Measuring Target Date Fund Performance

Target date fund performance is reported as time-weighted return that removes the effects of contributions, but
wealth — the most important consideration — is most accurately reported as dollar-weighted return.

Ron Surz

is president of Target Date Solutions, developer of the patented Safe Landing Glide Path, Soteria personalized
target date accounts, and Age Sage do-it-yourself investing. He is also co-host of the Baby Boomer Investing Show.
His passion is helping his fellow baby boomers at this critical time in their lives when they are relying on their
lifetime savings to support a retirement with dignity, so he wrote a book Baby Boomer Investing in the Perilous
2020s and he provides a financial educational curriculum

* The practice of reporting time-weighted returns yet reporting the most informative performance results.
does little to encourage savings.
Participants in TDFs receive the standard time-weighted
* Dollar-weighted returns measure the effects of sav-  returns (TWRs) that are designed to eliminate the effects
ings. Wealth is mostly earned with savings, and not  of savings. Contributions have no effect on TWRs, so
losing them. everyone in a particular TDF earns the same TWR. This
makes it easy to calculate, but it misses a very important
» Target date fund designers ignore the effects of sav-  determinant of wealth, namely contributions.
ings, and sequence of return risk.
But there is a way to incorporate the effects of contrib-
At $3.5 trillion and growing, target date funds (TDFs) utions into the reported performance number. Dollar-
are the big deal in 401(k) plans, yet the industry is not weighted returns (DWRs) combine the effects of
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investment performance with the impacts of the amounts
and timing of contributions.

A BETTER RATE OF RETURN MEASURE
FOR TDFS

Accordingly, DWRs are a more informative perform-
ance measure for TDFs because they help participants
recognize the efficacy of savings. Each DWR is unique
to the participant, so there are as many DWRs as there
are participants.

There is a hierarchy of importance in wealth accumula-
tion. When the horizon to the target date is long, invest-
ment performance matters more than contributions
because there’s more time for compounding. But as the
horizon shortens to less than 20 years, contributions are
more important than returns.

The following table produced by Craig Israelsen' shows
that savings take on a critical role as we age. The older
we get, the more important savings becomes, and returns
become less important.

Most of us don’t save much when we’re young. Saving
early is smart, but uncommon. Retirement starts to be-
come real as we age. Contribution limits increase to en-
courage savings. As the table shows, our savings rate is
the critical factor at the time that most of us begin saving
in earnest for retirement, later in life. Returns matter
less, until we stop saving — at retirement — at which time
protection is critical. As savings end and we move from
working life to retirement, protecting those savings is
imperative for retirement with dignity.

Risk might help you become rich as you accumulate
wealth but protecting wealth at its peak keeps you rich.

EXAMPLE OF THE DIFFERENCE BETWEEN A
TIME-WEIGHTED RETURN AND A
DOLLAR-WEIGHTED RETURN

Here’s an example of the differences (Olsen, 2021).

To help explain the difference between time-weighted
and money-weighted returns, let’s imagine an investor
who made three trades in a particular stock over a period
of two years. Let’s assume that:

e On December 1st 2015, the investor invested $1,000
to buy 1,000 units of StockABC at $1.00 per share

*  On December 1st 2016, they bought another 1,000
units of StockABC at a price of $2.00 per share
(spending $2,000)

e On December 1st 2017 the investor sold their entire
holding of 2,000 StockABC shares after the price
fell to $1.25

In this scenario, the investor lost $500 in this portfolio
over the two years.

Here’s how the return numbers for each of these per-
formance methodologies differ in this instance:

* Money-weighted return: -12.77% p.a.

* Time-weighted (CAGR) return: 11.80% p.a.

The Savings Matrix
The Importance of Saving More Increases With Age

Table 1

i Retirement Portfolio Value at Age 65
Age When Starting to
Save for Retirement 6% Savings Rate 6% Savings Rate 10% Savings Rate
6% Portfolio Return 10% Portfolio Return 6% Portfolio Return
25 491,658 1,259,917 819,429
35 311,971 605,655 519,952
45 177,128 266,657 295,214
55 75,937 91,010 126,562
Source: Israelsen
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Despite the investor losing money on the portfolio,
the time-weighted return was positive. This is be-
cause the time-weighted return is only measuring
the underlying performance of the shares held in the
portfolio and not the actions of the investor buying
into or out of those shares (inflows and outflows) or
the impact of the size of those actions over the
period being measured.

