research
affiliates

ARTICLE

Target-Date Funds: No Happily
Ever After in This Fairy Tale

July 2014

AUTHORS

Jonathan Treussard

Morningstar recently released its 2014 report on the target-date fund (TDF) industry.
The 55-page document covers a lot of ground, but two key points stand out: assets
arerising and costs are falling.

= QOrganic growth of 10.5% in 2013, along with new business and further market
appreciation in the first quarter, brought target-date mutual fund assets to $650
billion as of March 31, 2014.

= Expenses declined for the fifth year in a row. In 2013, the average asset-weighted
expense ratio was 0.84, down more than 18% from the 2009 level of 1.03.

Investors are paying less for a strategy that many of their peers also find attractive.
That's economically gratifying and socially validating. Unfortunately, participants
cannot count on target-date funds to achieve their objectives. The rationale for TDF
investing sounds sensible, but the strategy may not make the most of their payday
contributions or reduce uncertainty as retirement approaches. Quite the contrary.

The TDF Story

The central tenet of TDF investing is that young people should buy stocks and
gradually shift to bonds over the course of their working years. (TDFs have also been
labeled “life-cycle funds.”) There are many different designs,! but, essentially, once
investors state when they expect to retire, TDFs set a flight plan—a “glide path”"—and
transition from stocks to bonds on automatic pilot. A fund that starts out holding
80% stocks might wind up holding 80% bonds.

In large part, the attractiveness of the target-date strategy is due to its narrative arc.
We think of our lives—and our careers—as a story with a beginning, middle, and end.
In our youth, we are risk-takers, and we don't worry too much about market
corrections because we have time to recover from any setback. With maturity come
responsibilities; we leave high-risk, high-payoff investing behind us and concentrate
on the steady accumulation of wealth. And with age comes ever greater risk aversion.
We've worked hard for what we have, and, with fewer and fewer earning years ahead
of us, we can't afford to lose our capital. TDFs are the tale of an epic quest with a
happily-ever-after outcome.?

The story has two premises:
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1. By accepting equity risk early on, TDF investors capture the equity risk premium and enjoy higher terminal wealth.

2. By reducing equity risk as they near their target date, TDF investors gain greater certainty about their eventual consumption in
retirement.Or so the story goes.

Or the story goes.
Reality Check
Is the TDF story true?

While there might have been a specific period in history during which a target-date glide path would have achieved great wealth and
low uncertainty, the data do not support the notion that this will invariably be the case going forward. Past performance is not
necessarily indicative of future returns. Indeed, in the case of the target-date strategy, claimed performance is not even indicative of the
past.

For instance, relying on stock and bond data going back to 1871, Arnott, Sherrerd, and Wu (2011) simulated alternative paths for a 41-
year investment horizon. Their findings: Not only did the glide path strategy not come out on top across the simulations, but
an inverse glide path would have improved outcomes. So much for the universal superiority of the TDF glide path!

Once the “it just works” empirical argument is debunked, the theory in favor of target-date funds appears fairly weak. The simple
model of lifetime risk-taking that is used to buttress TDF investing requires certain assumptions that we have reason to doubt.

= Assumption: Human capital (one's ongoing ability to earn income) is safe enough to justify tilting the glide path toward equities in
the early stages of life. But the relative security of human capital is debatable, especially in the aftermath of the global financial crisis.

= Assumption: Equities carry a fairly high risk premium and bonds are safe. But neither of these propositions is obvious to us at this
point.

In addition, considering the very real desire to consume in retirement (not just having pieces of paper with people's faces on them to
look at), the entire reliance on stocks and bonds at the exclusion of other asset classes is worrisome.

That TDF managers are gathering assets may be good news for major mutual fund providers. It doesn’t seem so unequivocally
positive for individual investors. Given the long-term demographic shift already in progress, the popularity of TDFs may also have
harmful social and economic consequences. We don't think TDFs put us on the right path.

Philip Lawton, CFA, contributed to this article.

