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Target-Date  
Funds:  

Target-date funds (TDFs) are a popular 
investment option in 401(k) plans, but some 
offerings may not be appropriate for fund 
participants. The author contends that plan 
sponsors should more closely evaluate their 
TDFs, using equity exposure, management  
style and fees as major parameters.
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by | Marc A. Fandetti

T arget-date funds (TDFs) have become increasingly important to the re-
tirement security of 401(k) investors. Popularity should not be confused 
with suitability, however. As with any investment option, plan fiduciaries 
have a duty to select and monitor their TDFs according to a prudent and 

informed process.
This article discusses three major features common to the structure of most 

TDFs: (1) current and expected asset allocation, (2) management style and (3) 
fees. It will point out potential flaws in TDF construction and offer a framework 
for evaluating and selecting a TDF along these dimensions.

Key Considerations and 
a Process for Fiduciaries
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Summary
Asset allocation determines risk and, ultimately, return. 

TDFs are invested very aggressively, on average, when com-
pared with defined benefit (DB) pension funds. The present 
levels of public market equity exposure characteristic of the 
average TDF may not be appropriate for all plan populations. 

“Market timing” is very difficult. Even active managers 
generally advise against it. Yet the average TDF, when mea-
sured by assets, uses market timing or tactical asset alloca-
tion (TAA) in an attempt to increase returns. Plan sponsors 
should be skeptical of TDF managers that employ market 
timing. The odds are against them.

In addition, most plan participants need returns that out-
perform market benchmarks. Few DB funds use only active 
management, however, and even fewer use just one invest-
ment company. Yet the average TDF fund uses mostly active 
management and a single investment company. Plan spon-
sors should consider diversifying by manager style and in-
vestment company, as most DB plans do.

Finally, the average TDF is more expensive than most 
mutual funds (as outlined later in this article) and, in our ex-
perience, more expensive than the typical DB pension fund. 
There is little that a plan sponsor seeking some degree of ac-
tive management can do about this in the short term. Fees 
have declined, though, and should continue to do so.

The overwhelming market share enjoyed by the largest 
TDF managers suggests that either all plan sponsors agree 
on appropriate levels of market risk, active management and 
use of proprietary versus outside underlying funds or, more 
likely, that many sponsors have not sufficiently considered 
the unique needs—such as ability to bear risk, industry-spe-

cific retirement age practices and availability of a pension—
of their participants.

The author believes that evaluating a variety of TDF man-
agers distinguished not by fund family but by equity expo-
sure, management style and fees is an imperative for plan 
sponsors. After discussing basic fiduciary duties and poten-
tial TDF design problems, this article provides a framework 
for doing so.

Fiduciary Duties Refresher
The Employee Retirement Income Security Act (ERISA) 

requires that plan sponsors, advisors and other fiduciaries put 
the interest of participants first (act with loyalty), offer and 
monitor a variety of suitable investments (act with prudence) 
with different risk-and-return characteristics, and follow plan 
documents. Plan sponsors and their advisors must evaluate 
the merits of individual investments, including, but not exclu-
sively, their cost, and choose investment alternatives accord-
ing to an informed process. Importantly, this process should 
be repeated periodically and carefully documented.

The multilayered structure of TDFs makes fulfillment of 
fiduciary duties challenging. For this reason, the U.S. Depart-
ment of Labor has advised that plan sponsors, among other 
things, understand TDF investments and how they are pro-
jected to evolve over time, review expenses, consider alterna-
tive funds and employ “effective” employee communications.1

Background
TDFs provide investors with a professionally managed 

“fund of funds” portfolio of various asset classes blended to 
exhibit risk-and-return behavior appropriate for an investor 
expecting to retire in a particular year. For example, a partic-
ipant who today is 12 years from assumed retirement at the 
age of 65 would select (or be assigned to) a “2030” fund. TDFs 
typically rebalance to long-term, strategic asset class targets 
periodically and feature an investment mix that changes ac-
cording to a projected future asset allocation or glide path, 
becoming more conservative (shifting from stocks to bonds) 
over time. Thus a TDF, once chosen, in theory requires no 
further action by the participant. It is “automatic.”

Some TDFs invest to retirement, assuming immediate 
withdrawals at that point. Others invest through the date of 
retirement, assuming later withdrawals or continued desire 
for high growth potential. The to-versus-through designa-
tion is not always informative, however, since the designa-
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tion may not say much about equity 
exposure and risk.

Longer dated TDFs, intended for 
younger investors, are generally in-
vested mostly (almost entirely, in many 
cases) in stocks on the assumption that 
stocks will go up on average over time 
and that younger investors should bal-
ance their human capital (the present 
value of potential future earnings) with 
investment capital.

