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Introduction

My name is Phil Chiricotti and I am the President of the Center for Due Diligence, an independent consulting/research firm specializing exclusively in full service 401(k) program competitive analysis for the trade.

I mentioned that only 5% of the people in any profession were totally competent at the ASPA Conference earlier this year and based on FT’s selection criteria, I have little doubt that you represent that group in the world of broker-sold retirement plans.

Again, it’s an honor to be here today, but I’m not going to lie to you and I am not going to sanitize my comments.  I would rather not discuss some of the big picture changes in my presentation today and I would love to be wrong about them, but I must address them because they are getting into the capital markets.  

The big picture changes have already had an impact on our income and they could also impede future growth cycles.  A reduction in income is not, however, acceptable to me and some of these changes could offer major opportunities to augment our income.

It’s also disturbing to see the financial services industry avoid acknowledging and discussing some of the major issues and risks facing investors today.

It’s also important to note that my comments reflect my opinions, they do not represent the opinions of FranklinTempleton or any other provider.

I won’t have time to cover everything in my presentation, but the full presentation, “CONVERGENCE OF MAJOR CHANGES:  The Need For Efficiency & New Growth Strategies” can be downloaded from the Sales Ideas area of the CFDD’s website at http://www.401kduediligence.com.

Most of you probably won’t like what I have to say today, but if I am wrong and you act on my observations, you will still make more money.

In other words, there is no downside to:

· Identifying Changes

· Focusing On Controllable Variables

· Developing Strategies To Cope With Change

· Increasing Efficiency 

· Seeking Out New Growth Areas

· Piloting Your Own Ship
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Change Is Constant
The world is not changing right now, the world is always changing.
Change can be significant or subtle, but it is often difficult to recognize because we are programmed not to think beyond our comfort zone.

Change can also happen quickly or develop over years, decades, centuries  and even tens of thousands of years.

The last few decades or even centuries, including recorded investment history, are less than a fly speck on the time line of history, but personal success demands that we react to change and identify where we are on “the curve of change.”
We are not corporate strategists or governmental policy makers, but rather individual entrepreneurs.  In the end, we are all on our own and we must focus on the variables we can control and how change will effect the years left in our “cycle of work” rather than pontificating on world events.  

Original thought is what puts money in our pockets, not over analyzed dribble from a soap opera media, hack politicians, the politically correct and investment sages.   As a result,   we must step out of our comfort zone and develop strategies to cope with change in order to maintain our income and protect our families.

Why Is Success Important

Having been a success and failure many times in my life, I can personally tell you that success is better.  
Indeed, the only people that don’t care about money are those that already have it and those that are dead.  

Money is the number one cause of divorce and without it, your spousal relationship could be undermined.  Without money, you won’t be able to make your mortgage payments and your car could be repossessed.  Without money, you can’t send your kids to college, you can’t pay your health insurance, your income taxes, etc., etc., etc.

If you go broke, you can also kiss your social life good bye because you will become a pariah to most of the people that knew you before you fell on hard times.  

In short, we must succeed because the alternative to success is ugly and unacceptable.

Convergence Of Major Changes
We have already noted that change can be significant and difficult to identify, but if we don’t identify how change will impact the years left in our individual work cycle, we can’t develop the strategies required for continued success.
Some of you are no doubt not taking the concept of change seriously, so let me give you a few examples before drilling down into the retirement plans industry and your cycle of work.
Be patient because I will only wear my “Dr. Strangelove” hat for a few minutes.

Dinosaurs ruled the earn 65 million years ago and they ruled it for more than 100 million years.  Nobody really knows why they became extinct, i.e.,   cooling of the earth, climate change, dropping of the sea level, reproductive diseases, etc., but they did become extinct.  

If you were there during their reign, you would have not believed it possible, but if you were there in the end, shoulder deep in the decaying flesh, you would have had to acknowledge the change.

