
 

 

 
 
 
 
 
 
 
 
 
 

 
 
 
 

 
 
 
 
 

 
     

How times have changed!  During the infancy of defined contributions plans 
(DC) back in the mid-1980s, plan participants were only offered a handful 
of investment options.  They were usually given a pack of mutual fund 
prospectuses and left to figure out their investment strategy. 
 
As DC investment platforms evolved in the 1990s, more investment choices 
were offered and risk-based “lifestyle” funds were introduced.  
Participants could assess their personal risk profile and select the 
corresponding fund which often used terms such as aggressive, moderate 
and conservative.  The investment provider manages the fund’s underlying 
asset allocation of stock, bond and money market funds and the participant 
enjoyed the ease of only having to make one investment choice.  The 
potential downside for participants is that they are responsible for moving 
between lifestyle funds as their risk profile changes.  
      
As the responsibility for a sound retirement continues to shift from the plan 
sponsor to the individual, defined contribution participants desire a more 
streamlined, “set it and forget it” approach to meeting their retirement 
needs. Target-date funds (TDFs) now appear to be the vehicle of choice, as 
the individual investor only has to answer one question, “When do I want to 
retire?” and all the other decisions regarding asset allocation, rebalancing, 
etc. are made for them.  Even the more sophisticated investor is using TDFs 
for all or a portion of their investing needs, as they too feel comfortable 
that a professional investment advisory organization is making the asset 
allocation and fund choices for them.  Let’s explore these recently popular 
investment options in greater detail.  
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In the Beginning… 
 
TDFs were first introduced in the early 1990s by Barclays Global Investors 
(now BlackRock).  These collective investment programs, usually offered in a 
mutual fund format, have grown in popularity since their introduction.  A 
driving force has been the auto-enrollment feature in the Pension Protection 
Act of 2006 that created the need for safe-harbor type Qualifying Default 
Investment Alternatives (QDIA) for savings plans.  Fiduciaries/sponsors prefer 
TDF investments for a QDIA since the requirement calls for a product with a 
mix of investments that takes into account the individual’s age, retirement 
date, or life expectancy.   
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In the Beginning…(con’t) 
	  
Today, more than 30 fund families, each with more than $200 million in 
assets under management (AUM), offer some form of a TDF.  However, the 
three largest fund families account for just about 75% of the assets at this 
time, with fund family number 4 managing less than 5% of the total 
market.   
 
What once were fairly basic offerings in terms of stock/bond/cash 
allocations have now matured to include many asset classes, both 
domestic and international, including alternative investments.  That said, 
domestic equity and domestic fixed income exposures still dominate 
individual fund structures. 
 
Same, but Different 
 
Despite the fact that most fund offerings highlight similar retirement 
years, such as 2015, 2020, 2025, etc., significant differences emerge 
among the various fund families.  From an investment standpoint, it is 
important when evaluating one fund versus another to understand whether 
these funds are using an open-architecture versus a proprietary model 
platform.  Also, are these funds using actively managed funds versus 
passively managed funds or some combination of the two?  Do they use 
core portfolios or are they injecting style categories into their programs?  
Domestic versus international seems to be of less concern these days, as 
most programs have overseas exposure, but the types of fixed income 
exposure can vary significantly from one provider to the next.  What 
exposure do these funds have to alternative investments and which 
products are they using? 
 
Other major considerations include the glide path (investments managed 
to or through retirement) and the frequency and magnitude of asset 
allocation changes, whether static or dynamic.  Another area of focus 
deals with the quality of target-date funds’ disclosure, which has improved 
in the areas of underlying investment and fees, though it still falls short in 
several key areas. For example, few series discuss the degree to which 
managers can tactically shift the funds’ asset allocation from the glide 
path described in the funds’ prospectus. 
 
Open or Shut Case? 
 
One of the criticisms of target-date funds is that they often feature 
proprietary funds.  The argument suggests that the funds of closed-
architecture providers will be sub-optimal because they are not seeking 
“best of breed” funds to include in their series.  However, a recent study 
conducted by Morningstar (Target-date Series Research Paper: 2012 
Industry Survey, May 2012) suggests that there is little difference in the 
performance during the last three years of open and closed-architecture 
funds, and in fact, open-ended architecture performance may be inferior 
during the most recent 3-year period ending December 31, 2011. 
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Open or Shut Case? (con’t) 
 
Closed-architecture platforms still dominate the landscape, but open or 
mixed architecture platforms (less than 90% of funds in a single provider) 
have grown in recent years.  Somewhat surprising is the fact that closed-
architecture series funds have a higher average Morningstar star rating 
than those that are completely open.  One would think that the open 
platforms would be able to access the higher rated funds. 
 
