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Rob Arnott

Most target date fund (TDF) products—also 
known as glidepath investing—start our 
youngest employees with a heavy equity allo-
cation and slowly shift their portfolio holdings 
into bonds as they age. With growing use of 
automatic enrollment in 401(k) plans, and 
the prevalence of TDFs as the default choice 
in defined contribution (DC) plans, we’re 
seeing an ever-higher equity concentration in 
young workers’ DC portfolios. 

So what?

A recent Fidelity (2014) study reports that, 
among 12.5 million DC participants, 41% of 
those between ages of 20 and 39 cashed out 
part or all of their DC assets when switching 
jobs, incurring tax penalties along the way. A 
rhetorical question: Do they lose their jobs 
more often in a bull or a bear market? Maybe 
a high-risk profile is unwise for young savers. 
When some of them lose their jobs in a bear 
market, and find that they need to dip into 
their DC reserves while looking for another 
job, it’s a triple-whammy. If their 401(k) is 
their only serious savings:

•	 they may have to cash out to meet basic 
living expenses, 

•	 their assets may be less than the money 
they set aside from their paychecks, and

•	 they have to pay the IRS a stiff penalty for 
early withdrawals. 

Ouch!

Employment Risk
The literature of consumption finance 
suggests—and tangible evidence corrobo-
rates—that people try to smooth their life-
time consumption by overspending when 
young, long before their income peak, then 
saving more and more aggressively as they 
approach their peak earnings years. Many 
young adults are establishing their financial 
self-reliance, starting families, and saving 
down-payment money for their first homes, 
often while burdened with student loans. As 
a result, young adults have different saving 
incentives from those who are further along 
in their careers: their savings are precaution-
ary (to offset income uncertainties), not for 
retirement.1  

Work is less stable among young adults, as 
demonstrated by the higher unemployment 
rates. Figure 1 (left axis) shows the monthly 
unemployment rates, seasonally adjusted, 
for different age groups. From January 
1990 to mid-2014, workers between ages 
of 20 and 24 experienced an average 
unemployment rate of 10%; the average 
unemployment rates for those age 25–34 
and 35–44 drop to 6% and 5%, respectively. 
The older age groups, those above 45, 
seem to have a better chance of staying 
employed, experiencing the lowest average 
unemployment rate (4%) among all age 
groups. 

What Are We Doing to Our Young Investors?
by Rob Arnott and Lillian Wu

KEY POINTS
1. With target date funds (TDFs) 

prevalently the default choice 
in defined contribution (DC) 
plans, young workers’ equity 
concentrations are growing ever 
higher.

2. Young workers, who are more 
likely than older workers to 
lose their jobs in a recession, 
frequently cash out part or all 
of their DC assets to meet living 
expenses during a period of 
unemployment.

3. Young workers would be well 
advised not to invest in TDFs 
until their less risky “starter 
portfolio” reaches a certain 
minimum balance, for example, 
six months’ income.

   Too often, our industry is 
addicted to conventional 
wisdom and allergic to 
arithmetic and empirical 
testing.
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Moreover, the young adult’s job security 
is also highly correlated with the business 
cycle. The gray-shaded areas in Figure 1 
indicate the three U.S. recessions that 
took place during our sample period. 
Naturally, all age groups suffer an 
increase in unemployment rates during 
recessions. But, in addition to higher job 
turnover, higher rates of unemployment, 
and longer-lasting unemployment, 
young adults suffer a bigger jump in 
unemployment—by about 60%—than 
their middle-aged brethren over 45.

In Figure 1 we also overlay stock market 
performance over the same time span. 
The dotted line (right axis) represents 
the cumulative total return of the S&P 
500 Total Return Index. As is obvious 
from the chart, recessions usually follow 

“100 Minus Your Age”  
Why do we subject our newest savers to 
the highest risk?

Too often, our industry is addicted 
to conventional wisdom and allergic 
to arithmetic and empirical testing. 
Conventional wisdom suggests a 
percentage allocation to equities which 
is “100 minus your age,” and the notion 
that the young can bear more risk than 
those of us who are middle aged (or 
older!). True, the young have more time 
to recover losses, but what losses are 
more insidious for retirees than inflation 
sapping the real income of a bond-
centric portfolio? Until we published 
our “Glidepath Illusion” papers,2  was 
this conventional wisdom ever seriously 
tested?

a period of market downturns. This 
should not be surprising because stock 
market declines typically begin prior 
to the arrival of a recession. So, young 
investors’ equity-heavy TDF investments 
plunge just when they’re more likely to 
be laid off, and/or just before they cash 
in their DC fund! 

