mentality to generate re- 10, 20, 30 or more
tirement income. years in retirement.

Determining the right withdrawal strategy and asset
allocation presents investors with an enormous challenge. The vast majority have no
idea whether they will live for 10, 20, 30 or more years in retirement. They do not
know what market conditions, inflation or tax law changes they will face.
Nor can they know what their health care costs will be. Very few, if any, can predict
what their spending pattern will look like over time. All of the variables that may
come into play make managing income needs in retirement a very dynamic process.
Itis not a one-time event. Itis a process that requires ongoing planning, oversight and

guidance.

Cost, Complexity, Control, Compensation

This takes us to the issues of cost, complexity, control and advisor compensation.
These are issues firms will face as they develop RIS strategies. In order to have
a successful retirement income solution, they must commit to addressing these

four issues.

COST

The cost of implementing a RIS strategy will be a significant factor for many firms.
The size of the opportunity cannot be ignored, but the resources required to build a
RIS need to be taken into account. Firms will need to work through tight budgets
and reduced resources given recent economic and market events. In addition to the
cost of implementing a RIS strategy, there is the cost of the product to the investor.

Investors realize they need to be very careful how much money they withdraw from
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their portfolio if they want to avoid longevity risk. They also realize that any added
cost that will be borne by the portfolio will either reduce the amount of their annual
withdrawal or increase their longevity risk. This puts pressure on firms to ensure
that the products or programs they develop are priced correctly and that they will

provide value to the investor.

COMPLEXITY
Investors have made it clear they are looking for simplified solutions. Firms must
find a way to develop strategies that take the complex issue of developing the right

withdrawal and asset allocation strategy, and a client’s tax

Complexity also relates to situation, and simplify the solution for investors.
the organizational structure

required to work cross-
functionally and provide
consolidated account

CONTROL
It is very likely that the best RIS strategies will be de-

statements and/or asset veloped via cross-pollination from different areas within
information, regardlesg of and across firms. In many cases, firms have legacy “silo-
where the assets are held. ed” organizational structures that have a history of work-

ing independently on product development. With RIS,
there is a need for more comprehensive solutions that will require firms to pool re-
sources and talent to achieve the desired results. In addition, clients may want a cen-

tralized account and support function.

COMPENSATION

Firms need to prepare their financial advisors for the new dynamic of investors
liquidating their positions. For years, advisors have spent their time providing guid-
ance on the accumulation phase of retirement. These same advisors are now faced
with providing guidance that under the current construct may result in a reduction
in the assets they manage. Until fees and commission issues are resolved, financial ad-
visors need to view this as an asset-building opportunity with new clients. The right
RIS will require them to have very detailed planning conversations with investors.
Firms need to encourage advisors to take advantage of this opportunity to meet
additional family members of the investor and build new relationships. Executed
effectively, this will lead to an increase in the assets they manage.

Some firms have already started to address the issues of cost, complexity, control
and advisor compensation as they strive to develop their RIS strategies. More firms
will need to address these issues and decide how to best organize themselves to build
a RIS that allows their advisors to compete effectively in the growing retirement in-

come market.
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[V. Existing Strategies

Market Segmentation

INVESTORS
The first constituency is the buyer—in other words,

the investor. Because of the cost structure of the fee-

investors. These are individuals or families who have  today, it is useful to segment
$1 million to $5 million in investable assets and are the different constituent
invested in different product or program types such as groups—the buyers, sellers,
manufacturers, packagers,

operational and software

providers, distributors—that
annuities, hedge funds, etc. The goal for the investor is make up this marketplace.

mutual funds, separately managed accounts, mutual

fund advisory programs, individual securities, CDs,

to accumulate assets to build a nest egg to fund the
income phase of their retirement. With the trend toward
investors becoming increasingly responsible for their own income in retirement,
this takes on heightened importance. The money must be managed prudently from
a risk or asset allocation standpoint while producing a better and more predictable

after-tax return.