Endnotes

1. For example, some TDFs hold only domestic stocks and investment-grade bonds, while others are open to wider ranges of equity
and fixed income assets; some, called “to” funds, terminate at the milestone date, while others, called “through” funds, extend into
the retirement years; some are wholly algorithmic, while others allow for a measure of tactical asset allocation; some, called “open
architecture” funds, employ external subadvisors; and many have mixes of actively managed portfolios and index funds in various
proportions.
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2. David Tuckett and Richard J. Taffler report, on the basis of in-depth qualitative interviews, that storytelling is one of the most
important ways fund managers deal with anxiety. They find that stories about successful investments generally fall into the epic
genre. Fund Management: An Emotional Finance Perspective (Charlottesville, VA: Research Foundation of CFA Institute, 2012).
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The material contained in this document is for informational purposes only. It is not intended as an offer or a solicitation for the purchase and/or sale of any security, derivative,
commodity, or financial instrument, nor is it advice or a recommendation to enter into any transaction. Research results relate only to a hypothetical model of past performance (i.e.,
a simulation) and not to actual results or historical data of any asset management product. Hypothetical investor accounts depicted are not representative of actual client accounts.
No allowance has been made for trading costs or management fees, which would reduce investment performance. Actual investment results will differ. Simulated data may have
under-or-over compensated for the impact, if any, of certain market factors. Simulated returns may not reflect the impact that material economic and market factors might have had
on the advisor's decision-making if the advisor were actually managing clients’ money. Simulated data is subject to the fact that it is designed with the benefit of hindsight. Simulated
returns carry the risk that actual performance is not as depicted due to inaccurate predictive modeling. Simulated returns cannot predict how an investment strategy will perform in
the future. Simulated returns should not be considered indicative of the skill of the advisor. Investors may experience loss of all or some of their investment. Index returns represent
backtested performance based on rules used in the creation of the index, are not a guarantee of future performance, and are not indicative of any specific investment. Indexes are
not managed investment products and cannot be invested in directly. This material is based on information that is considered to be reliable, but Research Affiliates, LLC (“RA") and
its related entities (collectively “Research Affiliates”) make this information available on an “as is” basis without a duty to update, make warranties, express or implied, regarding the
accuracy of the information contained herein. Research Affiliates is not responsible for any errors or omissions or for results obtained from the use of this information.

Nothing contained in this material is intended to constitute legal, tax, securities, financial or investment advice, nor an opinion regarding the appropriateness of any investment. The
information contained in this material should not be acted upon without obtaining advice from a licensed professional. RA is an investment adviser registered under the Investment
Advisors Act of 1940 with the U.S. Securities and Exchange Commission (SEC). Our registration as an investment adviser does not imply a certain level of skill or training. RA is not a
broker-dealer and does not effect transactions in securities.

Investors should be aware of the risks associated with data sources and quantitative processes used to create the content contained herein or the investment management process.
Errors may exist in data acquired from third party vendors, the construction or coding of indices or model portfolios, and the construction of the spreadsheets, results or information
provided. Research Affiliates takes reasonable steps to eliminate or mitigate errors and to identify data and process errors, so as to minimize the potential impact of such errors;
however, Research Affiliates cannot guarantee that such errors will not occur. Use of this material is conditioned upon, and evidence of, the user's full release of Research Affiliates
from any liability or responsibility for any damages that may result from any errors herein.

The trademarks Fundamental Index™, RAFI™, Research Affiliates Equity™, RAE™, and the Research Affiliates™ trademark and corporate name and all related logos are the
exclusive intellectual property of RA and in some cases are registered trademarks in the U.S. and other countries. Various features of the Fundamental Index methodology, including
an accounting data-based non-capitalization data processing system and method for creating and weighting an index of securities, are protected by various patents of RA. (See
applicable US Patents, Patent Publications and protected trademarks located at https.//www.researchaffiliates.com/legal/disclosuresttpatent-trademarks-and-copyrights, which
are fully incorporated herein.) Any use of these trademarks, logos, or patented methodologies without the prior written permission of RA is expressly prohibited. RA reserves the right
to take any and all necessary action to preserve all of its rights, title, and interest in and to these marks and patents.

The views and opinions expressed are those of the author and not necessarily those of RA. The opinions are subject to change without notice.
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