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Although target-date funds (TDFs) were introduced little more than 20 years ago, they have become a popular 
investment choice for individuals and retirement plan sponsors. Target-date funds are a simple and convenient 
choice for retirement investing, and offer investors a solution that is professionally managed and takes into 
consideration how an individual’s risk tolerance changes over time.  

However, target-date funds also tend to be on the more aggressive end of the investment spectrum, which may 
come as a surprise to someone who is expecting their TDF to be conservatively positioned in the years leading 
up to retirement.  

In the following pages, we’ll explore the important realities of target-date fund glide-paths, the risk associated 
with these funds for those nearing retirement, and the steps that need to be taken by investors and plan 
sponsors to mitigate these risks. 

The Adoption of Target-Date Funds 

In 2006, Congress passed the Pension Protection Act which encouraged retirement plan sponsors to increase 
employee participation by offering automatic enrollment into the plan and allowing participants to choose from 
a set of balanced investment options. 

Today, nearly 65% of plans offer automatic enrollment and plans are offering a broad range of investment 
options that participants can direct themselves, including target-date funds. 1 

93% of plans have a target-date fund in their lineup 1  and 72% of all participants use target-date funds 2. 

But sometimes participants fail to make an investment election which warrants the need for the plan fiduciary 
to choose a default investment option to put them in -- commonly referred to as the qualified default 
investment alternative (QDIA). The Pension Protection Act designates three investment options that are suitable 
to be used as default investments: a balanced fund, a target-date fund, or a managed account program. And, for 
a default fund to qualify, it has to take into account the age of the participant and/or the workforce. 

For more than a decade target-date funds have been the default investment of choice for many plan sponsors 
because they seemingly offer a more personalized investment solution than balanced funds, and the managed 
accounts are often more expensive to operate.  In fact, around 88% of plan sponsors are choosing TDFs as the 
automatic investment strategy for those participants who do not actively choose an investment option.1 

TDFs are also relatively easy to understand -- a plan participant chooses a fund with a date closest to when they 
might retire, invests their contributions, and lets the fund manager do the rest. The portfolio manager uses 
what’s called a “glide path” to adjust the underlying investment mix that makes up the  target-date fund -- 
becoming more conservative as the target date approaches.  

But things aren’t always as they seem. 
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What’s in Your Glide Path? 

In 2008-2009, investors in 2010 target-date funds were shocked when they suffered losses of nearly 40%3  -- 
significantly impacting their retirement plans. Many assumed their holdings had shifted almost completely to 
more conservative assets by that point. If so, then why were the funds down almost as much as the stock 
market? 

It turns out that many target-date fund glide paths are designed to continue “through” retirement rather than 
“up-to” retirement -- as the name might suggest. This means a higher percentage of the portfolio will still be 
invested in equities through the target-date, which may not be an appropriate allocation for someone in the 
high-risk window -- the 10 years preceding and following retirement.  

These funds are often much more aggressive than they should be for someone that close to retirement — 
unless you’re okay losing 1/3 of your assets.  

– Kenneth Klabunde, Weekly Observations for 12/29/2017 

What’s even more confusing is that not all fund managers use the same asset allocation or investment approach, 
even with the same target date. There is no requirement for target-date funds with the same target date to have 
any particular allocation to equities, fixed income, etc. These decisions and the associated risk exposure are left 
to the discretion of each fund manager.4  

The following chart that illustrates the different glide paths of a few of the biggest fund companies offering TDFs. 
The right side of the graph (y-axis) shows what percentage of the portfolio is allocated to equities, from 0% at 
the bottom to 100% at the top. At the bottom (x-axis), the target-date year is shown, moving farther into the 
future from right to left. Each colored line represents a different fund company’s glide path, and the equity 
allocations vary by as much as 25% from one fund company to another.   

 

Determining if a target-date fund uses an “up-to” or “through” glide path, and the underlying asset allocation, is 
an important part of deciding whether or not it’s an appropriate component of an investor’s financial plan.  
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The easiest way to uncover what’s in your glide path is to look through the fund’s prospectus and find the 
graphical depiction of the fund’s asset allocation changes over time. An example of what this will look like is 
below. 

 

The above is an example of a “through” retirement glide path. There is a significant allocation to equities -- 
around 50% -- at the target date, and doesn’t fully transition to the final allocation until 7+ years after 
retirement.  