ADVISORS

There is inherent complexity in both the accumulation and “de-cumulation”
phases of retirement. There is also a need and desire on the part of the investors for
ease and simplicity. Investors are looking to advisors to guide them through the com-
plexity. The second constituent group—the advisor—is also looking for simplicity
and ease in helping their clients “do the right thing.” Advisors need simple solutions
to address risk and tax management and to determine optimal income strategies.
They need to be able to provide some level of comfort and peace of mind to clients as
they move into the income distribution phase of retirement. They also need scalable,

efficient tools to be able to address the emerging mass affluent market.

PRODUCT MANUFACTURERS

The product manufacturers are the asset managers, annuity providers, product
packagers and broker/dealer firms that design and develop the products or com-
binations of products that we call “programs” for both the accumulation and de-

cumulation phases of the retirement process.
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separately, an asset
allocation program
within a variable an-
nuity—plus other prod-

PLATFORM OR ACCOUNT PROVIDERS

Perhaps the most important segment, the group that will “bring it all together,”
is the platform or account provider. Typically, investors who have a need to manage
income where risk and tax management is of particular concern will hold a number
of different types of accounts as part of a household account. The investors may own

mutual funds, separately managed accounts, a mutual fund

For example; a client advisory program, individual securities, CDs, annuities
may own a mutual fund and/or hedge funds. They will own some combination of
advisory program and, these types of products in a non-qualified taxable account

and/or in an IRA or some other kind of tax-qualified
account. The more assets they have and the longer they

have been invested, the more likely they are to have a

ucts in qu alified and variety of different kinds of products and programs, in turn
non-q ualified accounts. resulting in a higher degree of complexity.
— The complexity is exacerbated by having a variety of

different asset allocations between and among these different product vehicles.

The IRS mandated Required Minimum Distributions (RMD) at age 70 1/2 from
qualified accounts. This adds further complexity to maintaining an asset allocation
model on the household portfolio. The importance of being able to manage household
assets holistically in a unified managed household becomes much more important—
and challenging. It should also be noted that as layers of complexity are added, the
challenges of building the technology and operational platforms and systems to

connect and coordinate these capabilities grow exponentially.

SOFTWARE PROVIDERS

As investors accumulate assets through the purchase of multiple products and
money management programs, they have to deal with the different tax treatment of
qualified and non-qualified monies.

Probably the best known of the software capabilities available in the market today
is Monte Carlo simulations. This is a capability that will take into account a variety
of different factors including market scenarios and provide a range of possible out-
comes in determining when an investor may run out of money once they start draw-
ing on their assets. Planning tools can aid the initial discovery process to capture
client needs and the current situation and then run analysis to determine how assets
may be drawn down. Retirement income planning tools can also review asset alloca-

tion and its potential ability to provide income for expenses as well as longevity.
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Monte Carlo simulation is the most common software, but a variety of different soft-

ware tools are available and more are forthcoming.

RETIREMENT INCOME PROCESS
A holistic approach to managing retirement assets for accumulation and income ac-
tually consists of discrete elements. In the following text, we will break down the

process and identify the elements to indicate where they fit in the overall approach.

DISCOVERY PROCESS

In order to provide “retirement income solutions,” the client’s situation or cir-
cumstances need to be fully captured and understood by the advisor. A number of
firms have developed “discovery” processes or questionnaires designed to accom-
plish this. Fidelity’s Retirement Income Advantage has been a leading example of a
process that inventories client assets, segments their sources of guaranteed income
(defined benefit plan, social security income, guaranteed annuity payments), and
determines their essential and non-essential expense needs in retirement. Once this
information is gathered and entered into a retirement calculator, the client has a
much better idea of what their retirement expenses and income picture might look
like. They can then begin the process of determining which investment vehicles and
what level of risk they would be comfortable selecting in meeting their ongoing income
requirements. Many firms have built similar capabilities that assist the investor and
advisor in working together to assess the current situation and in making assumptions
about what the needs may be in retirement. They then use this process on an ongo-
ing basis to review and discuss options for the investor as they navigate their retire-

ment years.