Mankind has only been around a few million years and as scientists know him, only a few hundred thousand years.  During this period, man has evolved through three major phases, i.e., hunter gather, agricultural and technological.

Man is still an animal, but he has a big brain and the short evolution of man, including the development of technology, has had more of an impact on this planet than any other event.
There were 1 billion people in the world a few hundred years ago, 2.6 billion in 1950, 6.2 billion in 2001 and the world population is expected to exceed 9 billion by 2050.
The world’s population growth is just as big of a ticking bomb as the spread of horrific weapons because the planet can’t support 9 billion people, but nature has a way of correcting excesses.

Over 20 million people have died of AIDs since the disease was first identified in 1981, 40 million are estimated to be infected today, and over 100 million are expected to die of AIDs in the decades ahead.  
Other diseases are becoming drug resistant and new and old viruses are also popping up unexpectedly.
The growth in AIDs transmissions in Eastern Europe and China is far worse than predicted a few years ago and like the plague, AIDs could have dire economic consequences, change governmental policies and divert resources that have been dedicated to growth in recent years.   
The plague made mass graves a growth industry in Europe during the middle ages and this would be an opportune time for mutual fund companies to roll out funds focusing specifically on medical breakthroughs in the fight against AIDs. 
Specialists should also be monitoring individual companies that are involved in the fight against AIDs because companies that succeed in the battle against AIDs are likely to see a meteoric rise in their stock price.

In a short period of time, man has also polluted the atmosphere, polluted the water, cut down the forests, over fished the ocean, strained resources and changed the climate.  California has burning for a year now and after years of record crops, one year of drought has practically eliminated the world’s grain reserves.  
A new inflationary cycle may also be getting underway and while the asset class has been discredited and the wirehouses don’t really want the business, commodity type investments may also offer specialists major opportunities in the years ahead. 
Technology has certainly benefited mankind.  Indeed, it’s only been a few hundred years since people suffered and died from minor dental problems.

Sanitation, the availability of food and medical advancements have   also allowed mankind to significantly extend his life span.

In addition to the benefits of technology that are too numerous to mention, man, unlike any other animal, has also developed weapons of mass destruction and the availability of  civilization threatening weaponry   is spreading.
Unprecedented Geopolitical Risks

The former Soviet Union was prolific at producing weapons grade uranium and since the country’s demise, significant amounts of this “one purpose” material remain unaccounted for.

Terrorism has always been around, but terrorists have never been mobile or well funded and until now, they have not had access to weapons of mass destruction.
The civilized world has also never had an enemy that was not deterrable, i.e., an enemy that prefers death to life and believes they can ascend to their brothel in the sky by killing infidels and the innocent.
The war against terrorism is like the war against crime, it is an “ongoing” battle in a war that will never end and the cost of that war will be huge.   As a result, defense stocks have bucked the market decline and specialists should be monitoring defense stocks and other alternative investments.

The counter cyclical precious metals funds have also moved up sharply in the last year and given the risks facing investors today, it may be imprudent not to offer precious metals as an alternative asset class at the plan level.

Most providers have a vested interest in offering the same investment vehicles they have in the past, but specialists have a duty to communicate the risks facing investors today and the need for true diversification. 
Recordkeeping and administrative issues are pale when compared to not having enough money to retire and companies involved in AIDs research, defense stocks, precious metals, ETFs, select international funds and other alternative asset classes also offer specialists the opportunity to develop new retail business.  

Third world countries, like Pakistan, have also become nuclear powers and they are increasing their arsenal of nuclear cocktails on a monthly basis.  Pakistan’s long time foe, India, is doing the same.

Pakistan’s president Pervez Musharraf is a key U. S. ally in the fight against terrorism and he is steering Pakistan towards becoming a progressive Islamic state.  In our opinion, Musharraf is a key world figure right now, but like Afghanistan’s Hamid Karzai, he may also be the official most targeted for assassination by radical Muslims.