TDFs have seen enormous growth 
since receiving “safe harbor,” qualified de-
fault investment alternative (QDIA) sta-
tus by the Pension Protection Act of 2006, 
providing plan sponsors with a defense to 
performance-based complaints as long 
as a reasonably prudent TDF is chosen.2 
TDF assets barely totaled $150 billion in 
2007; they now total nearly $1 trillion.3

TDFs can consist of active under-
lying managers, passive managers or 
both. About a decade ago, active man-
agers dominated the marketplace (with 
83% of assets in 2006, according to 
Morningstar).4 Passive managers have 
closed the gap somewhat in the last 
decade or so, reducing the share of all-
active TDFs to just about 60%.5

Together, Vanguard (all passive), Fi-
delity (a mix of passive and active) and 
T. Rowe Price (historically all active but 
recently having added some passive ex-

posure) dominate the TDF market with 
more than  70% of assets. American 
Funds, J.P. Morgan and TIAA account 
for another 15% of TDF assets. In this 
article, these firms are referred to col-
lectively as the Big Six for convenience, 
though Vanguard, with about $280 bil-
lion in assets, has nearly ten times J.P. 
Morgan’s total assets.6

TDFs are a great improvement over 
static, one-size-fits-all “balanced port-
folios” and provide investors seeking 
diversification, professional manage-
ment and gradual risk reduction with 
a convenient alternative to going it 
alone. However, the market share of 
the Big Six and their ultimately very 
similar asset allocations suggest that 
plan sponsors with unique goals or 
plan participant characteristics, such as 
ability to take on risk, industry-specific 
retirement age practices or availability 
of a pension benefit, may need to more 
carefully consider alternatives to the 
current marketplace consensus.

Equity Exposure
The typical DB pension fund, in-

tended to operate in perpetuity, allo-
cates approximately 60-70% of its as-
sets7 to equities and equitylike (riskier, 
growth-oriented) asset classes and the 
remainder to more conservative as-

set classes, including government and 
corporate bonds. Longer dated TDFs, 
however, routinely allocate 80% or 
more to equities, as shown in Table I.

The premise behind high equity al-
locations for younger investors is rea-
sonable: Stocks tend to go up over time 
as the economy and company earnings 
grow, and investors with longer hori-
zons can, in theory, tolerate even siz-
able market declines as long as recovery 
follows. And investors should diversify 
their relatively high stock of “human 
capital” with other investments, like 
stocks. In some cases, though, TDF 
stock exposure may be too high.

Consider that pension funds, unlike 
individual 401(k) plan accounts, are in-
tended to operate indefinitely and can in 
theory take more risk than any individu-
al. Table I shows equity exposure by TDF 
for each of the Big Six. Taking 70% equi-
ties as reasonable for a long-term invest-
ment pool like a pension fund, we find 
that stock levels are well above this target 
for all TDF families beyond 2030 funds.

Consider also that the typical pen-
sion fund participant is approximately 
50 years old and eligible to retire in 
about 15 years and that the assets in-
vested on his or her behalf are allocated 
roughly 65% to riskier investments. The 
same investor, if assigned to a 2030 or 

TABLE I
Equity Exposure (Percentage) by Target-Date Fund (TDF) Family and Fund as of December 31, 2017
Fund Family/Strategy Income* 2010 2020 2030 2040 2050 2060
Vanguard 29% 29% 53% 69% 84% 88% 88%
Fidelity Freedom 23% 41% 56% 74% 87% 87% 88%
T. Rowe Price  None 41% 58% 73% 84% 86% 86%
TIAA Lifecycle 37% 40% 51% 68% 84% 90% 91%
J.P.Morgan SmartRetirement 35% NA 48% 66% 80% 82% 90%
American Funds None 41% 48% 69% 82% 84% 84%
*An “income” fund, where applicable, is intended for retirees. “None” indicates no offering.
Source: Morningstar. Exposures rounded to the nearest whole number. 
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2035 TDF, would be exposed to 70-75% equities—a meaning-
ful “overweight” to stocks relative to DB plans. In 2008, when 
the broad U.S. stock market declined by about 37%, this over-
weight harmed retirement prospects. While the typical pen-
sion fund lost between 20% and 30%, the average 2030 and 
2035 Big Six TDF losses were 35% and 36%, respectively.8 TDF 
losses in 2008 were, on average, equal to or greater than those 
experienced by the S&P 500, despite their diversification.

If an investor or sponsor believes that stocks will continue 
to both go up over time and outperform bonds, extreme eq-
uity levels may be rewarded. But such an investor should be 
prepared for extreme volatility as well.

As currently structured, most TDFs will continue to be-
have mostly like equities in both good and bad markets.

Tactical Asset Allocation (TAA)
With the exception of Vanguard, each of the Big Six TDF 

managers employs a form of active management known as 
TAA. That is, they change long-term asset class weights in 
an attempt to outperform a strategic asset allocation mix 
or benchmark (such as by moving more money to equities 
when the manager expects equities to outperform other as-
set classes). TAA is, of course, just market timing and is very 
hard to execute successfully—much harder than traditional 
active bond or stock management, since it involves a small 

number of very concentrated active “bets” that must be 
timed nearly perfectly. The ability of TAA to generate excess 
returns consistently is doubtful.9

Active Management
Few professionally managed DB pension funds employ 

active management exclusively.10 Recognizing that some as-
set classes are more fertile ground for a skilled active man-
ager than others, DB plan sponsors tend to use a blend of 
active and passive management. The largest TDF managers 
by assets, other than Vanguard, have reached the opposite 
conclusion, however: They use mostly active management.