The Role of Products in Retirement Income Strategies

Starting in the late 1970s with Merrill Lynch’s CMA (Cash Management Account),
“packaged products” experienced a steady evolution through different forms such as
money market funds, mutual funds, unit investment trusts, tax-advantaged invest-
ments and variable annuities. With these products, the “packager” or product man-
ufacturer sought to provide excess returns while managing risk to provide a better
risk-adjusted return. As the marketplace evolved, these products and others—such
as separately managed accounts and hedge funds—were added to the mix. The pack-
aging of these products was intended to produce higher returns and/or to manage

risk through asset allocation. These combinations of products (we will refer to them
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The elements of a retirement
income strategy include any
investment (stocks, bonds,
mutual funds, separately man-
aged accounts, hedge funds)
or insurance (fixed, immediate
and variable annuities) prod-
uct that generates regular in-
come or distributions.

as “programs” and “platforms”) can only exist to the
extent that there are discrete underlying product
types or vehicles to be blended to achieve better
risk-adjusted returns.

Products in retirement income strategies are being
used independently as well as in combination to grow
income. Under the major product umbrella are three
major buckets: annuities, investments and hybrids.

A hybrid product is a combined insurance and in-

vestment offering—typically an insurance wrapper
around an investment product such as a mutual fund or a separately managed

account program. We will highlight a number of different product approaches.

STOCKS, BONDS AND MUTUAL FUNDS

Some of the most basic investment products for generating income are stocks,
bonds, or stock and bond open-end or closed-end mutual funds. Many of these prod-
ucts have as part of their objective the production of income. Depending on the
vehicle and the objective, these products can produce dividends, income and capi-
tal gains and allow for systematic withdrawals. These products are the basic build-
ing blocks of an income strategy. Laddering bonds is another approach to managing

risk while producing a more consistent or predictable level of income.

LIFE CYCLE FUNDS

Conventional wisdom indicates that as you grow older, you become more risk
averse and more inclined toward conservative investments such as bonds. There have
been many innovations around life cycle mutual funds that are designed to address
risks through target date, target risk and target allocation in which risk is managed
based on the glidepath (rate of descent or decrease) that meets the investor’s comfort
level as they grow older. Glidepaths vary substantially from fund to fund. Some glide-
paths end when the investor reaches retirement, while others continue to become

more conservative as retirement progresses.

MANAGED PAYOUT MUTUAL FUNDS

Managed payout mutual funds are a recent innovation designed to produce
targeted levels of retirement income. These funds are managed to produce their
targeted level of income over the course of the designated term of 10, 15 or 20 years,
and are liquidated at the end of the term. Most of these strategies have multiple funds

with various payout levels from which an investor may choose. The method used to
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determine the income paid varies by fund. Some are straight percentage calculations;
others use a more sophisticated endowment foundation methodology, while some
incorporate protection features on the level of income. Some strategies call for

selecting a few different terms to “layer” income as a risk mitigation approach.

ANNUITIES

While annuities were originally designed to provide income, they were primarily
purchased as tax-deferred accumulation vehicles during the 1980s and 1990s. Since
the market downturn of 2000, a great deal of product innovation has enabled annu-
ities to protect and guarantee a minimum level of cash flow in retirement. There are

a variety of different types of annuities.

FIXED IMMEDIATE ANNUITIES
After making a deposit with an insurance company, a fixed and guaranteed level
of income is provided for a specified period of time (e.g., 10 or 20 years) or for the

life of an individual and/or their spouse.

VARIABLE IMMEDIATE ANNUITIES
Rather than a fixed rate of return, immediate variable annuities will pay out over
a specified term or for the life of an individual and/or spouse, and the income level

will depend on the returns of the market over the selected term of the contract.