Pakistan is the only Islamic state with nuclear weapons and it’s disturbing to see an alliance of pro-Taliban parties sweeping the polls in the provinces bordering Afghanistan.  The coalition also won about 30 seats in the national Assembly, tripling its best previous showing, and Pakistan could be a heartbeat away from becoming a radical Islamic state with nuclear weapons. 

Prior to the U.S. invasion of Afghanistan, Bin Laden met with some of Pakistan’s nuclear scientists and he is as popular in Pakistan and Saudi Arabia as Elvis Presley is in the rest of the world.  If free elections were held in Saudi Arabia, the world’s largest oil producer, Bin Laden would probably win.

There is also no solution on the horizon to the long simmering conflicts over Kashmir and Palestine.  N. Korea, Syria, Lebanon and Iran are also flashpoints waiting to ignite and alleged allies like Saudi Arabia and Egypt, governments that do not represent their people, could also blowup.

As you can see, the civilized world faces unprecedented challenges and geopolitical risks.  Radical Muslims also benefit from a prolific breeding ground, state funding and no return address.

These observations are disturbing and unpleasant, but they are also unarguable.  Their impact on our daily lives in the years ahead is also not forecastable, but they could be an ongoing drag on the capital markets and renewed growth.
The financial services industry and the media would rather discuss random market movements and trivial economic statistics rather than meaningful big picture issues, but we must talk about them because they are getting into the markets.
These big picture issues are not only getting into the capital markets, they have already put a significant dent in our income and they are not going to go away.  As a result, we must pursue strategies that augment our income.

As noted, the battle against terrorism and the availability of unthinkable weapons is an ongoing problem whose outcome is not forecastable.

Bear market rallies can be robust on their own, but Bin Laden and Saddam Hussein could show up with steel jacketed anti-depressants in their heads tomorrow and the market could rally a few thousand points.  Contrastingly, the assassination of  Musharaff or Karzai  could have the opposite impact.

The aforementioned challenges are very real, but there is nothing we can do about them so we must focus on the variables we can control.

In the CFDD’s opinion, the U. S. is the only thing standing between the civilized world and a new Dark Ages, but we have few real allies in the battle against terrorism.   The “America is to blame for everything crowd” is also well established and many would rather blame the victim and fight the necessity for preemption rather than face the threat.

In short, friends, enemies, allies and adversaries all use the same door, but their names and faces change over time.  In the end, we are all on our own and like each of us; America will be solely responsible for its success or failure in the years ahead.

As always, security and the avoidance of personal and moral bankruptcy begins and ends at home, but the U.S. economy can no longer be separated from world events.

Augmenting Income, Increasing Efficiency & New Strategies
In addition to the big picture challenges already mentioned, a long and unprecedented wealth generating economic cycle has just ended.
Corporate earnings have deteriorated, the quality of earnings is suspect, obscene CEO compensation continues and much of Wall Street’s research is no longer viewed as credible.  

We have already noted that the decline in the equity market has put a dent in your income, but the consumer has also been clobbered and confidence in the stock market is being challenged. 

As a result of 401(k) type plans, 50% of American households own stocks today, up significantly from 20% a few decades ago, and $7 trillion of “investable” wealth has vaporized. 

The average stock fund shed 18% during the 3rd quarter, 24% on a year-to-date basis and has generated a negative 8.4% annual return over the last three years.  Many funds are also now posting negative returns for the five year period ending 9/30/02, but the average equity fund has posted an 8% return over the last ten years. 
Stock funds incurred a record $53 billion outflow during July and bond bonds captured a record $28 billion inflow.  The average bond return is also up about 9% on a year-to-date basis, but few investors understand the risks involved in bonds today.

Many observers believe bonds contain significant risk today and very little potential for additional appreciation.  As a result, specialists should be communicating the risks in bonds   and the advantages of stable value options. 
Specialists should, however, evaluate the contract provisions, plan and participant level, as well as the liftoff and commissions before recommending a stable value option.

