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R
etirement readiness is one 
of today’s biggest fi nancial 
challenges. 

Approximately 45 
percent of U.S. working-age 

households do not have any retirement 
account assets, according to a 2013 report 
by the National Institute on Retirement 
Security (NIRS ).  Depending on the 
household assets being counted, the total 

U.S. retirement savings defi cit is between 
$6.8 trillion and $14.0 trillion.

“While no one has a magic wand that 
will solve the retirement savings dilemma, 
there are innovations in the investment 
space that help to address different aspects 
of the challenge,” says Alison Borland, 
vice president of Retirement Strategy & 
Solutions, Aon Hewitt. “Other changes 
are happening in the industry to improve 
fi nancial security from mobile technology, 
to innovative methods of employee 

segmentation, to behavioral science.”
In the past decade, defi ned contribution 

(DC) plans such as 401(k) and 403(b) 
programs have taken a greater share of 
the retirement market as employers have 
discontinued or frozen their defi ned benefi t 
(DB) pension plans. (See chart page 6) 
“Our industry is still going through the 
transformation from DB to DC,” says 
Glenn Dial, head of US Retirement, 
Allianz Global Investors. “DC plans have 
adopted some best practices from DB 
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W
hile participants in defined 
contribution (DC) plans 
usually have multiple equity 
options, they typically have 
only one fixed-income choice 

– a core bond fund. This is often perceived to 
be a “safe and secure” asset class that allows 
participants to diversify their portfolios and 
reduce volatility risk. 

However, there are significant problems 
today with the traditional “one menu option” 
approach. First of all, the core bond fund’s 
composition is usually aligned with the 
Barclays US Aggregate Index – a longstanding 
benchmark for both passive and active core 
bond managers. The index represents four 
sectors – Treasuries, agencies corporates and 
mortgage backed securities (MBS). Because 
the Barclays index is weighted by capitalization, 
institutions that issue more debt become a 
bigger component of the benchmark. 

Today, the government-supported portion of 
the index has risen to more than 80 percent – 
increasing the policy-related risks for these issues. 
In addition, durations are significantly longer than 
the historic average, adding to rate-related risks. 
These changes to the fixed-income landscape may 
not be apparent to plan sponsors or participants 
because they occur “under the hood” of a core 
bond fund.

A U.S. diversified bond strategy
Therefore, we believe that a strategic redesign 

of the fixed income offerings may better meet the 
needs of DC plan sponsors and participants.  For 
instance, a U.S. diversified bond strategy using 
a redesigned aggregate index can provide a low 
cost, transparent and diversified core fixed income 
exposure that addresses the following issues:
• Interest rate risk. Durations can be adjusted to 

be more in line with historical averages, reducing 
long-term exposure to rising interest rates.

• Index concentration. The concentrated 
Treasury weight can be lowered to provide 
more portfolio balance by increasing exposure 
to credit spreads. 

• Government policy risk. The strategy can 
reduce overall exposure to government 
supported Treasury and MBS sectors. 
By removing the constraints of an issuance-

weighted benchmark, this fixed-income strategy 
can be adapted to current market conditions, 
such as lowering durations, being overweight 
in the credit sector, and underweighting 
government-supported securities. This U.S. 
diversified bond strategy seeks to offer DC plan 
participants the potential benefits of comparable 
expected returns, lower expected risks, and 
an improved Sharpe Ratio (a measure of risk-
adjusted performance).

Expanding fixed-income options
In addition to diversifying a DC plan’s core 

fixed-income offering, we believe that sponsors 
should consider adding new choices to the 
menu to accommodate the varying risk-
reward profiles of participants. For example 
a plan might offer a selection of three fixed-
income strategies: a U.S. bond index fund that 
provides a simple, easily understood option, a 
global fixed-income strategy that includes both 
developed and emerging market debt, and a 
balanced U.S. strategy that includes high-yield 
as well as investment-grade securities. 

With full disclosure to participants, 
those fixed-income options allow sponsors 
to enhance the appeal of their plans, and 
help balance a menu that traditionally 
has been weighted toward equities. Plan 
sponsors can also use the launch of a new 
strategy to underline the importance of 
building a portfolio to support their income 
needs in retirement.