FIXED DEFERRED ANNUITIES
This is a conservative approach that provides a guaranteed rate of return
(typically offering a competitive or better rate than CDs), which accumulates on a

tax-deferred basis.

VARIABLE DEFERRED ANNUITIES

Variable annuities are far and away the most popular form of annuity. VAs
typically offer 30 to 60 different sub-accounts that are essentially mutual funds but
are designed to fit within the annuity contract. The product usually offers these
sub-accounts on their own or in a variety of asset allocation strategies. The product
is tax-deferred, and usually offers a “death benefit” that upon death pays at least
what the investor initially deposited. Many offer the option to “step up” the death
benefit to lock in a positive investment return. More recent innovations that have
fueled the popularity of VAs are called “living benefits.” These benefits provide three

different types of guarantee:
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* A Guaranteed Minimum Accumulation Benefit (GMAB) guarantees a minimum
level of accumulated value of the account—typically after a 10-year period

regardless of market performance.

* A Guaranteed Minimum Income Benefit (GMIB) guarantees a minimum annu-
ity income payment that once started, can’t be stopped, and provides a higher

minimum level of income regardless of the performance of the sub-accounts.

* The most popular of the three is the Guaranteed Minimum Withdrawal
Benefit (GMWB). When the determination is made to start withdrawals from
the VA, this feature provides a minimum level of withdrawal in the 5% to 7%
range of the account value. The withdrawal amount is good for the life of the

contract, and it can go up but not down.

LOW-COST FEE-BASED ANNUITIES

As annuities have evolved, there continues to be a great deal of innovation.
Recently a number of insurance companies have developed annuities that operate
much like a fee-based mutual fund wrap program. By offering more investment
sub-accounts (one company offers 200), reducing the fee the insurance company
charges to an extremely low level and taking advantage of the tax deferral inherent
in a deferred annuity, low-cost fee-based annuities are garnering a great deal of in-
terest. They appeal to fee-based advisors who are looking for the benefits of a man-
aged money program on a tax-deferred basis. More recently, these products have
also added guaranteed minimum withdrawal features to accumulate assets on a tax-
advantaged basis and to guarantee a withdrawal level of 5% to 7% for the lifetime

of the investor. Jefferson National has been an innovator in this emerging category.

HYBRIDS

A variety of combinations of annuities and other products—such as deferred vari-
able annuities and long-term care insurance—have been combined to offer protec-
tion and tax advantages. Combinations of GMAB and GMWB annuities have hit the
market as a way to provide accumulation and withdrawal guarantees. Creative com-
binations of products continue to surface in the marketplace, and there is no reason
to believe that won’t continue.

This requires the ability to connect insurance or annuity guarantees with invest-
ment products. Until recently, this type of offering did not exist. Insurance compa-
nies and investment firms are in the early stages of partnering to create retirement

solutions. The first to hit the market with this kind of guarantee on advisory pro-
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grams were Phoenix Life Insurance Co. and Lockwood Capital Management. They
made available an unbundled deferred minimum guaranteed withdrawal benefit,
which is also referred to as a hybrid or stand-alone living benefit. This breakthrough

benefit enables the integration of insurance and investment

products by allowing an advisor to wrap a mutual fund As firms Contemplate
the retirement income

market, one of the
challenges they are
grappling with is how
create these offerings. Genworth and Asset Mark have teamed to convert assets asso-

product or a fee-based investment portfolio with an insurance
guarantee. As a result of this development, many insurance

companies, asset managers and distributors are partnering to

together as have Allstate and AllianceBernstein. Allianz has an ciated with advisory

available offering. Also in registration with the SEC is a Na- pOthO“OS into a guar-
anteed income stream.

tionwide offering with two different partners: CitiGroup and
Envestnet, and, Aegon/Transamerica.

