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Target Date Funding – Does it  hit  the Target? 

By Paul Resnik and Peter Worcester 

A target date fund (TDF) – also known as a lifecycle, dynamic-risk or age-based 
fund – is a collective investment scheme, often a mutual fund or a collective trust 
fund, designed to provide a simple investment solution through a portfolio whose 
asset allocation mix becomes more conservative as the target date (usually 
retirement) approaches 

Target-date funds were first introduced in the early 1990s with BGI being the first 
institution to offer such products. Their popularity in the US increased significantly 
in recent years due in part to the auto-enrollment legislation Pension Protection Act 
of 2006 that created the need for safe-harbor type Qualifying Default Investment 
Alternatives, such as target-date funds, for 401(k) savings plans. With the UK 
enacting auto-enrollment legislation in 2012, target-date funds are used by NEST 
National Employment Savings Trust, and are expected to become increasingly 
popular as their design should satisfy the DWP's eligible default fund criteria. 
(Wikipedia) 

We have long had serious concerns about such products.  

Our concerns include: 

1.  Why do we have a target? 

2.  What is the correct target? 

3.  What is the correct timeframe? 

4.  Investor Education. 

Why do we have a target? 

Experience has shown us that individuals always find saving easier if they have a 
target.  Typical savings targets include a new car, or a deposit for a home. 

A Target Date Savings Plan made sense when you intended (or were compelled by 
government legislation) to purchase an annuity when you retired.  The traditional 
target annuity was 70% of pre-retirement income, and the consequent savings 
target was the purchase price of such an annuity. 

This was the legislative position in the United Kingdom until 1 April 2015. 

Their popularity in the US increased significantly in recent years due in part to the 
auto-enrollment legislation Pension Protection Act of 2006 that created the need 
for safe-harbor type Qualifying Default Investment Alternatives, such as target-date 
funds, for 401(k) savings plans. (Wikipedia) 

What is the Correct Target? 

The intuitive target is the amount required to purchase the desired annuity.  If the 
investor does not intend to purchase an annuity, the then target would be amount 
sufficient to fund their desired retirement income, taking into account their risk 
profile, the time to their proposed retirement, and their current retirement savings. 
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However, experience has shown us that this goal is unobtainable for most investors.  
They are then forced to: 

• Lower their target retirement income, 

• Increase their rate of retirement savings at the expense of current 
consumption levels, 

• Increase their proposed retirement age, 

• Increase the risk profile of their savings portfolio, or 

• A combination of the above. 

This is a daunting and complex problem for most individuals.  Helping clients 
handle this problem is probably the most important role of a financial 
planner. 

What is the correct Timeframe? 

The fundamental premise behind target date funding is to reduce the investment 
risk of the portfolio as the target date approaches.  As investment risk is reduced, 
the expected long term investment return is reduced. 

If the timeframe is too short, then a cyclical market downturn, which is impossible 
to predict as to its timing, will reduce the target. 

If the timeframe is too long, then the period over which the exposure to growth 
assets is increased, thus giving a lower expected retirement outcome. 

Such a choice as to the correct timeframe will require: 

• Judgement, 

• Experience of those making the decisions, 

• Current state of the equity markets, and, 

• Careful consideration of the client’s risk profile. 

In all matters of retirement planning, it is essential that the client “owns” the 
portfolio and the assumptions behind the investment strategy.  It is essential 
that the client is able to “sleep at night”.  We know from experience that 
equity markets fall by about 50% every 10 years or so.  We just don’t know when! 

The chart on the following page is one of the best we have seen.   

It has the following attributes: 

• It is adjusted for inflation, so the Index is a real “after inflation” index. 

• The log scale shows the relative size of each rise and fall. 

• The monthly data since 1949 eliminates inter month “noise”. 
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Investor Education 

As always, this is essential in order for the individual to understand their investment 
strategy, and to “own” the portfolio.  This includes the size and unpredictability of 
equity market behavior.  

The key condition precedent for this outcome is to understand their own risk profile.  
This is best done by using the extensive Finemetrica Risk Profile Evaluation, and 
discussing the outcome with their financial planner. 

What is the Main Problem with Target Date Funding? 

With over 70 years of experience between them, the authors have realized that 
investing is a journey, not a destination.  If it is viewed as a destination, then what 
happens when you arrive? Sit on your hands? Die? Of course not!  There is a life to 
be enjoyed, money to be spent, and most importantly, investing to be done. 

If, as is the case for most retirees, you don’t purchase an annuity, then it doesn’t 
make sense to reduce your risk profile as you approach, say, age 65, and then 
increase it again.  You would incur unnecessary buy/sell costs, and the timing may 
be detrimental to your retirement outcome.  This second point is very important, 
and should be avoided if at all possible.      
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Other Problems associated with Target Date Funding 

These include: 

• Giving investors a false sense of security. 

• Giving clients a right to moral redress if their financial planner takes them 
down this path. 

• Giving clients a right to legal redress if their financial planner takes them 
down this path. 

• Reputational risk for the financial planner if the financial planner takes their 
clients down this path. 

 False Sense of Security for Investors 

One of the worst things a financial planner can for a client is to give them a false 
sense of security.  The only worse things they could do is to steal their funds, or 
get their risk profile hopelessly wrong. 

Placing the Financial Planner at risk of Moral or Legal Redress 

Given that there is a very large body of literature, which we believe is wrongly 
supportive of target date funding, it would be very difficult to successfully 
undertake legal action against a financial planner who advocated such a strategy. 

However, reputational risk is everything for a financial planner. 

If, in the light of evidence against the merits of Target Date Funding, a planner 
continues to advocate such a strategy, then poor outcomes with be communicated 
by unhappy clients. 

We have long held the belief that word of mouth is the most effective, and least 
expensive way, to grow a financial planning practice.  Given that bad news is 
disseminated far more widely than good news, this is not a pleasant outcome for a 
financial planner. 