The magnitude of the increase in 
unemployment experienced by workers 
in different age groups is shown in Table 1. 
Here, again, we see that the risk of losing 
a job when the economy falters has been 
greater for young people than for their 
older colleagues.

   Maybe a high-risk 
profile is unwise for 
young savers.
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50%

100%

200%

400%

800%

1600%

0%

2%

4%

6%

8%

10%

12%

14%

16%

18%

20%

1990 1993 1996 1999 2002 2005 2008 2011 2014

C
um

ul
at

iv
e 

R
et

ur
n 

of
 S

&
P 

50
0

U
ne

m
pl

oy
m

en
t R

at
e,

 S
ea

so
na

lly
 A

dj
us

te
d 

20-24 25-34 35-44 45-54 55 and above S&P 500

Figure 1. Unemployment Rate and Equity Market Performance, 
January 1990–August 2014

Source: Research Affiliates, based on data from Bureau of Labor Statistics, National Bureau of Economic 
Research, and Bloomberg.
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relative behavior of young adults, mid-
career employees, mature employees, 
near-retirement employees, and 
post-retirement investors? Are young 
employees likely to become risk-
allergic—let alone risk-averse—if their 
first major foray into the capital markets 
ends with the triple-whammy of a lost 
job, necessary liquidation of their 401(k) 
at a loss, and a tax penalty to boot? 

Now, a huge industry3  has been formed 
on the basis of conventional wisdom, 
backed by finance theory which is itself 
based on a doubtful core assumption 
and supported by anecdotal behavioral 
evidence!

Starter Portfolio
What could be a possible remedy? 
Perhaps young workers should not invest 
in TDFs with high equity allocations at 
all until their starter portfolio reaches a 

certain minimum balance of, perhaps, 
six months’ income.4  

What could this starter portfolio look 
like? The starter portfolio is the rainy 
day fund.5  It would be unwise to use 
the rainy day fund to go gambling in the 
casino in the hopes of doubling it at the 
roulette table. Similarly, compared with 
traditional TDFs, the starter portfolio 
should be less risky and less correlated 
with the young saver’s primary income. 
A portfolio invested one-third each in 
mainstream stocks, mainstream bonds, 
and diversifying inflation hedges would 
be a much safer option, compared to 
the conventional longer-dated6  TDFs 
where the average stock allocation is 
70% or more.

What comprises that third sleeve of 
the portfolio, the diversifying inflation 
hedges? These would typically be 
lower volatility asset classes, lightly 
correlated to mainstream stocks and 
bonds, ideally with higher yield or 
higher growth or both, and with a 
positive link to inflation (to diversify 
against the negative link of mainstream 
stocks and bonds).7  This component 
might augment the classic balanced 

Finance theory was then called upon 
to justify this untested conventional 
wisdom. Academia advanced the 
unexamined thesis that human capital is 
like a bond, so that, as we age, we should 
replace our diminishing human capital 
with bonds. Now we have an established 
literature which demonstrates that—
assuming human capital resembles 
a bond—we should move from risk-
tolerant to risk-averse as we age. Pardon 
me, but doesn’t employment income feel 
more like equities, with income typically 
growing at the rate of inflation plus a 
bit, and with ever-rising uncertainty 
the farther we look into the future? 
Which are more highly correlated with 
young adults’ income streams: The total 
returns and income streams for stocks 
or for bonds? Just asking.

Finally, we are told that the young are 
tolerant of risk and that, as retirement 
approaches, the average investor 
becomes intolerant of downside risk, 
fleeing after a serious drawdown. To 
be sure, we all know people of all ages 
who got out of stocks, including the 
stocks held in their 401(k) portfolios, 
at the 2002 and 2009 market lows. 
But are there studies examining the 

   The young adult’s 
job security is highly 
correlated with the 
business cycle.

“ “

Age Group

Stage of Cycle 20-24 25-34 35-44 45-54 55 and above

During Recessions 3.0% 2.5% 2.3% 1.9% 1.8%

From Recessionary Unemployment 
Trough to Peak 4.8% 3.9% 3.3% 2.8% 2.8%

From Recessionary S&P Total Return 
Peak to Trough 2.7% 2.2% 1.9% 1.6% 1.5%

Source: Research Affiliates, based on data from Bureau of Labor Statistics and National Bureau of Economic Research.

Table 1. Average Change in Unemployment Rates by Age Group, 
1990–2014
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portfolio with investments such as TIPs, 
low volatility equity, and high yielding 
bonds. Even REITs and emerging market 
stocks and bonds might, in moderate 
doses, serve to lower the volatility of the 
overall portfolio.