Typically, the benefit provides 5% to 7% in guaranteed income based on the orig-
inal investment, or the high-water-mark value of an investor’s portfolio. The income
benefit can be wrapped around individual investment products, such as a mutual
fund or a set of model portfolios. Depending on the specifics of the insurance bene-
fit, the incremental cost will range from 50 to 180 basis points. Some providers po-
sition the insurance as optional; in other words, investors are able to add or remove
it at any time. The client maintains control of their assets within this “living benefit.”

Another unique, hybrid approach is the Retirement Management Account (RMA)
developed by MassMutual. Essentially, MassMutual provides a Turnkey Asset
Management Program (TAMP) that combines investment products and an immedi-
ate annuity as a bond alternative in a single account. As the program sponsor,
they can manage the product allocation between investments for growth opportuni-
ties together with the immediate annuity that provides a stable foundation for
sustainable withdrawals from the account. This immediate annuity is unique in that
the design is more flexible and can more easily facilitate a variety of fixed income
strategies including annuity laddering, which can potentially provide higher levels of

income from an entire portfolio over a retirement lifetime.

PROGRAMS

Programs (advisory) enable the delivery of a single product portfolio solution—
mutual fund advisory programs—within an advisory environment. LPL’s Strategic
Asset Management (SAM) program is an example of a leading program that is
referred to as a “mutual fund advisory” or “mutual fund wrap” program. Attributes
of these programs include client profiling, fee-based pricing, asset allocation, per-

formance reporting and rebalancing.
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PLATFORMS

Platforms enable the delivery of a comprehensive multi-product (mutual funds,
SMAs, ETFs, etc.) portfolio solution—unified managed account or unified managed
household platforms—within an advisory environment. A UMA strategically com-
bines product vehicles within a single account and single portfolio to provide better
risk-adjusted returns by virtue of the combination of different investment vehicles,
including non-correlated assets.

As money management products and programs have evolved to address an in-
vestor’s needs or objectives, many investors find themselves with a variety of differ-
ent investment vehicles, often held at multiple firms. As operational and technology
capabilities have advanced, firms have developed the capacity to manage multiple
products and money management programs on a single platform or in a single ac-
count. This capability is known as a Unified Managed Household (UMH).

Investors and their advisors will be able to manage their mutual funds, annuities,
separately managed accounts and hedge funds all on one platform—and have the
ability to monitor and adjust their asset allocation across the different product types
they own while managing risk and tax considerations. A further outcome will be the
ability to manage risk-adjusted returns and tax issues, as well as the income side of

the equation as more baby boomers move into retirement.

TOOLS

Tools, typically powered by software, range in capabilities from simple calcula-
tors to more comprehensive financial planning tools. Tools may be stand-alone fea-
tures or linked to programs and platforms. Tools by themselves, however, do not
house assets or enable trading. Many of the tools developed for the retirement in-
come solutions market involve income or product or tax optimization.

There is inherent complexity in a UMA or a UMH in the accumulation phase of
preparing for retirement.

Two firms have developed the capability to address this issue—Placemark In-
vestments and LifeYield, LLC. Placemark is a comprehensive money management
platform that addresses both the accumulation and the income distribution phases
by managing customized asset allocation and optimal income distribution through
tax harvesting. LifeYield is a software developer that designed a program to be inte-
grated into a sponsor’s money management platform. LifeYield’s software solution
provides a customized capability to accomplish optimal income distributions based
on asset allocation preferences, and the ability to increase after-tax income.
LifeYield’s research indicates that the software can help increase after-tax income by

as much as 30% over a retirement income lifetime.
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| EXHIBIT 4 — Options Available Through Advisory Channels

