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The road ahead

El-Erian, Fink discuss lessons
from the financial collapse

s about 1,200 advisers gathered in

San Diego Sept. 13-16 for Schwab’s

2009 IMPACT Conference, many
were remembering a year earlier, when the
conference had been held in the midst of
the near-collapse of the financial system. In
fact, the first question posed by CNBC’s Tyler
Mathisen in a special pre-conference con-
versation with Mohamed El-Erian, chief ex-
ecutive officer of PIMCO, and Laurence Fink,
chairman and CEO of BlackRock, was: “Are
we safer now?”

“We are very much safer,” Fink told the
standing-room-only crowd at the session,
called “The Impact of the Recent Crisis on
the Global Environment.” “But are we safe? I
can’t answer that with as much conviction.”

El-Erian agreed that the financial system is
safer than it was. “But we are not yet safe,” he
said, adding that the near-collapse of a year
ago inadvertently changed the global financial
environment. In addition, he said, the efforts
to rescue the system, while largely successful
at least in the short term, have made the gov-
ernment a much more powerful force.

“The government in the past was the
referee,” he said. “Today, the government is
on the field”

Fink and El-Erian agreed that one of the
most important lessons from the last year
has been the importance of diversification.
However, they urged a more expansive un-
derstanding of diversification.

“Our concept of diversification was totally
insufficient,” Fink said. For example, he said
most U.S. investors held — and still hold — too
much of their portfolio in U.S. instruments.
And, he said, too much diversification was
accomplished by adherence to formulas
rather than by a greater understanding of
individual situations.

“We need to pay more attention to the
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needs of individuals,” he said, adding, “I
think you're going to see a renaissance when
it comes to asset allocation.” He expects as-
set allocation to become more conservative
overall, and more closely correlated with the
needs of the individual.

El-Erian said investors will come to think
more about the pricing of risk, rather than
simply looking at asset classes. And he agreed
that U.S. investors need to think more glob-
ally.

In talking about the over-leveraging that
preceded the crisis of the last year, Fink not-
ed, “Absolutely, I think greed was the biggest
thing that kept this thing going” Regulators
and investors did not want to acknowledge

“I think youe going
to see a renaissance
when it comes to
asset allocation.”

what was going on because it was so profit-
able, at least in the short term. But “all these
things were public. Balance sheets were pub-
lic,” Fink said.

“I don’t want to blame anyone” for the
crisis, he said, adding, “I blame all of us.”

So what comes next? El-Erian and Fink
agreed that more regulation is definitely on
the way, as the government reacts to taxpayers
who are angry and upset about huge bailouts.
“Society cannot accept another period in
which massive gains are privatized and mas-
sive losses are socialized,” El-Erian said.

Both men are concerned that the pen-
dulum will swing too far toward over-regu-
lation. In particular, Fink is concerned that
regulation will hit public companies much
harder than private ones.

“We need to make sure we have the
greatest capital markets in the world. We
need to make sure it is an advantage to be
public rather than private,” he said.

El-Erian agreed that more regulation is
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Pre-Conference Session

coming, “What’s likely to happen is a bunch

of smart regulation and a bunch of dumb
regulation.” As examples of smart regulation,
he suggested transparency, adequate capital
cushion and getting control of derivatives.
Dumb regulation, he said, includes things like
arbitrary controls on executive compensation.

Tighter regulations probably will cause the
economy to grow more slowly. “It’s like re-
ducing the speed limit on a freeway,” he said.
“Is the freeway safer? Yes, but there is a cost.”
That cost is particularly troublesome because
the key to recovery is growth, El-Erian said.

Fink noted that the United States has
some potential growth built in, from organic
population growth and from immigration.
He encouraged an opening of immigration,
especially to young people who come to
the United States for their education and,
when they graduate, are forced to return to
their home countries — where they compete
against the United States.

“We need to encourage people who have
sacrificed and taken the time to get degrees
in our country, to stay in our country” and
participate in its growth, he said.

When asked how advisers can help their
clients navigate these treacherous times, both
Fink and El-Erian said advisers need to help
clients understand their own situation, in-
cluding both their capacity for risk and their
need for growing their investments.

“Today more than ever, our role vis-a-vis
our clients is first and foremost to help them
realize what their objectives are,” El-Erian
said. For example, clients nearing retirement
should have a realistic idea of what their in-
come needs will be, so they are not forced to
liquidate assets at an inopportune time.

Helping clients understand their individ-
ual situation and put that situation within the
context of the greater economic trends will
help them develop realistic plans for their
future, the panelists said.

In the new financial world, Fink said, “Ex-
pectations should be a function of the needs
of the individual.” M
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Retirement Plan Advising

Growing possibilities

Sessions help advisers explore
retirement plan opportunities

growing number of independent

advisers are considering expanding

their business to advise retirement
plans, and in three sessions at IMPACT 2009,
advisers and third-party administrators pro-
vided guidance on how to make the move.

The first session, “Becoming a Retire-
ment Adviser,” introduced advisers to the
retirement plan universe. The next two ses-
sions — “Differentiating Yourself
as a Retirement Adviser” and
“Expanding the Scope of Your
Retirement Practice” — offered
guidance for those who want to
grow this business.