In summary, we believe it is time for fixed 
income to play a new role in DC plans, 
with strategies that address the current risk 
environment, and offer more risk-reward 
options with a transparent approach that is 
easily understood by participants. 
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Disclosure: The views expressed in this material are the views of SSgA Defined Contribution through the period ended April 15, 2014 and are subject to change based on market and other conditions. This document contains certain statements that may 
be deemed forward-looking statements. Please note that any such statements are not guarantees of any future performance and actual results or developments may differ materially from those projected. Although bonds generally present less short-term 
risk and volatility risk than stocks, bonds contain interest rate risks; the risk of issuer default; issuer credit risk; liquidity risk; and inflation risk. This effect is usually pronounced for longer-term securities. Any fixed income security sold or redeemed prior to 
maturity may be subject to a substantial gain or loss. The whole or any part of this work may not be reproduced, copied or transmitted or any of its contents disclosed to third parties without SSgA’s express written consent. All information has been obtained 
from sources believed to be reliable, but its accuracy is not guaranteed. There is no representation or warranty as to the current accuracy, reliability or completeness of, nor liability for, decisions based on such information and it should not be relied on 
as such. The information provided does not constitute investment advice and it should not be relied on as such. It should not be considered a solicitation to buy or an offer to sell a security. It does not take into account any investor’s particular investment 
objectives, strategies, tax status or investment horizon.  You should consult your tax and financial advisor. Investing involves risk including the risk of loss of principal. Diversification does not ensure a profit or guarantee against loss. Barclays is a trademark 
of Barclays, Inc. and has been licensed for use in connection with the listing and trading of the SPDR Barclays ETFs.  SPDR Barclays ETFs are not sponsored by, endorsed, sold or promoted by Barclays, Inc. and Barclays makes no representation regarding 
the advisability of investing in them. State Street Global Advisors, One Lincoln Street, Boston, MA 02111-2900. Web: www.ssga.com (C) 2014 State Street Corporation - All Rights Reserved. Tracking number:DC-1344. Expiration: 04/30/2015
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plans, but we’re not there yet.”
Today, DC plan sponsors 

face several major challenges, 
according to Borland. “How 
do you effectively engage a 
population that is busy, distracted, 
and facing other fi nancial 
pressures such as college debt and 
credit card bills?” she says. 

“Sponsors have little ability to 

infl uence these external factors 
in today’s retirement program 
structure, yet these are some of the 
core barriers to promoting long-
term fi nancial security.” 

Another issue is legislative and 
legal uncertainty over retirement 
readiness regulations. “Plan 
sponsors are faced with signifi cant 
uncertainty regarding the future 
state of retirement benefi ts and 
the risks posed under the current 
system,” says Borland. 

An integrated strategy
To address these challenges, 

DC plan sponsors should develop 
an integrated strategy that begins 
with enrollment, and continues 
through the accumulation and 
distribution phases.  

“There are three parts to 
the retirement puzzle: saving, 
investing and withdrawing the 
money in a reasonable way,” says 
Rick A. Wurster, vice president 
and asset allocation portfolio 
manager, Wellington Management. 
“Plan sponsors have done a good 
job on the savings side, with such 
features are automatic enrollment 
and escalation.  However, more 

innovative approaches are 
needed to address the withdrawal 
challenge.” 

Kevin Molloy, senior executive 
director, AXA U.S., says one 
of the key challenges for plan 
sponsors is providing the tools and 
education for participants. “The 
retirement equation is complex 
with so many investment choices, 
and longevity and infl ation are 
complicated topics,” he says. 
“Plan sponsors should try to 
provide a multitude of ways to 
solve that equation and break the 
actions down into small steps.”

To educate a diverse employee 
population, Borland says that 
effective education can’t rely 
on a single channel. “To affect 
behavior change, we have to 
interact with participants in a way 
that will engage them and make 
them comfortable,” she says. 
“Messaging around the importance 
and the benefi ts of saving needs to 
be consistent, but the framing and 
the solutions provided have to be 
relevant to the individual.”

Molloy emphasizes the 
importance of creating a multiaccess 
educational environment that may 
include online materials, videos, live 
support, a call center and advisors.  
“We have found that an email with 
a link to a video can be engaging to 
many participants,” he adds. “They 
will spend more time with that than 
just reading a document. Remember 
that some people are visual learners, 
while others prefer to listen.”

Borland also emphasizes 
the importance of timing. Plan 
sponsors have a limited number 
of “teachable moments” with 
employees, such as the annual 
enrollment period. “We have seen 
increases in participation and 
engagement in obtaining help 
by integrating the savings and 
investing conversation into the 
broader benefi ts dialogue,” she 

says. “This also enables support 
of complex trade-offs in savings 
decisions, when individuals are 
faced with choosing across a 
number of retirement and health 
savings opportunities.”