Sources: Money Management Institute, Dover Financial Research, LLC

Planning Tools,

e 4 Services and Technology

* Fidelity Ret Income Adv

Other Products:
Reverse Mortgages,
Sale and Leaseback

‘7

RETIREMENT INCOME SOLUTIONS

‘ o LifeYield

Product Offerings

Advisor

* Fidelity Income
Replacement

Platform /
Program Solutions

Insurance / Annuities Hybrids Investments Non-Guaranteed
Unmanaged
Distribution
* Placemark
Customized
Income
Management
Variable Annuities Fixed Annuities Stand-Alone Living Unmanaged (offers income
Benefits Distribution optimization)
Filed with SEC * Systematic « Fundquest
) —  withdrawals mutual fund
N " Phoenix applied to advisory
Core VAs Immediate Fixed « Genworth Target-Date Funds individual program
* Guaranteed mini- Annuity « Allianz « PIMCO mveastn:ent
mum W|thdrav_val/ o MetLife « Nationwide RealRetirement products
income benefits Guaranteed . .
B o GrEnices L Income Program * Merrill Lynch Life
account benefit « NG Valic * Allstate o Guaranteed
* Bonus, inflation Personal Pension :m;clptald fund Laddered Bond Managed
features « COLA 3% benefit EOLECIECINUNIUS ~ Stategies Distribution
std option  ING Principal « Lockwood LIS?
i Protection Funds .
Longevity (Phoenix/
Insurance Lockwood)
Low/No-Cost VAs » MassMutual
. - - Fixed Deferred Managed Retirement
f\zcv)g;': Portfolio Income Annuity Payout Funds Management
L . Account (RMA)
o Jefferson > Met.l_lfe . Vanguard
National Retlrement_ Managed
Monument Income Builder Payout Funds

Funds
Available through
Longevity advisory channels
Insurance
« Hartford Warranty Funds
AlG/Valic » DWS
LifeCompass
Income

21



Exhibit 4 segments RIS offerings into products, platforms and tools. An example
of each type of solution is included under the relevant category. This inventory
is not meant to be exhaustive; however, this research has included most of the
retirement income solutions that specifically target advisory programs and platforms.
Areas bordered in grey indicate those offerings that are available through retail
non-advisory channels, while the black-shaded areas indicate those solutions that

are available through advisory channels.

ADVISORS LOOK FOR PACKAGING, NOT PRODUCT

Exhibit 4 indicates that far fewer income solutions are available to advisors
through managed account programs than other types of products. Manufacturers’
immediate response to this finding might be to create more income- generating prod-
ucts. The introduction of innovative products continues to expand the market and
create distribution opportunities. Advisors indicate, however, that their immediate
priority is packaging or the ability to more efficiently create investment portfolios.
Advisors already have access to a healthy list of retirement income products, from
annuities to managed payout funds. However, it is often difficult and time- consum-
ing to integrate various products into a total solution for the client that combines, for
example, insurance and investment products. Simultaneously, advisors are capacity
constrained.

According to Dover, approximately 15% to 20% of an advisor’s time is already
associated with research and portfolio management. As investment solutions become
increasingly complex, advisors find themselves with even less time to learn about
new products. Instead of more products, advisors are primarily looking for more
efficient ways to package, deliver and integrate products. For example, combining
insurance and investment products within the same managed account or wrapping
an advisory portfolio with an income feature creates an effective solution. (See
Exhibit 5, which lists the types of retirement income products available to advisors
and the level of product usage by advisors from MMI Retirement Central and Dover

Financial Research.)
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| EXHIBIT 5 — Usage of Retirement Solutions

Source: GDC Research and Practical Perspectives, Q3 2008
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EDUCATION

In addition to finding efficient ways to package and deliver products, the indus-
try needs to find ways to educate advisors on the complexities of the income distri-
bution phase. Advisors have played a critical role in helping clients understand the
need for strategies such as asset allocation during the accumulation phase. They now
need to change their focus and approach as they begin talking to these same clients
about the next phase of their financial lives, the income distribution phase.

