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Key Points

Life-cycle investing will be about choosing 
among features of products designed for 
consumers by financial engineers.  
Technological progress will make these 
products affordable for middle-class 
consumers, not just the wealthy.
Investor education will focus on helping 
consumers choose appropriate product 
features they can afford. 
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Life-cycle investment products today

Target-date retirement accounts
Target-date college tuition accounts
Health saving accounts
Common characteristics

Specific purpose
Specific maturity date
Tax advantaged because society wants to encourage 
saving for this purpose

Most of the money in these accounts is invested in 
mutual funds



The trouble with mutual funds

Not matched to the purpose or the target date 
of the account
For a matching strategy, the basic building 
blocks must be denominated in units that 
match the purpose and have known 
maturities.



Economic principles

No free lunch.  The present value of 
achieving a future target cannot be lowered 
by taking risk.
But it can be lowered through contingent 
contracts that only pay off when needed.  
Example: life annuities only pay off if 
annuitant is alive.



The fallacy of time diversification
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Examples of matching

Annuities linked to cost of living to achieve a 
target standard of living in retirement.
Contracts linked to college tuition.
Contracts linked to health care costs.



The role of guarantees
Caveat emptor -- Can a client trust a firm that does 
not guarantee its products?
Risk is most efficiently managed by the investment 
firm, not by the client.
A guarantee transfers risk from the client to the 
investment firm.
If risk is truly small, then the cost of the guarantee 
will be low.
If the cost of the guarantee is high, then the risk is 
obviously not small.



Structured investments

Standard design:  Guaranteed minimum plus 
upside participation.
Options:  Caps, multiple indexes.
Decomposing a structured investment into 
bonds, calls, and puts.



Equity Participation Notes

Inputs:

Volatility 20% 20

Risk-free interest rate 5% 5

Dividend yield 2% 2

Current value of index 100 100

Strike price 100 100

Maturity in years 5 5

Max loss of principal 0% 0

Outputs:

Price of embedded call 22.01

Participation rate 100.5%
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Info for payoff diagram:
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