Megatrends in Retirement Planning

Dan Cassidy

ince 2001, the world of retirement plan-
Sning has been buffeted by storms and
upheavals that, as a result, have begun to
transform the state of the industry. As such, a
number of megatrends have begun to
emerge. Human resources practitioners are
already feeling the effects of these. Thus,
understanding what is going on, coupled
with implications for new ways of dealing
with the megatrends, will go a long way
toward successful HR implementations of
retirement plans. This article explores these
megatrends in detail. With this information,
HR managers will find themselves better pre-
pared to cope with these radical new changes.

Six major megatrends need to be addressed
above any others. All of these are literally
driving the retirement industry. The six mega-
trends are:

1. Asset-based solutions—including "portable
alpha” strategies

2. Globalization

3. Death of defined-benefit (DB) plans, fol-
lowed by DB-ification of 401(k) plans

4. Bundling of service providers

5. Enterprise risk management

6. Demographics

Let's take a brief look at each.
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ASSET-BASED SOLUTIONS

For DB plan sponsors, the trend over the past
20 years has been to look to the liability side
of the balance sheet for solutions. If the plan
was "too expensive,” a plan sponsor would
begin a design study rather than look to the
asset side to solve the problem. Combine this
with the seemingly constant regulations com-
ing out of Washington calling for required
plan-design changes. The major consulting
firms, such as Hewitt, Towers Perrin, and
Mercer, blossomed during this period to help
their clients manage this process. The pri-
mary example of the significance of liability-
side management has been the conversion of
many DB plans to cash-balance plans—a
hybrid DB plan design. Various surveys high-
light the prevalence of these new designs.
One-third of the Fortune 100 and 19 percent
of employers with more than 1,000 employ-
ees have now converted their plans to cash-
balance plans.

The U.S. government and courts have
struggled with the issues surrounding the
cash-balance conversions. This uncertainty
has put a stop to the conversions for the
most part. Besides this uncertainty, some
employers froze their plans altogether. Wat-
son Wyatt's 2005 survey of the Fortune 1000
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showed that 116 froze or terminated their DB
plans since 2001. All of these attempts—cash-
balance conversions or plan freezes—are liabil-
ity-side methods to manage retirement-plan
costs. For those employers who remain com-
mitted to DB plans, the only realistic area to
manage costs is on the asset side.

Portable alpha strategy is among the plans
that sponsors are looking at to extend the
duration of the fixed-income portfolio to bet-
ter match that of liabilities. It requires deriva-

tives and other investment vehicles that some

plan sponsors may not be comfortable wit!
However, we see this trend continuing and
would recommend that all plan sponsors ge
comfortable with derivatives to help.co
pension-plan risks.

Understanding the B

basic con-

earned for bearing the risk of market investing
Alpha is the excess return—either positive or
negative—that a fund manager generates from
the active management of the portfolio.
Historically, pension funds have attempted
to find alpha-generating managers through tra-
ditional investment management searches in
various asset classes. So, for example, a pen-
sion fund would determine its asset alloca-
tion—say, 15 percent or $15 million—targeted
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to the U.S. long-bond asset class. The fiducia-
ries would then hire an investment consultant
to help them find the best manager in that
particular asset class. After a search, the fund
would give the entire $15 million to the invest-
ment manager, who would then deploy the
dollars according to the manager's strategy.
The investment manager would be compen-
sated at a level—say, 50 basis points—on the
entire $15 million, or $75,000. The fiduciaries
would sit around and hope that this manager
could replicate his or her past performance

~and, in-fact, produce positive alpha while

being exposed to the asset class's beta.

Sortable Alpha P

ional investment
_portable alpha strate-
alpha from beta.
vides more detail

d. Using the same
million desired allo-
he fiduciaries have
quity manager and

mpared with the tr
“described

e following e
how strategy

@rtablealpha strategy as follows:

1. Allocate fund to the European equity
manager seeking high alpha.

2. Use derivatives to "short” the European
equity market (i.e., sell futures of the
Japanese market).

3. Use derivatives to “long” the U.S. long
bond market (i.e., buy futures of the U.S.
long bond market).
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A portable alpha strategy includes some
key benefits, such as:

' Separates the search of alpha from the
search of beta (asset-allocation exposures),

A Targets investment management fees to
alpha sources and reduces investment
management fees for beta sources, and

A Can diversify across multiple, uncorre-
lated alpha sources while maintaining
pension plan’s asset-allocation exposure

Some challenges of execut"”%g a por
alpha strategy include:

' Plan sponsor must
consistent basis.
(d Successful coordi

1d alpha sources on a

more accepting of entering the deri
market. By allowing the full spectrum of
investments available today in the global
marketplace, plan sponsors can dial in the
risk level they want.