The first panel included Grant
Arends, president of Alliance Ben-
efit Group of Kansas City; Nelson
Chia, principal and founder of
WESPAC; and Lindsey Black, prin-
cipal of MBM Advisors, Inc. They
agreed this is a good time for advisers to enter

the retirement plan business, largely because
of their experience with individual investors.
“The value proposition has never resonat-
ed more than it does now in the retirement
plan business,” Arends said. There always will
be a cheaper way for a plan sponsor to pro-
vide a plan, but the important thing is service
to clients. Ultimately, plan sponsors want
their employees to be happy with their plan.
As a result, Arends said, “At the end of the day,
it’s the participant that’s driving the boat.”
But if participants are driving the boat,
they might need a little help steering, the
panelists suggested. For example, although
most Americans need to replace 75% of their
pre-retirement income to fund a comfortable
retirement, Social Security will replace less
than 40%. Average annual retirement savings
rates are about 3.5%, and the typical U.S.
household is on track to replace only 58%

6

of income — a far cry from the 75% they
will need.

Much of the problem is that, although ex-
perts say employer and employee contribu-
tions to retirement plans should be between
15% and 18% of salary, in reality the average
is only 9%.

“You want to provide value to your cli-
ents? Work on getting that up,” Arends said.

Chia noted that independent advisers
already have potential clients, since most of
them have individual clients who are also
business owners. In addition, advisers already

have an investment strategy or strategies that
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From left: Lindsey Black, Nelson Chia,
Grant Arends

probably could be adapted for retirement
plan participants. And, like Arends, Chia em-
phasized that serving participants is essential.

“The client may engage us in their re-
tirement space, but it’s the participant who
decides if we stay on the job,” he said.

Because of the overriding concern of par-
ticipants for an adequate retirement income,
advisers should use more than performance
when benchmarking plans, Black said. For
example, they should look at rates of par-
ticipation and deferral to help plan sponsors
evaluate the success or failure of their plan.

All the panelists agreed that it is important
that an adviser be able to provide additional
services, such as educational meetings and
materials, and that any and all fees be com-
pletely transparent.
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Panelists in the session “Differentiating
Yourself as a Retirement Adviser” were John
Blossom Jr., president and chief executive of-
ficer of Alliance Benefit Group-Illinois; Sean
Duggan, a consultant with Moneta Group
LLC; and Dave Davidson, principal of Retire-
ment Plan Services, LLC.

The panel acknowledged that advisers
at the session wanted to continue with in-
dividual clients even as they expanded into
retirement plans. “We don’t think that most
of you want to quit the day job you have now,”
Blossom said.

He noted that while there are similarities,
most having to do with servicing
clients and managing invest-
ments, there are also differences
between advising individual
clients and advising retirement
plans. For example, retirement
plan advisers have to deal with
ERISA legislation, especially re-
garding the fiduciary role they
choose to take on.

Blossom said the adviser

can provide advice to the plan
sponsor about, for example, the makeup of
investments in the plan. The adviser also can
provide education to plan participants about
how the various investment options are de-
signed to work. But, if an adviser provides
advice to individual participants about their
specific situation, the adviser should have a
separate agreement with each participant he
or she advises.

The panelists also emphasized that advis-
ers cannot simply dabble in retirement plans.
Davidson said that what differentiates a good
retirement plan adviser “is commitment.
They really want to be in this business.” He
suggested that advisers consider attending
retirement plan-related conferences, getting
a fiduciary adviser designation, and embark-
ing on an organized strategy to grow their
business in this area.

Advisers also should develop a relation-
ship with a third-party administrator, the
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panel said. “This is the most important point
you can take out of this session,” Duggan said.

In defining their value proposition to plan
sponsors, advisers should think first about
exactly how they want to structure their busi-
ness. “You really need to know what you're
offering your client before you can go out and
service them,” Davidson said.

For example, advisers should consider
the level of fiduciary responsibility they want
to take on. They also should consider their
role in employee education. Davidson urged
advisers to take a very active role by running
education meetings, for example, because it
is good for participants and it also is a tan-
gible example of the value the adviser brings.

Blossom also suggested that advisers think
about the kind of plan they want to work
with, adding, “There are two dimensions of
this. One is their needs, and the other is the
capabilities that you have.” Advisers should be
careful to match the plan sponsor’s needs to
the adviser’s capabilities, he said.

The final session included a look at spe-

cific retirement plan investment options by
panelists Bob Blair, principal and senior con-
sultant at Retirement Alliance; Stephen Cuc-
chiaro, president and chief investment officer
of Windward Investment Management; and
Randy Mitchell, principal of Milliman Inc.

“If you don't serve
the participants,
you are not going to be able to
serve your clients.”

The panelists discussed lifestyle funds,
which became very popular in retirement
plans but also drew a lot of criticism, es-
pecially after the recent market downturn.
Mitchell noted that some of the participants’
unhappiness with lifestyle funds came from
a lack of understanding of how the funds
work. For example, he said, participants may
not realize that what is often called a 2010
fund, for people planning to retire in 2010,

by

actually is designed to continue to fund that
retirement until 2030 or so.

