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Target-date funds, which become increasingly conservative 
over time by periodically reducing the proportion of stocks 
and increasing the proportion of bonds in the portfolio, 
currently are a core product for individuals saving for re-
tirement. Here, Javier Estrada takes us through the ben-
efits they provide investors with, as well as the important 
cost they can impose, namely, a smaller nest egg than could 
be obtained with strategies that make a portfolio increas-
ingly aggressive over time. These contrarian strategies are 
not difficult for individuals to implement and, even more 
importantly, the industry should be able to provide them 
neatly packaged in a product.

It is becoming increasingly the case that individuals have 
to decide how to invest the forced savings their employ-
ers set apart for their retirement. Defined-benefit pension 

plans are slowly but safely giving way to defined-contribu-
tion pension plans, and the latter more often than not require 
that individuals decide how to invest those savings.1 Sadly, the 
vast majority of individuals have little to no idea about how to 
make this decision wisely, fail to make any choice, and their 
savings are allocated to some default option.

In the US, the passage of the Pension Protection Act of 
2006 made target-date or lifecycle funds a Qualified Default 

Investment Alternative, thus making it possible for employ-
ers to allocate to these funds the savings of employees that 
make no investment decisions. As a result of this Act, target-
date funds in the US grew from $71 billion at the end of 2005 
to $378 billion at the end of 2011 and have become the most 
popular default option for employers.

Target-date funds are funds that become increasingly con-
servative as the retirement date approaches, largely by real-
locating capital from stocks to bonds and cash, and are based 
on the seemingly plausible idea that investors are able to take 
larger risks when they are young than when they are ap-
proaching retirement. Is it possible that despite their popu-
larity and many valuable characteristics these funds could be 
detrimental to investors? This is the central question explored 
in this article.

Lifecycle Strategies and Glidepaths
Lifecycle strategies, on which target-date funds are based, grad-
ually decrease a portfolio’s exposure to stocks, and increase its 
exposure to bonds, thus making the portfolio increasingly con-
servative over time. Perhaps the best known application of this 
strategy is the so-called “age in bonds” rule, which suggests that 
the proportion of bonds in an individual’s portfolio should be 
equal to his age, and that of stocks equal to 100 minus his age. 
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Furthermore, individuals do not have 
to periodically rebalance their portfolio; 
a fund manager does it for them. In ad-
dition, this rebalancing is implement-
ed according to a pre-set glidepath, thus 
preventing individuals from engaging 
in an asset reallocation based on what 
they view as the appropriate exposure 
to stocks and bonds at the time of re-
balancing. The evidence overwhelm-
ingly shows that this results in a typical 
buy-high-sell-low behaviour. In short, 
target-date funds impose badly needed 
discipline on individuals.

Finally, target-date funds simply feel 
right. It seems natural to most individuals 
to bear some short-term volatility in ex-
change for some long-term appreciation 
when they are young; and to protect their 
savings as they approach retirement, so as 

The Good
There is no question that target-date 
funds are beneficial to many individ-
uals, particularly to those that lack the 
knowledge to understand the pros and 
cons of the thousands of financial prod-
ucts in the market, and therefore are not 
able to put some of them together in a 
sensible portfolio. Target-date funds 
provide individuals with a simple, one-
stop shopping alternative to accumulate 
all savings in just one fund. Furthermore, 
these funds provide diversification both 
between and within the two major asset 
classes, exposing investors to a diversi-
fied portfolio of both stocks and bonds. 
Importantly, this diversification is pro-
vided at a much lower cost than what an 
individual would have to bear to put to-
gether the same portfolio.

Thus, an individual should have a 70-30 
stock-bond allocation when he is 30 and 
a 35-65 allocation when he is 65. Some 
more aggressive variations of this rule are 
also popular, such as exposure to stocks 
equal to 110–Age or 120–Age, but their 
common characteristic is a declining-
equity glidepath.