Unemployment, mortgage delinquencies, foreclosures, auto repossessions, debt levels and personal bankruptcies are also rising.  ARMs are increasing (more consumer risk), lending is already being curtailed and the long overdue adjustment in home prices is starting.  Barring a terrorist event, home prices probably won’t deflate like the technology sector and if we are lucky, the adjustment will be reasonable and regional.

Mortgage refinancing and low interest rates have kept the economy moving and offset declining retirement account balances, but state and federal deficits are ballooning and a number of savvy investors are now worried about rates and the bond market.  

The fiscal crisis will also force many states to make some painful decisions.  Unlike the Federal government, states are required by law to balance their books and this year’s collective deficit is expected to be about $60 billion.  California is a bellwether state and it’s interesting to note that their deficit has ballooned to   about $25 billion. 

States have not faced a deficit crisis in many years and to date, most have tapped reserves or used one-time fixes rather than raising taxes or cutting spending.  Both will, however, be required and the rating agencies have already noted the deteriorating outlook.

Derivatives and hedge funds could also be accidents waiting to happen.

The market for terrorism insurance also remains dysfunctional and 15% of Americans are now without health insurance, the leading cause of personal bankruptcy.  In addition to major P&C price increases, employer health-plan costs are also projected to rise significantly in the years ahead.

In addition to a drop in assets, retirement plan formations have peaked, rollovers are increasing, plan turnover is slowing and many DB plans are now significantly under funded.
A new study looking at the companies in the S&P Index estimates that pension plans have assets to cover only about 80% of their liabilities.  The $243 billion shortfall is the first since 1993 and the required cash contributions, which would otherwise fuel economic recovery, are becoming a concern to investors.  The airline industry, a bankruptcy waiting to happen, tops the underfunded list, but GM also estimates that it may have to contribute up to $12 billion over the next five years.  
After the drop in the equity markets, valuation levels are still subject to debate and a return to boom times,  expanding multiples, higher equity prices, increased revenue sharing and trail commissions  does not yet appear to be on the horizon.
We are not facing an inventory type recession and business plans and investment models based on recent history may also be far less rewarding in the future than in the past.
It is, however, worth noting that the retirement plans market is still huge and the need for one-on-one planning is greater than ever.  Insurance sales have also increased significantly and investors can always be coaxed back into the market.  

In summary, uncertainty and the convergence of major changes forces one to conclude that we must change our strategies, increase our efficiency and seek out new areas of growth to augment our income.

Changes In The Financial Services Industry

The financial services industry is not facing extinction, but it is facing a permanent contraction and the bellwether Fidelity just trimmed overall employment by 12%.
It is, however, important to note that Merrill Lynch has cut 25% of their staff and Schwab expects layoffs to total about 35% of their staff.

As a large privately held company with half of their operating income coming from areas that are not connected to money management, Fidelity is under less pressure than smaller publicly held firms.  

Unlike the brokerage and investment banking firms, the fund industry could still be facing a workforce contraction and more mergers.   Firms that moved early to slash expenses and manage a significant amount of fixed income assets, like FranklinTempleton, are, however, well positioned to ride out the storm. 
FT’s latest quarterly earnings have not yet been released, but BlackRock (90% fixed income products) recently posted a 30% increase in quarterly earnings and the Pimco Total Return Fund has surpassed the Vanguard 500 Index Fund as the nation’s largest fund.
In addition to a sharp drop in assets, trading volume is also off by about two thirds and it’s important to note that the industry is already adjusting to major changes.  Major discount brokerage firms may, however, be sleeping at the wheel because their brokerage arms have ignored the explosive growth in Exchange Traded Funds.

The full service brokerage industry is still circling the wagons and they have not yet regrouped in terms of what areas to focus on.  Specialists with good books of business are, however, much better off than the rest of the industry, but they still need to augment their income.  