The theoretical case for active management in all or nearly 
all asset classes is weak, and the case for active management 
by one firm, exclusively, is also weak.

When evaluating the prospects of active management, 
it is useful to keep in mind that the average active manager 
must underperform, after fees.11 This is because the market 
is, by definition, made up of all investors, and the outperfor-
mance of one comes at the expense of another. The average 
manager neither wins nor loses—again, by definition—but 
after fees it underperforms its benchmark.

Considering the difficulty of active management, the rar-
ity of true active manager skill and the case for passive man-
agement in more liquid, analyzed and, thus, “efficient” asset 
classes, a combination of passive and active management 
may be preferable.

Use of Proprietary Funds
The largest TDF offerings of the Big Six TDF managers 

consist entirely of affiliated funds; they use no outside man-
agers.

In the case of an index TDF, this is not troublesome, pro-
viding the index manager is proven.

In the case of a partially or completely actively managed 
TDF, however, the use of one management firm across a 
dozen or more actively managed strategies is problematic: A 
professionally managed pension fund, recognizing the rar-
ity of active manager skill and the importance of manager 
diversification, would likely not make a concentrated bet on 
a single organization.

For the same strong theoretical reasons that an investor 
should favor both active and passive underlying TDF man-
agers, plan sponsors might consider a TDF family that uses 
multiple managers.

takeaways
•  Plan fiduciaries have a duty to use a prudent and informed 

process to select and monitor the target-date funds (TDFs) in 
their 401(k) plans.

•  TDFs provide investors with a professionally managed “fund 
of funds” portfolio of various asset classes blended to exhibit 
risk-and-return behavior appropriate for an investor expecting 
to retire in a particular year.

•  TDF assets have grown from $150 billion in 2007 to nearly $1 
trillion.

•  TDFs are invested very aggressively, on average, when 
compared with defined benefit pension funds, and the levels 
of exposure to public market equities may not be appropriate 
for all plan participants.

•  Although fees are declining, the average TDF is more expen-
sive than most mutual funds.

•  The use of proprietary funds is another factor plan sponsors 
should consider when evaluating TDF providers.
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Fees
TDF fees continue to fall. At the end of 

2016, the average asset-weighted expense 
ratio was 0.71%, according to Morning-
star,12 while as recently as 2011, the aver-
age was 1%. This improvement is due, in 
part, to the increased use of passive funds 
but also to fee reductions. The trend is 
positive, but on average TDFs remain as 
or more expensive than actively man-
aged mutual funds. The average 401(k) 
equity mutual fund management fee is 
about 0.48%, and the average bond fund 
fee 0.35%.13 The average TDF fee of about 
0.70% thus seems high relative to any 
blend of stock and bond funds, even ac-
counting for strategic asset allocation ad-
vice, rebalancing and other features like 
TAA, which as we have discussed may or 
may not add value over time.

Fees are one consideration among 
many. Plan sponsors should consider 
other factors. However, all else equal, 
lower cost TDFs should be preferred to 
higher cost TDFs.

Simple Framework  
for Evaluating TDFs

TDFs have many virtues, but the 
typical TDF may not be suitable for 
some plans. Plan sponsors should com-
pare TDF alternatives based on equity 
exposure, management style (use of ac-

tive management, proprietary manag-
ers and market timing) and fees.

Table II provides an example of how 
such information can be summarized 
and evaluated for a 2030 fund. (An ac-
tual analysis would consist of all fund 
“years” that a TDF manager offers.)

In this example, Manager 4 appears 
to satisfy the largest number of crite-
ria—with the lowest allocation to equi-
ties, no use of proprietary funds or mar-
ket timing, a lower percentage of assets 
actively managed and the lowest fees.

This framework, or something like it, 
can help to focus a TDF manager search 
by narrowing an initial field of potential 
investment companies to a manageable 
handful of candidates for more intensive 
qualitative analysis, such as evaluation 
of the portfolio management team’s ex-
perience, philosophy and process.

Importantly, whatever the frame-
work employed, the selection process 

should be documented and repeated 
periodically.  
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TABLE II
Target-Date Fund (TDF) 2030 Hypothetical Manager Characteristics Summary
 Percentage  Percentage Percentage of Use of 
Fund Invested in  Invested in  Investments Market Timing Fees (Percentage 

Manager Equities  Proprietary Funds  Actively Managed (Yes/No) of Assets)*

Manager 1 79% 100% 93% Yes 0.45%
Manager 2 74% 100% 100% Yes 0.42%
Manager 3 71% 100% 5% No 0.41%
Manager 4 71% 0% 64% No 0.40%

*Lowest gross expense share class should be used for comparison purposes. Net expense (after refunded “revenue sharing”) may be lower.
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