A glidepath is the relationship between 
a fund’s asset allocation and an individu-
al’s age or number of years to retirement. 
To illustrate, based on a retirement age 
of 65, Vanguard maintains a 90% equity 
exposure through age 40 (the remain-
ing 10% being allocated to investment-
grade bonds), gradually declines to a 
30% equity exposure through age 72 (the 
rest being allocated 45% to investment-
grade bonds, 20% to TIPS [Treasure 
Inflated Protection Securities], and 5% 
to cash), and keeps the asset allocation 
constant from that point on. Glidepaths 
may vary considerably across target-date 
fund providers, but all of them share two 
characteristics: First, they all periodical-
ly decrease the equity allocation and in-
crease the bond allocation, thus becom-
ing increasingly conservative over time; 
and second, the asset allocation is ad-
justed exclusively as a function of the 
number of years to retirement.

Target-date funds are 
funds that become 
increasingly conservative 
as the retirement date 
approaches, largely by 
reallocating capital from 
stocks to bonds and cash, 
and are based on the 
seemingly plausible idea 
that investors are able to 
take larger risks when they 
are young.
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to avoid suffering a year like 2008 with 
little or no time left to recover.

The Bad
We will focus here on two issues, one 
from the perspective of the industry and 
the other from the perspective of in-
vestors. Regarding the former, recall 
that target-date funds determine their 
asset allocation based exclusively on 
the number of years to retirement. The 
holding period is in fact a very important 
variable when making investment deci-
sions, but so is an individual’s ability to 
tolerate risk; having a 30% equity ex-
posure by the retirement date may be 
too aggressive for some individuals and 
too conservative for others. Ideally, for 
any given retirement year, the industry 
should provide at least an aggressive, a 
moderate, and a conservative fund for 
individuals to choose from.

From the perspective of investors, 
target-date funds are designed to be 
one-stop-shopping funds, in which all 
the savings for retirement are accumu-
lated. Unfortunately, most individuals 
do not use them that way. Rather, they 
use them as one of the (perhaps many) 
funds in their portfolio, thus throw-
ing into disarray whatever asset alloca-
tion the target-date fund manager may 
have planned for the investors in his 

fund. Ideally, individuals should know 
rather precisely their asset allocation at 
any point in time (simply by observing 
their target-date fund’s asset allocation), 
but because they typically own several 
funds, they fail to know this critically 
important variable most of the time.

The Ugly
The main cost that target-date funds 
impose on investors however affects a 
critical variable, the size of the nest egg 
upon retirement, and it is the conse-
quence of an asset allocation based on 
a lifecycle strategy.2 This strategy has a 
high exposure to stocks when individu-
als are young and their capital is small, 
and a low exposure to stocks when in-
dividuals are older and their accumulat-
ed capital is much larger. In other words, 
they expose a smaller capital to a higher 
expected return and a larger capital to a 
lower expected return, with the obvious 
negative effect on capital accumulation.

To assess the impact of this short-
coming consider Exhibit 1. The individ-
ual considered here has a working life of 
40 years and makes 40 annual contribu-
tions to his retirement fund. Each year he 
contributes an inflation-adjusted lump 
sum of $1,000, and rebalances his port-
folio between stocks and bonds at the 
same time, for a cumulative contribution 

of $40,000 in real terms. For Europe as 
a whole, 71 historical 40-year working 
lifetimes are considered, 1900-1939, 
1901-1940,…, 1970-2009. The focus 
of the analysis is on the series that col-
lects the terminal wealth (the capital ac-
cumulated at retirement) across the 71 
working lifetimes considered.

Four lifecycle strategies are con-
sidered in the exhibit: 100-0, 90-10, 
80-20, and 70-30. These numbers in-
dicate the exposure to stocks at the be-
ginning and at the end of the average 
40-year lifetime; hence, 90-10 indi-
cates that an individual begins with a 
90% exposure to stocks (hence a 10% 
exposure to bonds) and 40 years later 
he has a 10% exposure to stocks (hence 
a 90% exposure to bonds). In between, 
the individual switches periodically 
and linearly away from stocks and into 
bonds, thus making his portfolio more 
conservative over time.

These four lifecycle strategies are 
evaluated against their respective mirrors 
(0-100, 10-90, 20-80, and 30-70); that 
is, contrarian strategies that have the op-
posite allocation to stocks and bonds year 
after year. Importantly, note that these 
strategies become more aggressive over 
time; that is, they increase the allocation 
to stocks and decrease the allocation to 
bonds as the working lifetime goes on.