He also said that advisers who are inter-
ested in lifestyle funds, or any kind of retire-
ment plan vehicle, might want to consider
designing the fund themselves rather than
picking a fund from some other source.

Cucchiaro’s firm did that, taking suc-
cessful funds it had designed for individual
investors and adapting them to the retire-
ment plan market.

The panelists encouraged advisers to limit
the number of choices offered to plan par-
ticipants, noting that studies show that partici-
pants with many choices often are more con-
fused and therefore less likely to choose wisely.

Finally, the panelists, like those in the
earlier session, emphasized that success as a
retirement plan adviser depends on providing
good choices and good service to participants.

“If you don'’t serve the participants, you
are not going to be able to serve your clients,
and you'll probably end up being replaced,”
Blair said.
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General Session: Dan Ariely

Protecting clients from themselves

Advisers must remember
that people are
‘predictably irrational’

dvisers can guide clients to better
-Ainancial decision-making by under-

tanding some basic tendencies of
human behavior, according to Dan Ariely, a
professor of behavioral economics at Duke
University.

Speaking at an IMPACT general ses-
sion, Ariely said people are prone to
making predictable, irrational mistakes,
and advisers can help clients avoid such
mistakes by anticipating them and
framing choices correctly.

“This is where the hope of behav-
ioral economics is, and also the hope of
your profession,” said Ariely, author of
the book, “Predictably Irrational.”

He demonstrated people’s tendency
to make systematic, repeatable mistakes
by showing a series of visual illusions,
including a video of two teams of people
playing with a basketball. One team wore
white shirts, and the other wore black shirts.
Before playing the video, Ariely instructed
the audience to focus hard and to count
the number of times the white team passed
the basketball. After the video played, many
audience members correctly reported the
number of passes. But when Ariely asked
how many had seen the person in a gorilla
suit walking among the passers, few audience
members indicated they had. He replayed the
video, and the person in the gorilla suit was
clear as day.

“Think about it: You were focusing on a
small part of the screen, you were really fo-
cusing hard, something big and black passes
through the middle of your visual field,
thumping on his chest, and almost everybody
here didn'’t see it,” Ariely said. “What a tribute
to human skill.”

If people can make such mistakes using

their vision, one of the body’s most reliable
and most-used systems, there’s an even great-
er chance that they’ll make similar mistakes
when it comes to the less-familiar territory of
financial decision-making, Ariely said.
Advisers can help clients avoid such
mistakes through “choice architecture,” or
presenting choices in a way that is mindful
of behavioral tendencies, Ariely said. Advis-
ers, he added, should be especially aware of
people’s tendency, when faced with complex

Dan Ariely

or difficult choices, toward default behavior.
“Financial decision-making is very, very dif-
ficult, and because of that, the default is going
to be much more important,” he said.

Default choices are not inherently good
or bad; it’'s how they're used that matters,
Ariely said. He cited the general inclination
of 401 (k) plan participants, when faced with
a daunting number of investment choices,
to procrastinate or to make no choice. With
the use of a default option such as automatic
enrollment into a lifestyle fund, “I could use
the same forces of default and complexity to
get you to save in a way that is good for you,”
he said.

It’s often assumed that people will have
ready answers when asked about their attitude
toward issues such as risk, Ariely said. But
research shows in most cases, “people have
no idea what their attitudes are,” he said. For
this reason, advisers should think carefully
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about how they construct the process they
ask clients to go through to make decisions
with long-term implications. “This gives you
a huge moral burden, in terms of getting
people to think about this in the right terms,”
he said. “The way you ask a question, the way
you get people to think about it, will change
their answer dramatically. Understanding and
improving this process is centrally important.”

Advisers also must be aware of people’s
tendency to react emotionally or impulsively
to unexpected developments, such
as fluctuations in the stock market,
Ariely said. Research has identified
a behavioral tendency known as
“loss aversion,” which means “that
the happiness we get from gaining
a percent in our portfolio is much,
much less than the misery we get
from losing one percent,” he said.

Another behavioral tendency,
known as “hyperbolic discount-
ing,” can cause people to grab for
immediate rewards at the expense
of long-term gains. “In many ways,
this tradeoff is a huge problem in human
welfare,” he said. “This is why people don’t
save and don’t exercise. ..We have great long-
term plans and desires, but when the time of
temptation comes, we often don’t execute
on them.”

Advisers should think of themselves “as
the barrier to people acting on their short-
term impulses,” Ariely said. “Part of your job
is to protect clients from themselves.” He
encouraged advisers to think about imple-
menting “self-control mechanisms” for cli-
ents, such as contracts that set guidelines for
financial decisions under certain conditions,
such as a 10% decline in the stock market.

“People get incredibly anxious, incredibly
concerned and incredibly emotional, and
they can do all kinds of things that are terrible
for themselves,” he said. “Is there a way for
you to be this bridge between people’s long-
term goals and their short-term impulses
when things don’t turn exactly right?” M
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