From savings to 
accumulation

One of the biggest issues for 
DC plan sponsors is encouraging 
participants to start saving 
for retirement at an early age. 
Many plans now offer automatic 
enrollment, automatic escalation 
of contributions and other features 
designed to help employees start 
moving along the right path. 

“Auto features have been a 
great step forward in helping 
people plan for retirement, but 
they don’t completely solve the 
problem,” says Molloy. “Even an 
aggressive plan, such as a 6 percent 
contribution rate, doesn’t go far 
enough in terms of addressing the 
actual need for savings.” 

Borland adds that fewer 
than one in fi ve sponsors 
who automatically enroll 
participants enrolls existing 
employees into the plan. Citing 
Aon Hewitt’s report,  “2013 
Trends & Experience in Defi ned 
Contribution Plans,” Borland 
adds, “This means that new hires 
are captured in the enrollment, 
but it doesn’t impact savings for 
employees who already work 
for the organization and haven’t 
started saving.”

When it comes to plan design, 
more sponsors are adding default 
options like target date funds 
(TDFs) that blend various asset 
classes based on the  
participant’s age and other factors.  
“Target date funds (TDFs) have 
made the investing challenge 
much easier for participants 
by simplifying a complex 
process,” says Wurster. However, 
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“Plan sponsors have done a good job on the 
savings side, with such features are automatic 
enrollment and escalation. However, more 
innovative approaches are needed to address 
the withdrawal challenge.” 

RICK A. WURSTER, VP AND ASSET ALLOCATION 
PORTFOLIO MANAGER, WELLINGTON MANAGEMENT
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Are you overlooking 
tomorrow’s biggest risks?
Learn how to form a transition strategy that 
shifts your retirement plan’s focus from  
accumulation to income.

Retirement-plan sponsors and advisors know they need 
to be aware of the many dimensions of risk that plan 
participants face. 

But with the industry’s overwhelming focus on asset 
values at retirement, one key element is frequently 
going unaddressed: how to effectively manage the 
transition from accumulation to income. 

Encountering unfavorable market conditions at this 
critical point in time can have a significant impact on 
retirement income—one that can be even more severe 
than the effect of falling asset values.

The good news? There are thoughtful approaches 
available today to help you form an effective transition 
strategy—and Allianz Global Investors can help. Read 
our new white paper to learn more.

us.allianzgi.com

Saving for retirement not only involves some of the most difficult  
and complex financial decisions that most investors will make in 
their lifetimes, but it can have one of the most significant impacts on 
their quality of life. That is why it is so important for retirement-plan 
sponsors and advisors to be aware of the different dimensions of risk 
involved in retirement investing: so they can help plan participants 
make the right choices for their individual retirement needs. 
 
An Overwhelming Focus on Asset Value at Retirement 
There are several risks that need to be taken into account to help 
investors make smart retirement choices. Some are widely known,  
yet others tend to be overlooked even though their impact can be 
crucial. One of these neglected risks—transition risk—is the  
primary topic of this paper.

The most common interpretation of risk is financial-market risk,  
or the risk that investors could lose money if their asset prices fall. 
This is the risk that investors are perhaps most aware of thanks to  
a media environment that reports daily prices of stocks, bonds, 
mutual funds and other investment products. This steady flow of 
information keeps investors informed about what their portfolios 
are worth in terms of dollars, and it gets their attention by playing 
right into their biggest fear: the risk of declining asset values.

This fear is justified to some extent—after all, asset values have a 
large impact on retirement savings—but it is not the only risk 
investors should be concerned about. Moreover, the closer plan 
participants get to retirement, it may not even be the most  
important risk. 
 
The Need to Shift Focus to Income in Retirement  
To understand which risks retirement-focused investors should 
concentrate on, we need to ask several important questions: 

What are investors saving for? To have money at retirement?  
Or to have money in retirement? Although the difference  
between the two concepts is just two letters long, it is key. 

Because of widespread awareness of financial-market risk, there is a 
widely held belief that it is more important to focus on maximizing 
money at retirement, and therefore that accumulation is imperative. 

At Allianz Global Investors, we believe this view is wrong, and that 
plan sponsors and advisors must help participants shift the focus 
from asset value at retirement to income in retirement. We 
further believe that retirement income, in most cases, should be a 
combination of drawing down principal and securing a guaranteed 
income stream1 to meet basic needs and maintain living standards. 

