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There are more retirement planning tools and
concepts available to the financial adviser than ever
before. However, many struggle with which
concepts and products to use as more of their clients
come to them for advice on how to generate cash
flow from the savings they have been
accumulating for decades. When supporting a
growth and accumulation objective, most advisers
have the advantage of relying on planning concepts
that have existed for some time (e.g., modern
portfolio theory) as well as products that are
somewhat easy to evaluate and manage for their
clients (e.g., mutual funds). However, shifting from
savings to cash flow generation can be like
moving from basic math to advanced calculus
considering that you have to account for a number
of additional customer needs and risks beyond
what’s going on with the market.

As retirement-income concepts have evolved, so has
the awareness of certain products and programs that
can be deployed for elderly clients. Depending upon
the type of adviser – and their amount of

experience – they may rely more on packaged
programs or products that provide a range of
options or they will want to take on more
responsibility to manage a broader portfolio of raw
materials themselves. With the introduction of more
product allocation concepts for retirement income,
these raw materials often include both investment
and insurance products. The insured products
within these concepts can range from whole life
insurance to immediate annuities. Interestingly
enough, there has been a growing interest in the
latter by certain financial advisers. Thanks to a
number of factors including training and certification
programs (like RIIA’s RMA), academic white
papers and advances with marketing and education
that help get through some of the behavioral
finance concerns, income annuities have become
a product that is being considered by more
practitioners. Even as insurance carriers shift their
strategies and product mix to coincide with today’s
market realities, many have placed a renewed focus
on immediate annuities as a basic offering that can
compliment a portfolio of products sold to the
market.

So the big question still remains. If income
annuities make logical sense for consumers,
advisers and manufacturers, why isn’t there a
broader adoption? The sale of income annuities has
actually grown over the last year in comparison to
other annuity products, but theoretically this
growth should be larger.

The answer lies with the fact that income annuities
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Where do immediate annuities fit in RIIA’s client segmentation matrix?

So why will advisers’ jobs be more complex for these customers? For one thing, customer needs and
risks vary depending on the overall financial situation of the retiree, not just the financial performance
of a particular product. We look at household need using tools like the RIIA Customer Segmentation
Matrix, which is shown at right.

The Matrix shows three segments
of customers – High Net Worth,
Affluent and Mass Market – in
one of three different financial
situations – Over-funded,
Constrained or Under-funded.
Inside each of the boxes are
strategies for dealing with each
customer, given their financial
situation. RIIA trains advisers on
how to use this chart, but suffice
to say here that every time you see
“Productized Income Planning
and Risk Pooling” in a box, you
should think of these types of
households as potential candidates
for an income annuity product.

The situations differ by the comparison of the money that a customer’s needs to fund their retirement
lifestyle to the financial assets that they have at their disposal. Customers who have an abundance of
assets providing more than enough income to fund their retirement lifestyle are considered Over-funded.
Customers who have nowhere near enough assets to provide the retirement income necessary to fund
their retirement lifestyle expenses are considered to be Under-funded. Consumers in the middle who can
have the assets with proper planning of varying intensity are considered “Constrained.” The striking
insight of the chart is that customers at any level of wealth can be Constrained, requiring some level of
retirement-income planning. Advisers who offer income products can profit from understanding how
these insights affect their business and their prospecting opportunities.

In the chart when the Mass Market households are constrained, the analysis will show what incomes,
assets, liabilities and budgets contribute to those constraints. Likely the Mass Market constrained
households have very different numbers than the constrained Affluent and High Net Worth households.
The difference in the financial situations of households that are considered constrained can yield
tremendous insights into the different products and services that should be offered to the different
households.

Some insightful adviser may ask, “How can immediate annuities fit into such an analysis? They have no
market value.” That observation was true…until today.

By Elvin Turner

2010 Client Segmentation Matrix
RIIA’s Client Segmentation Matrix is based on the Household 360
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are still a square peg in the round hole of an
adviser’s practice. Even at the consumer level, there
is still an informational void in helping an individual
(and their adviser, if they have one) make a
buying decision – similar to what Morningstar
introduced back in the 80s in the form of star
ratings to assist the evaluation process. But unlike
mutual funds, guaranteed products are often sold
and not bought since it takes a conversation or two
with an adviser to get the consumer comfortable in
making a commitment to a long term position in
return for that guarantee. Fundamentally, an income
annuity (or any insurance product for that matter)
can be a pain to deal with operationally compared
to investments and does not necessarily fit the
revenue and service model around which advisers
have grown their practice. These issues become
more pronounced as product allocation concepts
continue to place income annuities together with
investments in a retirement income portfolio.
Ultimately, this product has every right to be
“mainstream” when managing retirement objectives
for a client, but there are business barriers that still
get in the way.