Some asset managers have already begun the education process with their key
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Few firms have succeeded in
breaking down barriers be-

retirement income strategy.

advisors. AllianceBernstein, for example, has recognized that this phase could
present advisors with a significant opportunity. At the same time, it poses a signifi-
cant threat to some advisors’ business. The threat would surface if clients do not
recognize the value the advisor is providing and then opt to consolidate their account
with a different advisor or provider. In response to this threat, AllianceBernstein is
training its advisors to adopt the best practices to position themselves as the advisor
clients want to go to for account consolidation. To accomplish this, AllianceBern-
stein provides the advisors with research and insight into the income distribution
phase. The advisors may then put planning practices to work with their clients that
clearly demonstrate that the advisor’s service is valuable.

OppenheimerFunds began serving the changing needs of baby boomers by gener-
ating educational information for advisors and investors. The information, known as
“Transition 10,” consists of a Web site and literature intended to educate advisors
about the most important years associated with retirement—the five years before
and the five years after retirement.

OppenheimerFunds’ Client Connect Advisor Education series is a sales and train-
ing program designed to help advisors organize their business and create new selling
opportunities. The program includes a module titled ”Designing a Successful Re-
tirement Income Plan” that focuses on five key elements for creating a retirement in-
come plan. The numerous risks associated with retirement are also discussed within
the program materials. Since withdrawal strategies are a large component of an over-
all retirement income strategy, OppenheimerFunds has also created educational ma-
terials to educate both advisors and clients on differing withdrawal strategies that can

be utilized in retirement.

V. Solutions for Tomorrow

As outlined above, much innovation already has occurred and more is underway
to address marketplace needs for retirement income solutions. Perhaps the biggest
challenge for the industry is how to ensure that the

benefits of this retirement planning are embraced and

tween silos (i.e., investment, utilized. To accomplish this, participants from all van-
insurance, prod uct develop- tage points—sponsors, investment managers, TAMPS,
ment, sales, operations, etc.) overlay managers, insurance/annuity companies and
in order to develop a holistic software developers—must recognize three common

tenets for success: (1) development of a clear, sound
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firm-wide RIS strategy; (2) the profound need for simplification in features and
delivery mechanisms; and, (3) the required resources to make these solutions
available.

Our research suggests few firms have succeeded in breaking down barriers
between silos (i.e., investment, insurance, product development, sales, operations,
etc.) in order to develop a holistic retirement income strategy. Similarly, firms have
not made it a priority or have been reluctant to commit the time and resources
necessary to fully develop and implement an effective RIS strategy due to budget
considerations and conflicting priorities. Industry trends suggest that without a
long-term enterprise strategy and commitment, these firms will lose ground to their
competitors, and lose the loyalty of their advisors and clients.

Results from our advisor survey clearly illustrate the need for simplification in
RIS, both in terms of features and platform/program delivery mechanisms. In fact,
many advisors currently feel that sponsor firms and investment managers should
not be focusing on ‘product development.” Rather, advisors believe that simplifica-
tion of the various processes and program features are the immediate priorities that

need to be addressed.

VI. Challenges and Opportunities

Product, Program, Platform and Software Design

Having spoken at length with innovators who have designed and developed
retirement income product, program, platform and software solutions, we offer some
of their observations regarding the challenges and considerations they faced and
have overcome.

For the variable annuities and the hybrid products that have been developed,
there are considerations such as the investment and hedging capability as well as the
actuarial assumptions of the insurance company providing the guarantee. Money
managers may need to restrict certain allocations to ensure the product or program
is hedgeable. More recently, the safety, that is, the claim’s paying ability and bal-
ance sheet strength of the insurance carrier has become of paramount importance.

Another concern for insurance-guaranteed structures is the cost of the guaran-
tees is higher when volatility is going up and interest rates are going down. As of this
writing, volatility is at record highs with interest rates steadily sinking. This results
in a higher cost for the guarantee, which some would argue is worth more in a volatile

and uncertain period, but others might argue is too expensive.
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Operations and Technology Issues

Many of the retirement income solutions in the market today and those that

will be available soon are a result of different parts of the industry combining their

efforts and working together.