GLOBALIZATION

By globalization, we include all types of
changes to our world from the financial ser-
vice industry to accounting requirements to
employment to government barriers. Many of
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these changes may only apply to multina-
tional corporations; however, all employers,
regardless of size, should consider the ramifi-
cations for their organizations.

Financial Service Industry

The world is getting smaller, and the ability
for global capital to flow between countries
has never been greater. Retirement plans can
osure to emerging markets in an
efficient mner. Investment managers now
ompete on a worldwide basis, and invest-
ent firms compete to attract their talent
nywhere in the world. Hedge funds have
Xploded in numbers as investment managers
empt to exploit i fficiencies in the global

1t the world to assess the
off of the particular vehicle.

risk/return trade

Accounting Requirements

In the past, each developed country had its
specific accounting standards that would
apply to any publicly traded company. The
British, Canadian, French, German, and
Japanese financial industries each developed
their own standards. In the past several
years, however, the push has been to estab-
lish common international accounting stan-
dards. Two major benefits of robust interna-
tional standards include:
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A4 Companies need to comply with only one
standard for each country where their
stock is traded.

4 Investors can more effectively compare
financial records based on a single
method. Currently, adjustments are
required to compare companies traded in
the United States versus Germany, for
example.

While the benefits are clear, the speed by
which individual countries adopt the interna-

tional standards will be 1ncremental and;:take

10 to 20 years.
Employment
No matter whether it is

globally, outsourcing
countries, or smaller

“ompanies operating

The slow decline of DI

tinue to increase over time.
solutions will continue tc

national borders.
DEATH OF DEFINED-BENEFIT PLANS

The slow decline of DB plans has been well
documented and is quickly accelerating. We
predict that the DB marketplace will continue
its path and eventually be dumbbell-shaped.
The only companies that will have DB plans
will be either small, closely held firms using
DB plans for tax avoidance or jumbo compa-
nies that will never close. (We include large
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public plans in the jumbo definition.) Midsize
organizations will continue to freeze and ter-
minate their plans.

Small organizations that initially adopt a
401(k) will not adopt DB plans when they
grow in size for fear of the financial uncer-
tainties. This slow death of DB plans will be
accelerated by two things:

1. Rise in interest rates that will reduce the
cash required to terminate any DB plan—
whether it is frozen already or not. We

predlct that if interest rates rise by 200

oints, you W111 see a flood of DB

t problems with the
>m, since the insurance

zations. Because healthy DB plans pay for
the unhealthy ones, if the number of DB
‘plans continues to fall, the PBGC pre-
mium income will spiral down and the
system will crash.

401(k) Plans Filling the Gap

From the ashes of the demise of DB plans,
we now see 401(k) plans adopting many of
the best features of DB plans. These changes
that we see now in 401(k) plans are being
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made to fix many of the problems the 401(k)
plans have in actual operation. The following
runs through some of these changes that have
happened and some that we predict.

Participation

The problem is that many 401(k) plans have
very low participation rates, especially among
the employees who most need assistance savmg
for retirement. The fix is automatic enrollme
and/or negative elections. Thes twcj features
both work to force employees
immediately upon hire. It works by automati-
cally enrolling employee at a set rate— say, 3
percent—on employment
not want to participate

plans always had autor
problem was never a

sors to adopt these feat es.

Investment Elections

Many participants do not make any inves
ment elections after they j in the 401 (k!
The plan invests their accounts.in the de:
fund—which was typically a money
fund. Now, plan sponsors are looking mo:
closely at this default-fund choice because
they see that participants never shift out of the
money-market fund—which will not keep pace
with inflation. Today, plan sponsors are select-
ing balanced funds that may change a partici-
pant'’s risk profile based on his or her age.

Distribution Options
Most 401(k) plans provide for lump-sum dis-

tribution of the account on retirement. Many
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~final distributions, which is up from 17 per-
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participants are troubled when faced with
making an investment that will affect all of
their retirement years. Many 401(k) plans are
now exploring annuities and other payout
options that give the participants additional
choice that will guarantee monthly income
throughout their remaining lifetime, as
shown in a recent (2005) Hewitt survey.
Hewitt found that 20 percent of companies
now offer annuities as a form of payment for

r her retirement sav
ffected. Most long-

gs can be significantly
m disability plans do
ot contemplate these lost contributions

and/or provide ir sufficient income to employ-

ees to conti to make 401(k) plan contribu-
ions during a time of high medical costs.
Progressive plan sponsors are looking to
add disability coverage directly within the
401(k) plan. Participants can select an option,
just as with other investments, that provides
for continuation of 401(k) contributions in the
event of a participant’s disability. This insur-
ance option, though not commonplace today,
will grow in popularity as 401(k) plans
become the only plan for most employees.
IBM has begun to offer this insurance and
major insurance companies (UnumProvident,
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MetLife, AIG) are working to include their
offerings. DB plans typically included disabil-
ity provisions that provided for continued
accrual of benefits as well as early com-
mencement of benefits.