Many talented rookies are about to leave the industry and this is a good time for specialists to selectively add some of them to their team.  It will, however, take time to integrate the new team members.

Adding rookies to their team also allows specialists to increase their focus on rollovers, one-one-one advice and develop new retail business.  
This is also a good time for specialists to develop new niche type retail business based on ETFs.   ETFs can generate significant transaction related revenue and they are also ideal as trading vehicles in wrap accounts.

Specialists should also be communicating the urgent need for real diversification, including precious metals, auto-balancing and the need to increase savings (savings generally increase after a recession).
Specialists should also be preparing for an increase in participant-led litigation over sharply reduced account balances.

MORE CONSOLIDATION AHEAD:
 

Almost forty DC plan providers have exited the retirement plans business in the last five years and more consolidation is ahead.  (Contact the CFDD is you would like a copy of the list).
 

We don't know any providers that based their profitability models or budgets on today's prices and if the equity markets don't recover, consolidation will probably intensify.
Investment management firms offer recordkeeping services to attract and maintain assets.  When those assets decline or fail to grow, the business line is subject to increased scrutiny.
Again, consolidation will probably continue and while the strong may not get stronger, the  well managed will get stronger.  Indeed, if things really get ugly, the consolidators will have to get everything right.
 

We interfaced with a number of CFDD clients in the last few weeks about consolidation and as you might guess, opinions were quite varied.
Sponsors are slowly becoming more informed, fee disclosure is definitely becoming more visible and revenue sharing has become the norm.  As a result, some observers believe that TPAs, particularly the payroll companies, with quality customer service and systems will remain viable even without proprietary funds.
 

Payroll companies are also somewhat unique because retirement plans are a good complement to their other lines of business and open architecture can always be sold with higher billable pricing.  

The service and plan turnover at the payroll companies is, however, still a serious area of concern for many specialists.  Specialists also note that it is difficult to determine what revenue sharing, finders’ fees and trailers are available from the different fund companies and share classes.
 

Many TPAs are still too small, but the TPA market is evolving into a few large firms and those that can deliver good service might remain viable.  Some are also demanding more Sub-TA fees, marketing budgets based on assets and dipping into the commission bucket.
 

Observers also noted that thanks to the Sub-TA fees, providers only need a few good funds to capture 25-50% of the mapped assets to be competitive.
 

These observers do, however, also feel that technology will be the make or break issue, i.e., if another innovation requires a major investment in technology, the providers without proprietary funds will face renewed challenges.
On the other hand, most specialists, wholesalers and fund managers do not believe providers that lack proprietary funds will be able to capture enough revenue sharing to stay in business in the years ahead.
They further note that the open architecture crowd is not prepared for a reduction

in revenue sharing as the market shrinks and the fund companies divert resources elsewhere.

 
These same observers also note that providers with less than credible proprietary fund 
performance will also suffer in the years ahead.  If select asset classes capture an increasing percentage of plan assets, providers with only a few good funds could also have their viability challenged.  

Per-Participant Costs, Capital Expenditures & Reduced Revenue

The CFDD has often noted that proprietary funds drive performance and customer satisfaction when customer service is acceptable.  We still believe this, but we also can’t deny that consolidation is generating more outsourcing of recordkeeping, the demand for open architecture is increasing, TPAs still have access to “A” shares and disclosure of commissions/fees is also increasing.

In short, there is a demand for open architecture type products and the incremental cost of developing a house product is not that great (FASCorp, BISYS, CPI, etc), but the jury is out on profitability, reduced commissions and whether high billable costs will sell.

The availability of “A” shares will also diminish and while TPAs can cover the $100-150 per-participant costs, they can’t recover the capital expenditures required to keep the business going unless there are other core competencies (consulting firms)   that can be cross-sold.

Many TPAs already feel that the fund companies are pitting advisors against them and some are already steering assets away from fund families that don’t pay rich enough Sub-TA fees.  Contrastingly, fund families are also cutting back on their Sub-TAs, refusing to pay additional marketing fees, postage and other costs.