By the time the balance meets the 
minimum amount, the savers would 
be familiar with the fact that the best 
investments involve some risk and will 
fall from time to time, and they will also 
be confident that they are reasonably well 
covered for a rainy day. The investors can 
start loading up allocations to more risky 
asset classes on the amount exceeding 
the starter portfolio minimum balance.

Conclusion
Current savings options blissfully ignore 
the fact the young use their 401(k) 
investments as their rainy day fund in 

case they have an unexpected and urgent 
need for cash. Often, this happens when 
they lose employment. Existing saving 
options force young savers to gamble 
aggressively with their early savings in 
the hope that they have enough time 
to recover from any unlucky market 
performance with more savings later in 
their lives. We can continue pretending 
that 401(k) portfolios are used only as 
intended—for retirement savings. Or 
we can face reality and offer our young 
investors a more prudent solution, one 
which would not force them to gamble 
with savings that they necessarily rely 
upon as a rainy day fund.

If young workers have to deal with their 
volatile young human capital over a long 
horizon—with a heightened need to 
cash out when the portfolio values are 
depressed—then it makes even more 
sense for younger workers to begin 
with a less risky portfolio. This also 
helps shape their risk tolerance so that 
their attitudes about investing and risk-
bearing are not poisoned by a bad early 
experience. A prudent implementation 
would be to invest into a safer “starter 
portfolio” within their DC plan. Only 
when the relatively safe funds reach 
a comfortable level should investors 
consider taking more risk in the hope 
of generating excess return. And they 
should take that higher level of risk 
only on the portion of their portfolio 
that exceeds the starter portfolio’s 
minimum balance.

   Why do we subject 
our newest savers to 
the highest risk?

“ “

Endnotes

1. See Gourinchas and Parker (2002).
2. See Arnott (2012) and Arnott, Sherrerd, and Wu (2013).
3. As of March 31, 2014, Morningstar reports that target-date mutual fund 

assets were $650 billion. See Treussard (2014). 
4. The father of one of the authors (Arnott) strongly advocated that no 

40-year-old should fail to have a liquid reserve amounting to one year’s 
income. He liked to refer to this portfolio as his “go to h---“ fund, because 
it gave him the independent self-reliance to be able to say this if anyone 
thought that he was dependent on his biweekly paycheck. This was color-
ful language for a theologian, but most of us have heard others on Wall 
Street describe it in even more colorful language!

5. Let us state most emphatically that young investors should never invade 
their 401(k) to make discretionary purchases. Borrowing against the 
401(k) might strike inexperienced investors as an attractive source of 
funding for a highly coveted but inessential purchase. It is not. We have 
to help them understand this point.

6. For savers with investing horizons of more than 25 years prior to 
retirement.

7. We refer to these diversifying asset classes, with their positive correla-
tion with inflation, as a “third pillar,” to complement classic two-pillar 
investing, especially in today’s low-yielding world. See, for example, West 
(2012, 2013) and Arnott (2011).
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Disclosures

The material contained in this document is for general information 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 an asset management product. No allowance has been made for trading costs or management fees, which would reduce investment performance. Actual 
results may differ. Index returns represent back-tested 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® 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. Research Affiliates, LLC, 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.

Investors should be aware of the risks associated with data sources and quantitative processes used in our investment management process. Errors may exist in data acquired from 
third party vendors, the construction of model portfolios, and in coding related to the index and portfolio construction process. While Research Affiliates takes steps to identify data 
and process errors so as to minimize the potential impact of such errors on index and portfolio performance, we cannot guarantee that such errors will not occur.

Research Affiliates is the owner of the trademarks, service marks, patents and copyrights related to the Fundamental Index methodology. The trade names Fundamental Index®, RAFI®, 
the RAFI logo, and the Research Affiliates corporate name and logo among others are the exclusive intellectual property of Research Affiliates, LLC. Any use of these trade names and 
logos without the prior written permission of Research Affiliates, LLC is expressly prohibited. Research Affiliates, LLC reserves the right to take any and all necessary action to preserve 
all of its rights, title and interest in and to these terms and logos.

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, and patent-pending intellectual property of Research Affiliates, LLC. (See all applicable US Patents, Patent Publications, and Patent 
Pending intellectual property located at http://www.researchaffiliates.com/Pages/legal.aspx#d, which are fully incorporated herein.)

The views and opinions expressed are those of the author and not necessarily those of Research Affiliates, LLC.  The opinions are subject to change without notice.

©2014 Research Affiliates, LLC. All rights reserved.