Deferred Annuity Options

The problem here is that greater investment
risk is being shifted to employees with 401(k)
plans. Many employees are not suited either
by education or desire to make investment
choices. This indecision shows up i '
studies in the form of poor asset all
no investment choice belng sed, and
1nact1v1ty The fix is to provi

deferred annuity with
contribution. This “ney

fixed annuity that converts into an im
fixed annuity upon retirement. It ¥
this: An investor can put money in
annuity in increments, locking in an 1nterest
rate. When the investor retires and the
deferred annuity converts to an immediate
one, the payouts are based on the rates at the
time of investments. With a traditional fixed
annuity, the return would be based on the
rate at the time of conversion. We see it mov-
ing beyond insurance company-based models
and into all 401(k) plans, even those managed
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by mutual fund companies. DB plans always
focused on the ultimate benefit paid to partic-
ipants, so it would not expose them to invest-
ment risk.

Overall, we applaud the changes that
401(k) plans are adopting to solve real prob-
lems with the actual operation of their plans.
These changes address many of the shortcom-
ings in 401(k) plans. However, participants
still bear the associated investment risk. We
believe the financial services industry will
continue to bring cost-effective solutions that
1:help participants shift risk to organiza-

-plan management.
re also providing
defined contribu-

‘With all the retirement-plan services bun-
dled with one company, fiduciaries are
exposed to increases from the concentration
with a single source. Although many of these
bundled providers include additional services
such as performance monitoring, access to
legal counsel, and actuarial consultants to
help plan sponsors manage their fiduciary
duty, we see an increased demand for inde-
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pendent advice. We predict a substantial
increase in the use of independent fiduciaries
and investment consultants as a result of the
move to total retirement outsourcing.

ENTERPRISE RISK MANAGEMENT

Our clients are now looking at their retirement
plans in relation to their entire business. Other
employee-benefit programs are also scrutlnlzed

ERM trend has been spurred on wit .
sage of the Sarbanes-Oxley Act, which forces
companies to take a risk-control perspective
throughout their organizations. Executives
need to put in place controls that will catch
any problems before they happen.

For retirement plans, ERM means that
employers will no longer look at their retire-
ment plans as silos, but as part of the broader
organization. Managers will consider the
impact of the business's life cycle—whether
they are in a growth phase, maturity, decline,
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and so on—and how that intersects with the
life cycle of the retirement plan. This discon-
nect is apparent when one considers the auto-
mobile industry, where some manufacturers
have three retirees for every one worker. Com-
bine the business life-cycle concerns with
strategic concerns such as competitiveness
within an industry such as we have seen with
the airline industry recently. The new lower-
cost carriers do not have high- cost DB plans

would like to highlight three areas that

employers can focus on now that will help
them navigate their organizations through
these huge demographic changes.

Employees Working Longer
The image of people taking early retirement
will not be and probably was not reality.

Employees, for better or worse, understand
that they can probably expect to work longer
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than their parents did. Whether it is because
of financial needs or the desire for social inter-
action, employees today do not expect to retire
at 65. Other societal changes also impact
this—such as people getting married later in
life, having children later in life, having sec-
ond or third marriages (some combined with
new children)—and all contribute to the
understanding that employees will have to
work longer. Medical advancements have
enabled many people to be productive after
the initial onset of once-dreaded diseases.

Phased Retirement

Combined with the expecta
working longer, older workers are exploring
ways to work that are outside the normal full-
time commitment. Our go ment still;

ieve the medical sys-
; 'll change if left

do not believe there is enough w1llpowei'
make the tough choices to change this.

.only ones to recei

~commitment of the

Generational Differences in Outlook

Employers need to recognize that the multiple
generations within their workforce look at
retirement planning significantly differently.
Younger people do not believe that Social
Security will be there when they reach retire-
ment age. This is a troubling thought, because
one of the key tenets of Social Security is that
it should cover every worker in the U.S. econ-
omy. This tenet of universal coverage was cru-
cial when President Franklin D. Roosevelt pro-

- posed the program so that Social Security was

lfare. If the poor were the
Social Security benefits,
en the remaining people would view it as
other welfare payment.

If the younger popui' tion loses confidence
yport for Social Secu-
trend continues,
tion of Social Secu-
society will stop
evert back to a sys-
loyment-based
ally, as the baby
this bugle of Social

not viewed as

ity does not maintain he confidence and
maining population, it
may quickly dwindle and be eliminated. We
would then b@"f%éck to a welfare system sup-
sorted by general tax revenues. That is cer-

 tainly not what FDR envisioned in the 1930s.
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