Investmart and other small TPAs are already selling direct, i.e., retail production, and some TPAs appear to be offering more competitive pricing on their direct sold business.  As you can see, it will be hard to avoid more TPA consolidation and some of these firms may be sold to fund companies.  
Regardless of how this turns out, higher 12b-1 fees and the expanded use of mid-priced shares have been validated.  “A” shares will also be increasingly limited and wholesaler compensation, particularly on investment only business, may also come under pressure.

Fund companies may also reduce commission payouts when their funds are offered outside their platform and given the need for more revenue, brokers concluding that TPAs will be loyal to them rather than their margins are not thinking straight.
Proprietary Funds, Performance & Market Share
Performance is constantly changing and providers with poor proprietary fund performance could become more skilled at marketing.  They could also offer specialists more resources and focus on self-interested non-specialists.

Marketing is, however, a weak link in the financial services industry and it’s interesting to note that there are only a few investment management firms with distinguishing proprietary fund performance today.

FranklinTempleton is certainly one of today’s premier investment organizations and they have depth and breadth across asset classes and the Franklin, Templeton and Mutual Series groups.
 

As noted, performance is constantly changing, but it’s all we have and FT had more core funds in the top quartile for the trailing three year period ending 6/30/02 than any of the full service providers tracked by the CFDD. 

Based on preliminary 9/30/02 data from Lipper, the distinguishing performance has continued and almost 70% of “all” the FT equity  funds were in the top two quartiles for the trailing Ytd, 1, 3, 5 & 10 year periods ending 9/30/02.
Going forward, proprietary fund performance could increasingly drive pricing and customer satisfaction and specialists should think very carefully about the platform they want their core funds on. 

In addition to good customer service, distinguishing proprietary fund performance, breadth across asset classes, strong wholesalers and distribution, providers that distinguish themselves with specialists in the sales area could also be on their way to dominance in the years ahead.  
 
Top tier investment management firms whose retirement plans group is part of their institutional group could also benefit from diverse business strategies and cross-selling.
More Than One Model

As you can see, opinions about consolidation vary among the informed, but there will always be more than one business model and it will continue to vary by market segment.
 

Small plans are sold, not bought, and there will always be a place for sub-advised, group annuities and wrap fee programs in the small plan market.
 

The mid-market will also, on balance, probably remain price sensitive.  In other words, many sponsors will continue to limit their menu to a few fund families, particularly the top performing families, for lower fees.
 

Ironically, the open architecture TPA type providers and the premier investment management firms are both picking up momentum.  Quality providers that offer attractive compensation on their Stable Value Options are also getting some attention.

Many fail to realize it, but mid-market providers with proprietary Stable Value Options have adequate margins to pay reasonable commissions.  Certain   small plan insurers also continue to subsidize their book of business with skewed market value discontinuance formulas and below market net rates (after wrap fees and commissions).
 

One thing for sure, vendors that fall down in any major area for very long will be subject to intense competition.
 

It's also important to note that consolidation offers opportunities and Midwest specialists were able to pick off a number of plans from Key and other providers that recently exited the business.  
Few talk about it, but there is also a downside to exiting the retirement plans business in a non-professional manner.  In other words, banks that exit the retirement plans business, particularly those with full service brokerage arms, can lose corporate lending clients, alienate their investment sales force and suffer reduced cash flow to proprietary funds.
As noted, we must focus on the variables we can control and like providers, specialists must participate in consolidation.  In other words, specialists   should continue to aggressively target providers that sell, exit or outsource their retirement plans business.
 Sales & Relationship Management


Many specialists think they are in the retirement plans business, but in reality, we are all in the sales and relationship management business.  
As noted, the economy, the wealth creation cycle and the retirement plans market have all matured.  As a result, specialists must be prepared for a challenging business environment and delegate everything that doesn’t help sell and manage relationships.
As noted, the gravy train is long gone and specialists must become more efficient in order to survive and prosper.  Specialists should   also seek out top tier providers that meet their needs and help sell and manage relationships at the plan and participant level. 
 Make no mistake, your job is to:

· Sell

· Cross Sell

· Maintain Assets

· Capture Rollovers

· Develop New Retail Business

· Seek Out New Areas Of Growth

At this point, particularly if you are in the 5% group, you should have already pursued cross-selling of retirement plans, other group sales and made a run at meeting the needs of the key decision makers.    