In December 2010, a number of financial service
organizations came together to discuss ways to
address some of these operational barriers and
concluded that the first one to tackle would be that
of market valuation. As a result, a working
committee was formed to tackle this initiative under
the sponsorship of RIIA with representatives from
over 40 organizations including manufacturers,
distributors and service providers.

Addressing market valuation would cut across many
elements of the operational problem and potentially
have a tangible impact to adoption. One of the
biggest issues relating to valuation (or lack thereof)
is that the assets used to purchase the income
annuity disappear. They disappear from a client’s
consolidated statement, but most importantly, they
disappear from the AUM report for the adviser –

the primary scorecard for how well they are
serving the market. Considering that certain
incentives and recognition revolve around AUM,
you can imagine how sensitive some firms are to
this issue. They know that the adviser should not
be penalized for doing the right thing for their
clients.

Historically, insurance carriers have been able to
calculate certain types of values for annuitized
contracts whether it’s a statutory reserve for
accounting requirements or a commutation value
as defined as part of the product itself. However,
distributors ultimately demand something that
was more reflective of (and changed with) the
market – similar to all the other products and
holdings they support. Previously in cases where
a carrier would provide a market value – or
replacement value – it was always a proprietary
calculation. Moving forward, there was a strong
preference for establishing an industry standard so
the working committee started to work together to
define a common methodology for market
valuation as well as the technical requirements to
make it readily available.

The name Income Value was the identifier agreed
to for this standard and the methodology would
cover any annuitized asset regardless of the source
including assets from deferred annuity contracts as
well as deferred income contracts otherwise known
as longevity insurance. In practice, Income Value
is defined as the actuarial present value of
remaining benefits from an annuitized contract.
Agreeing to this definition was the easy part of the
process. The tougher part was determining the
common discount rate used for the present
valuation as well as the mortality projections.

The working committee evaluated a number of
options relative to a discount rate ranging from the
use of the U.S. Treasury yield curve to the spot rate
yield curve produced by the IRS for pension
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valuations. After considerable analysis, it was felt
that the discount rate(s) used should be reflective
of the pricing and experience of insurance
companies when supporting these types of
guarantees in the market. In other words, the use
of a yield curve that was specific to the insurance
industry segment of the U.S. market. So a process
was identified where an Income Annuity Yield
Curve would be derived on a daily basis and made
available to insurance carriers who would ultimately
manage the valuation calculation for all of their
annuitized contracts. Similar to other processes in
the investment world (e.g., the Lipper Bond
Index), the top income annuity payout rates from
across the market would be compiled and averaged
from which a spot rate curve would be re-engineered
and formatted. CANNEX Financial Exchanges had
agreed to build and manage this process.

On the mortality side, the working committee agreed
on the most common mortality tables (A2000) and
improvement scales used today and to keep any
projections static.

All together, this resulted in a valuation that
would be the same regardless of the carrier that
holds the guarantee. The transmission of this new
standard will be accommodated through the
Positions and Valuations (POV) file format
supported by the DTCC starting in the fall of 2012
at which time the first group of carriers and
distributors will start implementation.

As a result, the industry will have a valuation
standard that can be applied in many ways. From
what we know today, the most immediate use will
be for AUM reporting at some of the distribution
firms. As part of a survey conducted across the
industry about a year ago on valuation, there is
virtually a 50/50 split as to whether or not

distributors will make this value available on a client
statement. Some do not want to give the
impression that income value is a cash value that
can be accessed at any time. For those that would
apply this value to client reports, a common
disclosure statement was also developed by the
working committee from which firms can take and
modify based on their own legal and compliance
requirements.

Related to external reporting, there has also been
some demand by fee-based practices to use such a
value for the billing of their services. This makes
sense since many Certified Financial Planners
(CFPs) prefer the use of non-packaged products and
would actually consider the use of an immediate
annuity over that of a deferred annuity. Some
registered investment advisers have recognized that
the placement and management of an income
annuity within a broader retirement portfolio is a
viable service that aligns with their practice and can
be operationally consistent with how they bill on
alternative assets held away.

Finally, there are also some more advanced uses of
income value that could be incorporated with
financial planning tools as well as certain tax
treatments when these types of contracts are
owned and held by certain entities.

Overall, solving for a standard market valuation is
just one of a number of items that need to be
addressed to help increase the use and adoption of
these types of guarantees in the market. Going
forward, the committee has agreed to convene on
an annual basis to review the adoption of the
standard and identify any modification that would
need to occur from time to time as the environment
warrants. �
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