Is Alpha There? 
 
Actively managed funds still dominate in terms of AUM within the various 
series and platforms, but the growth in the use of passive products has 
been outpacing active management in recent years.  Investors prefer 
lower comparable fees, perceived stronger performance (see 2008 and 
2011), and their ease of use.  Many sponsors and investors fear the 
possibility that an active manager will make a big “bet” that doesn’t pay 
off. 
 
 

What’s It Costing Me? 
 
TDF pricing has continued to drop in recent years, as competition from 
other platforms has risen, especially among vendors providing separate 
accounts and one-off programs that tend to have lower average fees by 
taking advantage of economies of scale.  In addition, target-date series 
have trimmed their expense ratios through a variety of techniques, 
including the creation of new, lower-cost share classes, implementation of 
lower-cost share classes for underlying funds, greater emphasis on lower-
cost index options within portfolios, and temporary installment of fee caps 
and waivers.  
 
Regrettably, several series/platforms remain overpriced relative to the 
industry average. These have typically been advisor-sold series that 
charge additional distribution or servicing fees to investors. Many (though 
not all) of these series are also on the smaller side, so they lack 
efficiencies of scale. It is disappointing that a number of the highest-cost 
series increased their fees in 2011. The annual compounding of an extra 
25-50 basis points per year from lower fees can have a meaningful impact 
on one’s retirement savings over 30-40 years. 
 
It Ain’t Over ‘til It’s Over 
 
Asset allocation continues to be the most important factor for the 
performance of TDFs (as well as most DC and DB plans).  Interestingly, 
longer-dated funds (those of year 2040 series or higher) have similar 
equity exposures averaging between 85% and 92% (according to 
Morningstar).  However, shorter-duration TDFs have equity allocations that 
are quite wide.  The 2015 series funds average about 52% in equities, but 
the minimum is 20% and the maximum is 78%.  Some of this difference can 
result from the mandate of managing the fund to a participant’s 
retirement date versus managing to live beyond retirement.   
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It Ain’t Over ‘til It’s Over (con’t) 
 
The fact that these differences can be so wide in the near-term can create 
communication issues for plan sponsors, who now carry the burden of 
articulating the risks that their employees may incur across the entire target-
date series.  Regarding funds that manage to a planned retirement date versus 
living through retirement, there appear to be minor differences in the equity 
exposure for both types during the first 20-25 years of a series.  However, 
equity exposure, on average, remains higher by about 3-4% for “through” 
programs.  Many participants will live 15 to 25 years past retirement date and 
should take this into consideration in their strategy. 
 
Finally, some fund companies have adopted asset allocation frameworks that 
are quite rigorous in their implementation, and as such, their allocations 
remain along a finely tuned glide path.  Others have adopted more reactive 
asset allocations either by design or in reaction to weak results in earlier 
years.  The introduction of additional asset categories, such as alternatives, 
commodities, etc. has also contributed to changes on a more dynamic basis. 
 
Final Thoughts 
 
We view the development of the TDFs as positive for the plan participant and 
plan fiduciaries, but they aren’t the “be-all and end-all”.  Significant 
differences exist among the various offerings/funds, and it remains imperative 
that the individual understands that these funds are not providing either a 
guaranteed return or income stream.  TDFs performed quite poorly in 2008, 
and as a result, both the SEC and DOL jointly conducted reviews of the funds 
and determined that disclosure needed to be improved.  
 
Furthermore, we would encourage both the plan sponsor and individual 
investor to focus on a glide path that takes the participant through retirement 
and not to retirement. Significant differences exist in the overall asset 
allocation within these funds.  Those approaching retirement and those retired 
should become more conservative, but is a higher fixed income exposure at 
these low interest rates really a conservative approach?  
  
Finally, we still need to educate individual investors on the need to contribute 
early and often to their defined contribution plans.  The DC plan is just one 
leg of the retirement stool, and individuals need to take time to understand 
what their annual financial needs will be once they retire in order to 
determine the appropriate contribution level, which should grow as they move 
through their careers.   
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