As noted, specialists must participate in consolidation and aggressively target the plans of providers exiting the business, but the major new business opportunities are probably at the retail level. 

The   retirement plans business may ultimately be a retail sale and providers can do a lot to position specialists.  Nevertheless, very few providers have developed effective strategy to help brokers capture new participant level sales and this is an area specialists should look very closely at. 

Most specialists have not done a good job developing retail business, but new business can always be developed with the basics and innovative marketing.  As a result of changing conditions, specialists should, however, step out of their comfort zone and expand their menu of products and approaches, particularly at the retail level.

Increasing Contributions, Capturing Rollovers & Developing New Retail Business

The easiest way for specialists to maintain existing business and capture new business is to talk to their customers.  

Specialists love to communicate when clients are benefiting from their advice, but few communicate effectively when clients are losing money.  Nevertheless, success demands that specialists increase communications at the plan and participant level during difficult market conditions.

Performance is going to drive the retirement plans business more than ever before and you can be sure this year’s third quarter statements are going to shock many sponsors and participants.

Conducting enrollment meetings is also now a necessity because it allows specialists to add value, leverage existing clients, capture rollovers and develop new retail business.  

Success also demands that specialists communicate the need for true diversification, auto-rebalancing and increased contributions.  Increasing contributions obviously benefits specialists, but it is very important because the market decline has put a dent in the retirement plans of many participants.  
Many specialists are busy at the plan level and don’t have time to conduct enrollment meetings and that’s why this is a good time for successful specialists to selectively augment their sales team with struggling rookies. 
Extensive one-on-one participant level counseling from a credible “team” also allows specialists to compete effectively with the large direct sold providers.  
Few realize it, but when the 5% talk, people listen and new sales are generated.

Alternative Asset Classes
We have already discussed the importance of accurately communicating the risks facing investors today, the need for true diversification, rebalancing (more attractive in a declining market) and increasing contributions.

We have also noted that a convergence of major changes and unprecedented risks may make business and investment practices based on the past, including buy and hold strategies, less rewarding in the future and impede future growth cycles.
We further noted that specialists should be communicating the risk in bonds and the purpose of stable value options.  This is very important because long term bonds could depreciate 20% in a heartbeat and few specialists can afford another hit to their trail commissions.  

The vast majority of investors that own long term bond funds also don’t know that an increase in rates could hand them their heads or that different sectors  in the bond market  perform quite differently.  

The last quarter was dismal for all but the highest grade U.S. corporate bonds as risk averse investors demand steeply higher yields relative to Treasurys and this could put further pressure on the equity markets.

We also noted that performance will drive deals going forward and participant account balances are far more important than recordkeeping and administrative issues.  The dynamics of recordkeeping are certainly having an impact on consolidation, but they are not what caused the reduction in our income.  

Few specialists know what to do about all this, but specialists must be more voracious in cross-selling at the plan level, leverage their retirement plans base, develop new retail business and increase their life insurance sales. 

Simple products like variable annuities with floor guarantees are keeping some specialists afloat, but alternative asset classes could separate the men from the boys in the years ahead.  

Alternative asset classes can be challenging to communicate and utilize appropriately, but given the unprecedented risks facing investors today, it seems imprudent not to offer alternative asset classes.  Specialists should, however, be communicating alternative asset classes rather than recommending them.