Exhibit 1: Terminal Wealth (Thousands of Dollars)

100 - 0 0 - 100 90 - 10 10 - 90 80 - 20 20 - 80 70 - 30 30 - 70 50 x 40 60 x 40

Mean 104.2 127.2 106.3 124.5 108.4 122.0 110.5 119.6 114.9 127.5

Median 89.0 115.4 89.2 105.8 90.2 102.8 88.0 99.8 93.3 110.1

P1 16.8 21.6 17.3 21.1 17.7 20.6 18.2 20.1 19.1 20.3

P10 21.0 32.1 22.0 31.2 23.0 30.2 24.1 28.9 26.4 28.7
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50-60%. At the same time, the industry 
could provide target-date funds that peri-
odically increase their exposure to stocks, 
thus becoming increasingly aggressive 
over time; the market will then decide 
whether these funds are a plausible alter-
native when saving for retirement.
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A contrarian strategy may sound like 
a crazy approach to follow, but the ev-
idence says otherwise. Comparing the 
(mean and median) size of the nest egg 
upon retirement, the exhibit clearly 
shows that lifecycle strategies under-
perform contrarian strategies; without 
exception, the four lifecycle strate-
gies considered left individuals with a 
smaller (mean and median) retirement 
fund that their respective mirrors. In 
other words, if the goal of an individual 
during his working years is to build the 
largest possible nest egg, he should in-
crease his allocation to stocks (and de-
crease that to bonds) over time, which is 
the opposite of what lifecycle strategies 
(hence target-date funds) do.

The last two columns of Exhibit 1 
show two static or balanced strate-
gies, with a constant exposure of 50% 
(50×40) and 60% (60×40) to stocks 
during the 40-year working lifetime, 
with the rest invested in bonds. As the 
mean and median figures show, these 
very simple strategies also outperformed 
lifecycle strategies in terms of (mean 
and median) capital accumulation.

But what about risk? What would 
happen to a retiree heavily exposed to 
stocks if he happens to retire in a year 
like 2008? The P1 figures in the exhibit 
show the size of the nest egg at the end 
of the worst 1% of all retirement periods 
considered, which amounts to the 

historical worst-case scenario. As the 
exhibit shows, in all cases both contrar-
ian and static strategies left individuals 
with a bigger nest egg than did lifecycle 
strategies. The results are similar if the 
focus is on the size of the nest egg at the 
end of the worst 10% of all retirement 
periods considered (P10); that is, in all 
cases lifecycle strategies underper-
formed both contrarian and static strat-
egies in the sense of leaving individuals 
with a smaller nest egg. Put different-
ly, if risk is thought of as the size of the 
nest egg in very bad periods, then life-
cycle strategies are riskier than contrar-
ian and static strategies simply because 
they leave individuals with less money.

How can this be? These results are 
explained by two facts. First, years like 
2008 are extremely unlikely; they are 
ugly when they happen but they happen 
extremely rarely. Second, if you go up 
100 steps and fall 20, you end up at a 
higher level than if you went up 70 steps 
without ever falling. In other words, 
portfolios that have an increasing expo-
sure to stocks may fall by a large amount 
by the end of the retirement period, but 
they do so after having accumulated 
more capital, and therefore end with a 
bigger nest egg, than portfolios heavily 
invested in bonds. In yet other words, 
the investment results accumulated over 
a working lifetime from a portfolio with 
an increasing exposure to stocks are 
likely to more than offset potential bad 
luck towards the end of the road.

A Final Word
Target-date funds are beneficial to in-
dividuals in many ways, and yet they are 
detrimental in some others. Their main 
shortcoming is that they are likely to leave 
individuals with a smaller nest egg than 
they could have, both on average and in 
particularly bad times. To overcome this 
limitation individuals could choose to 
invest their capital for retirement in static 
or balanced funds that maintain a con-
stant exposure to stocks of no less than 

The investment results 
accumulated over a 
working lifetime from 
a portfolio with an 
increasing exposure to 
stocks are likely to more 
than offset potential bad 
luck towards the end of 
the road.