Why is this shift in focus so important? Because maximizing  
or securing the net asset value of the plan participant’s portfolio  
at retirement is not necessarily equivalent to maximizing or 
securing a retirement income stream. This is where transition  
risk comes into play. 
 
Why Transition Risk Is Important 
Transition risk is closely related to longevity risk—the risk that 
investors will “outlive” their money.2 While the demographic trend 
toward living longer than ever before is generally a positive one, it 
also increases the danger that retirees will run out of money during 
retirement. As a result, not only is it important that investors 
consider guarding against longevity risk to some degree, but in 
many cases it will be advisable that they do so.3 This will require 
prudently planning an anticipated income stream—and perhaps 
even securing a certain retirement income level in form of a  
lifelong guarantee. 

 Allianz Global Investors White Paper Series

Transition Risk: Rethinking Investing  
for Retirement 
By Tim Friederich, Wolfgang Mader, Ph.D. and David Karim

Executive Summary
Are millions of Americans, retirement-plan sponsors and financial advisors really focusing on the right retirement goal? This 
white paper explores the critical but often overlooked dangers presented by transition risk—the risk that investors make  
the transition from accumulation to income at an unfavorable point in time under unfavorable market conditions. Learn  
why fluctuating interest rates—the most unpredictable factor in the retirement-income equation—make it imperative  
to help plan participants shift the focus from asset value at retirement to income in retirement.   

April 2014

Contact us for a copy of our  
new white paper:  
us.allianzgi.com/institutional
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Wurster believes that TDFs 
should be designed with greater 
diversifi cation, incorporating 
more global asset, and protecting 
against infl ation, a signifi cant 
risk for retirees.  “TDFs should 
also include alternative asset 

classes that are uncorrelated with 
equities,” he adds. “Currently, 
most retirement strategies live or 
die by the equity market.”

Nate Miles, senior defi ned 
contribution investment strategist, 
State Street Global Advisors 
(SSgA), says plan sponsors should 
also look at their fi xed-income 
menu options “We believe there is 
an immediate need for innovation 
within this sector,” he says.  “That 
includes re-examining the core 
bond offering in light of today’s 
higher risk environment, and 
adding one or two funds alongside 
the core in order to provider 
greater opportunities across the 
fi xed-income sector.”

Miles notes that a broad 
fi xed-income suite might include 
U.S. investment-grade, U.S. 
non-investment-grade, global 
high-yield, emerging market debt 
and global diversifi ed strategies.   
“Some participants might want 
greater exposure to credit, which 
could provide a higher yield 
without necessarily increasing 
market risk,” he adds.

Borland says Aon Hewitt has 
seen a steady upturn in the number 
of investment options offered 
within DC plans, from a median 
of 8 options in 2001 to 13 in 2013 

(including TDFs.) But in many 
cases, the options fall within 
similar assets classes and fail to 
deliver diversifi cation benefi ts. 

“Overall, we support a move 
towards more streamlined 
investment menus, which 
eliminate overlapping strategies 
and provide investors with clearly 
differentiated options,” Borland 
adds. For instance, a participant 
might choose from a menu with 
four only options: Growth, 
income, capital preservation, and 
infl ation protection.  “While this 
may be an aggressive step for 
many plan sponsors currently, 
most plans could readily adopt a 
very well-diversifi ed menu with 
6-8 core investment options, plus 
target date funds,” she says.

Winfi eld Evens, director of 
HRO Investment Strategy, Aon 
Hewitt, adds that retirement 
income solutions can help 
participants utilize a DC plan for 
both asset accumulation during 
the working years and spending 
during the retirement years.  “The 
addition of a retirement income 
solution won’t immediately be 

used by the majority of plan 
participants, but it will have 
much greater utility than adding a 
fi fth domestic equity fund to the 
lineup,” he notes. 

Focus on the fi nish line
The next step in the evolution 

of DC plans is to focus on the 
“fi nish line,” says Bill Harmon, 
senior vice president of 401(k) 
markets at Great-West Financial. 
Plan sponsors need to see if 
participants are on the appropriate 
path.  “Our industry is fi nally 
getting into big data,” he says. 
“Look at the information on 
participants, plus assets outside 
the 401(k) and let them know if 
they need to adjust their habits to 
be on the right path.”