There is one elephant in the room that most investors overlook, and that is if fixed-income investments are 
indeed safe. When the layers are pulled back and the underlying bond portfolio holdings are examined, we find 
that a majority of funds are investing in higher-yielding corporate bonds.5 These types of “fixed-income” 
investments actually act more like equities and may subject investors to greater downside exposure just when 
they need the protection the most -- when equity markets turn volatile.6 

How Much Could Be Lost? 

We don’t know the future, but historically, every high valuation period eventually returns to normal valuations -- 
i.e. a market correction.  
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It can be fairly easy to estimate how a market correction can affect a portfolio by calculating its downside risk. 
Downside risk is a fundamental metric used to determine the extent to which an investment’s value could 
decline. This measure is extremely important for investors nearing retirement, when there is less time to recover 
from any declines in the market.  

Here are a few simple steps to evaluating the level of downside risk in a portfolio. 

1. Decide how much downside risk currently exists in the market. Depending on your outlook, this can be 
anywhere between 20% to 60%. 

2. Determine the equity allocation of the portfolio. Identify the percentage of investments which are 
comprised of stocks, stock mutual funds, international mutual funds, or REITs. Also, include high yield 
bond funds in this percentage allocation. (Basically everything except U.S. Treasury bonds and cash.) 

3. Take the downside risk projection from #1 and multiply that by the percentage of the portfolio 
comprised of equity allocations in #2. 

For example, the average target-date fund  has around a 55% equity-like exposure near the target date.7 If there 
is a 40% decline in the market, the average target-date fund has a 22% downside risk. Conversely, if 100% of the 
TDF is invested in equity positions, it is exposed to the entire potential 40% decline in the market. 

As mentioned above, 2010 TDFs lost nearly 40% in 2008 when most of the investors in those funds were only two 
years away from retirement.  What would that look like today for investors in 2020 target-date funds? The table 
below shows a 2008 event, as well as numerous other historical U.S. market crashes, and how much downside 
risk investors in 2020 TDFs are facing -- assuming the 2020 fund is comprised of 50% equities and 5% in other 
higher-risk investments. 

 

Event  Market Loss  2020 TDF Downside Risk 

Wall Street Crash of 1929  86%  47% 

Flash Crash of 1962  28%  15% 

Black Monday 1987  34%  19% 

Dot-Com Crash 2000  78%  43% 

Financial Crisis 2008  56%  31% 
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How to Manage the Risks 

While many investors and plan sponsors perceive TDFs to be relatively safe -- probably because of the simple 
concept behind them -- they are, in fact, very complex financial products that can expose unwary savers to 
unnecessary and uncompensated risks.  

Investors nearing their target-date may assume their fund is conservatively positioned, but, depending on the 
glide-path, could face significant losses during a market correction -- similar to what happened in 2008. The risk 
to plan sponsors is that they could be held responsible for those losses if they did not take the necessary steps to 
educate their participants on the risks associated when investing in target-date funds. 

A target-date fund might be suitable for investors who don’t have the experience or knowledge building their 
own portfolio because TDFs take the hard work out of choosing an ideal asset allocation. They can be especially 
attractive to younger investors who have a high risk tolerance and a long time horizon, but not many people can 
afford a 30% loss to their wealth -- especially those approaching retirement. 

Investors  should take the following steps to evaluate if using target-date funds is right for them: 

❏ Determine if the fund uses an “up-to” or “through” glide path. Read the fund’s prospectus to 
understand what the target date actually means and to avoid being surprised by how the fund’s asset 
allocation changes over time. 

❏ Carefully evaluate the glide path and make sure it fits within your retirement goals and risk tolerance. 

❏ Continually monitor the target-date fund to make sure you know how the money is being invested. 
Change the fund as needed.  

At Precedent Asset Management, we help our clients manage downside risk by routinely reviewing their 
investments -- including any target-date funds. We specifically consider the underlying investments, fees, 
investment philosophy, and glide path of the TDF and determine if it works in conjunction with their entire 
financial portfolio and financial goals.  

Keep in mind that the key to financial success is saving enough to meet your financial goals and taking the 
necessary precautions to protect the wealth you have accumulated. If you’d like help uncovering the potential 
risks in your target-date fund, feel free to contact me for a complete fund analysis.  

About Precedent Asset Management 

Precedent Asset Management provides ongoing financial planning and active investment management services 
to clients throughout Central Indiana and across the country from our offices located in Indianapolis, Indiana.  

Precedent Asset Management is led by Kenneth Klabunde, MSFP, CFP®, Founding Principal and CIO. 

Kenneth or Patrick can be reached at 800-264-9908 and mail@precedentam.com 
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