Few enjoy learning new tricks, but specialists will have to become as knowledgeable about alternative asset classes as their core expertise in plan consulting if they want to be taken seriously by their customers.  

Customers like to deal with known entities and specialists are considered in this equation, but advisors pitching product without fundamental knowledge will not be taken seriously and may damage their existing relationships.

Given their access to multiple products and platforms, including lending products, wirehouse type brokers could gain an edge in this area.

We are not, however, suggesting that specialists abandon mutual funds, but rather expand their comfort zone and their menu.  Indeed, the premier investment management organizations continue to add value to active management, particularly in the less efficient areas, like the overseas markets. 

Many astute observers also now feel that select foreign markets will decouple once the 

U. S. markets level off and it should be noted that overseas investing is another core strength of the FranklinTempleton organization. 

It’s also important to note that the market   rout has already factored in a lot of the bad news and certain sectors of the market no doubt offer long term value.

Index funds, individual and institutional, have captured over $1 trillion and this is also an opportune time for specialists to communicate the limitations and cyclical nature of index funds.
Indexing is not a solution in a down market and funds that track the S&P 500 have declined 46% since the March 2000 peak, compared to a 37% loss for the average U. S. diversified stock fund.
The media continues to grovel in front of the indexers and the fund industry has failed to capitalize on it, but funds that track the S&P 500 have trailed the average diversified stock fund every year since 1998.

Hedges funds and “wealth destroying” option strategies are also not a solution and this is the wrong time to invest in real estate.

The presentation is already too long, but alternative asset classes and non-traditional investments could offer protection, opportunities and a springboard for capturing new retail business.  
Some of these alternative investments are available in various vehicles, i.e., individual stocks, ETFs, Mutual Funds, etc., and specialists should expand their comfort zone with all these vehicles.
Again, some of these vehicles include:

· Stable Value

· Defense

· Pharmaceuticals/Healthcare

· ETFs

· Sector Funds

· Overseas Markets

· Precious Metals

· Commodities

We don’t have time to discuss alternative investments today, but Exchange-Traded Funds (ETFs) offer enormous opportunities to develop new retail business.  For those of you not familiar with ETFs, they are baskets of securities that resemble mutual funds, but they are transparent and trade like individual stocks.

ETFs are efficient and they are ideal as speculative or conservative trading vehicles, but the potential for the recently launched ETFs in the fixed income area has really been overlooked.

The CFDD does not want to expand beyond the retirement plans industry, but like you, we also need to seek out new growth areas and ETFs will be a major area of expansion for us.

Select investments in China, fast becoming the world’s factory floor, and Russia (ING Russia Fund up 70% over the last year) also seem to offer robust opportunities.  The Japanese market, the world’s second largest economy, is also now trading near zero.  

Certain Asian markets have already decoupled and the iShares Korea Index was up 52% over the last year, iShares Malaysia Index up 13%, iShares Australia Index up 3% and the iShares Taiwan Index was up 2%.

Mark Twain once said that “gold was a hole in the ground with an idiot standing over it” and many share that view because the yellow metal has been viewed as an antiquated investment vehicle for the last few decades.

Gold has moved up sharply over the last year, but lasting gains will probably require increased investor demand beyond the doomsday crowd.

Gold may be in the early stages of a secular move up, but it should not be viewed as a heirloom or a Warren Buffett type trade, but rather a speculative trading vehicle that offers hedge/insurance type protection.

Mining is an awful industry and very few mining companies are worthy of investment.  Gold stocks can also be more volatile than gold prices and as always, trust in management is essential.

To us, gold is like life insurance.  “If” there is a need, it is a great tool because it can offer low cost protection and leverage.  Like life insurance, it is also a hedge type investment that we would rather not collect on.  Like life insurance, once investors have established a need, they must also find an efficient, low cost and understandable way to purchase the hedge protection.
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“It’s A Recession When Your Neighbor Loses His Job,

But It’s A Depression When You Lose Yours”
-  Harry S. Truman -
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