Using business intelligence and 
data mining tools, a plan record 
keeper can analyze participant 
data to determine how many are 
on a retirement readiness path, 
how many are close to the path 
and how many are not. “Then, 
you can look at options, such 
as education and awareness 
campaigns or make changes to 
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“Our industry is fi nally getting into 
big data. Look at the information on 
participants, plus assets outside the 401(k) 
and let them know if they need to adjust 
their habits to be on the right path.”

BILL HARMON, SENIOR VICE PRESIDENT OF 401(K) 
MARKETS AT GREAT-WEST FINANCIAL. 

Defi ned Contribution as a Primary Retirement Plan

Defi ned contribution 
plans have increasingly 
become the primary 
retirement income 
for workers. Seventy 
seven percent of 
employers now report 
that their defi ned 
contribution plan is 
the primary source 
of retirement income 
for the majority of 
employees it covers, 
up from 75% in 2011.

Defi ned Contribution is the 
Primary Retirement Income Plan

No

23%

Yes

77%

Source: 2013 Trends & Experience in Defi ned Contribution Plans, Aon Hewitt
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the plan design,” he says. “The 
important thing is to use as much 
real data as possible and minimize 
your assumptions.”

Dial says one of the best 
practices for sponsors would be 
to move away from the practice 
of highlighting participant 
account values and show them 
what that means in terms of 
annual or monthly income. “A 
participant with $100,000 in a 
retirement account may think 
she’s doing fi ne until she sees 
what those assets would generate 
in projected income,” he adds. 
“If participants looked at those 
income statements, I think their 
savings rates would go up.”

Harmon believes in a similar 
communications approach, 
emphasizing the percentage of 
current income that a participant’s 
assets and savings structure would 
generate – 80 percent, 50 percent 
or a much lower fi gure. “Just like 
most people know their credit 
scores and body mass index (BMI) 
numbers, DC plan participants 
should know their retirement 
readiness score,” he adds. “That 

can help people get a clearer 
understanding of the big picture.”

Making the transition
Encouraging a smooth transition 

into retirement is important to 
plan sponsors for a variety of 
reasons – rewarding employees 
for their dedication, workforce 
planning, and managing health 
care and disability costs. “A lot 
of studies show that it is in your 
best interest as a company to be 
sure your workers can leave when 
they reach retirement age,” says 
Harmon. “You don’t want to have 
people who are only there because 
they can’t afford to retire.”

Borland says the most 
effective strategies for making 
the transition from accumulation 
to distribution of assets take a 
holist approach. That includes 
any pension plans and savings 
plans, but also Social Security, 
Medicare and other health care 
expenses, life insurance, long-term 
care, and other benefi ts programs. 
“Encouraging employees to 
consider and plan across all of 
these areas will build confi dence 

and readiness,” she says.
However, participants face 

several major risks on the tail end of 
the accumulation phase, including 
outliving their savings. “One 
strategy to address longevity risk 
would be the addition of a deferred 
fi xed annuity that would kick in 
at age 80 or 85,” says Wurster. 
“Since the annuity wouldn’t start 
for 15 or 20 years, the insurance 
premium would be relatively low. 
Unfortunately, if you haven’t saved 
enough to fund the fi rst 15 years of 
retirement, no insurance product can 
solve that problem.”

Another issue is the volatility 
in the fi nancial markets, which 

can impact the projected fl ow 
of income in retirement. Molloy 
says sponsors could offer a 
structured investment option that 
can provide upside potential with 
some protection from market 
corrections.

Dial adds that another possible 
solution would be a liability 
driven investment (LDI) strategy 
at the participant level in order 
to reduce variations in portfolio 
balances and projected income 
– a strategy adopted by many 
pension plans. 

“If you go back and look at 
DB plans, you can see this is 
where the DC world is heading,” 
he says.  “We are now in the 
transition period from employer 
to employee funding, but we can 
see that the next step forward is 
meeting the need for predictable 
income in retirement.” ■

“One strategy to address longevity risk would 
be the addition of a deferred fi xed annuity that 
would kick in at age 80 or 85. Since the annuity 
wouldn’t start for 15 or 20 years, the insurance 
premium would be relatively low. 

RICK A. WURSTER, VP AND ASSET ALLOCATION 
PORTFOLIO MANAGER, WELLINGTON MANAGEMENT. 

Plans Reporting Defi ned Contribution 
as Primary Retirement Savings Vehicle

2001 2003 2005 2007 2009 2011 2013

56% 55%
64% 65% 67%

75% 77%
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