TDF DESIGN IGNORES THE IMPORTANCE OF
SAVINGS

Retirement researchers have identified two interrelated
concepts (Katz, 2022) and (Surz, 2021). Losses suffered
in the five years before and after retirement (the Risk
Zone) can undermine retirement with dignity. Because
losses matter most in this time period, it’s called
Sequence of Return Risk; it might also be called “Risk
of Ruin.” In the absence of cash flows return sequence
doesn’t matter, but withdrawals in retirement make early
returns more important, as shown in the Figure 2.

Most TDFs ignore these risks of loss by being 85% risky
in the Risk Zone, with 50% in equities and 35% in risky
long-term bonds. T. Rowe Price, one of the Big 3 TDF
providers, defends this practice (Clark, et. al, 2020).

T. Rowe argues that participants can afford risk near re-
tirement because they are wealthier for taking risk over
their savings lifetime - their cumulative returns leading
up to retirement are expected to be high. But TDF par-
ticipants do not earn the returns reported by fund com-
panies.

Designers of target date funds (TDFs) argue that partic-
ipants can and should compensate for inadequate sav-
ings by earning higher returns on those savings — by
taking risk. But an SEC report on “Perspectives on Re-
tirement Readiness™ says the solution is not to increase
investment risk. Rather, the solution is modifying be-
havior by encouraging participants to save more. This
is what plan designers are doing with these four plan
features:

Savings are encouraged in four ways:
e Auto enrollment
* Auto escalation

e Education

Contribution matches

Sequence of Return Risk

This chart shows two 30-year income

$1,000,000
scenarios. The red line shows a withdrawal
plan that started off with three years of
negative returr]s in a row. The b.lue line R
represents a withdrawal plan with the
negative years at the end.
Both plans started with $250,000 and both $500,000

took out $12,500 per year ($1042/month)
inflated by 3% for inflation. No other
actions were taken to manage income
withdrawals.

Both plans had a 6.6% average annual rate
of return on the underlying investment for
the 30-year period.
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Participants are encouraged to save early in life and to
contribute generously and are given tools like this DOL
calculator® to determine how much they need to contrib-
ute to support a desired level of spending in retirement.

A video interview by ETFGuide* discusses the amount
that needs to be saved to retire with dignity. A rule of
thumb is that you need to save 22 times your desired
spending, so for example $2.2 million supports
$100,000 spending per year. A typical participant will
want to save 10-15% of pay in a 401(k) plan and to start
saving while young.

Of course, you want to earn a decent return on your con-
tributions, but that’s not nearly as important as TDF pro-
viders would like you to believe.

CONCLUSION

The prescription for a retirement with dignity is simple:
(1) save enough and (2) don’t lose those savings. Similar
to the police motto “Serve and protect,” the retirement
investor motto is “Save and protect.” Risking lifetime
savings in the Risk Zone is a bad gamble, even though
it has paid off over the past decade. The “Roaring
2010s” has set the stage for the “Depressing 2020s.”

The TDF industry is taking a lot of risk for those near
retirement. The wisdom of that bet is changing. Interest
rates are going up and stock market bubbles are bursting.
We will see a repeat of the 2008 disastrous losses and
this time it will be worse because bonds no longer de-
fend and TDFs are now $3.5 trillion versus $200 billion
in 2008.

There are a few TDFs that defend at the target date. The
most notable is the $800 billion Federal Thrift Savings
Plan (TSP). It is 70% safe at the target date in the gov-
ernment guaranteed G fund. Another example is the Of-
fice and Professional Employees International Union
(OPEIU), one of the largest AFL-CIO unions (the author
manages this). There are two distinct TDF designs with
materially different objectives. A financial engineer de-
signs safety at the target date, while an investment man-
ager designs profit.

Some say that fiduciaries don’t know or care about TDF
risk (Surz, 2022). That will change. Let the lessons
begin. DWRs would help participants manage toward a
retirement with dignity.
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