As soon as data or information has to go from one department or company to

another—especially when going from one company in one industry to another

The accumulation side of
the equation has always
been full of these sorts of
challenges. When it comes
to the income side of the
ledger, however, the expo-
nential complexity of
retirement income solutions

becomes glaringly apparent.

company in another industry (i.e., money manager
sponsor to insurance company)—the cost, com-
plexity and integration challenges become hurdles
that require significant thought, time, design and
resources.

Some have asked why the retirement income
industry has not moved more rapidly in marketing
new and innovative retirement solutions. In a

nutshell, the operational and technological integra-

tion issues have been the challenge. These issues
have been covered extensively in this paper.

For the platforms, programs and software tools that are vital to addressing
management of retirement income complexity, these integration challenges are the
biggest hurdle. Solutions are already available in which many of these issues have
been overcome. As we’ve discussed previously, Placemark and LifeYield are two good
examples. But both companies will freely admit that while they have an under-
standing of the complexity of these issues, and while their potential customers agree
that the solutions they have developed are “ground breaking,” a number of distrib-

utors do not have the resources available to implement these capabilities at present.

Regulatory

As part of the collaborative challenge, when money management sponsors or asset
managers and insurance companies collaborate to develop hybrid solutions, they
have not one but three different regulatory bodies to deal with: the SEC, FINRA and
state insurance commissions. Moreover, since the products and platforms are new
and quite innovative, the various regulatory bodies have needed more time to think
through and develop new policies to address these products and platforms. Other
issues include the fact that these products must be filed with multiple state insurance
departments, as the insurance industry is not federally regulated. Another issue is
that selling variable annuities and hybrid products requires a financial advisor to

have an insurance license in addition to appropriate securities licenses.
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Suitability and Compliance

As with any of the products, programs and platforms offered to investors, it
is fundamentally important to “know the customer” and make sure the product or
program is appropriate and suitable for the client. A new concern is being observed
as we look at retirement income life cycles that can last anywhere up to 40 years or
more. What happens if a client runs out of money before they pass away? Whose
responsibility is it to ensure the client has sufficient income in retirement? There are
also the age-old issues of making sure clients are appropriately diversified with
investments that fit their risk tolerance and stated income needs. And, of course,
as new products and programs are developed, it is important that they be accurately
described in terms of what the product or program is, how it works and what the

risks are, including what a worst-case scenario might look like.

VII. Conclusion

RIS represents a tremendous opportunity for those participants in the financial
services industry that choose to innovate and take on the challenges and rewards
that await them. There are many points of entry for the variety of firms that comprise
the financial services industry, ranging from program sponsors, TAMPS and
software developers to investment managers, overlay managers and insurance
companies. The findings of this paper as well as those of many other researchers
who have studied retirement income indicate that a sea change is underway. But,
the question keeps arising: If so many baby boomers are approaching retirement,
so many firms are working on smart solutions, so much money is being invested
to build these solutions and so much money is being garnered by institutions that
are in the retirement solutions business, why is the industry at large taking so
long to seize and capitalize on what most informed people agree is a phenomenal
opportunity?

Our conclusion, based on the research outlined in this paper and the research
conducted by others, is that there are three major stumbling blocks found at most

firms. These hurdles have delayed the progress of leveraging RIS; namely:

1. A lack of a clear, enterprise-wide RIS strategy that has been both supported

and driven by the senior management of the firm;

2. Outmoded organizational structures (with their attendant P&L constraints) that

are often based on developing and selling a single product or product type as
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opposed to creating and providing multi-faceted, comprehensive retirement so-

lutions; and

3. Constrained budgets and scarce resources, issues that have been exacerbated by

the recent economic environment and market events.

Our message to MMI member firms is this: before embarking on the development
of an RIS strategy, or executing on one that is already in development, it is impera-
tive to consider your firm’s progress in recognizing and addressing the three afore-
mentioned hurdles. Without tackling those head on, the success of any strategy will
be greatly challenged. Those firms that find a clear way to address these issues will

enjoy a significant competitive and marketplace advantage.
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