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TDF glide path with relatively high levels of risk for much of the 
time.1 The other option, now much discussed, is the need to 
work past the age of 65.

We believe that the debate about appropriate levels of risk in de-
fault funds must also incorporate a discussion of savings. The De-
fined Contribution plan is merely one component of providing for 
retirement. The other parts are personal savings, social security 
and the defined benefit plan (if any). Plan sponsors and service 
providers must all do a better job of helping individuals under-
stand all components of providing for retirement and articulating 
the tradeoff between lower risk and the need for higher savings.

Diversification: Did It Help Or Hurt in 2008? One of the 
many unpleasant lessons learned or relearned, in 2008 was 
that correlations increase with volatility, and many of the assets 
that TDF managers and other institutional investors included in 
their portfolios actually underperformed the very asset classes 
they were supposed to protect investors from. For example, 

be unable to retire because prior default choices (stable value 
and money market funds) generated insufficient returns to 
provide for retirement security. 

Managing the important tradeoff between protecting principal 
in stable value and money market funds and generating higher 
returns in target date funds or other QDIAs is the subject of 
much debate right now. But often overlooked in the debate 
about the appropriate level of risk and return in default funds 
is the crucial role that the savings rate plays. Essentially, the 
greater the certainty of outcome (and therefore the less risk 
taken in the equity market), the higher the savings which are 
required to reach the same expected outcome (because the 
assumed returns are lower than those from the equity market). 
We calculate that if  DC participants wanted a more certain 
outcome (investing in stable value), they would have to approxi-
mately double their savings rate to generate the same expected 
outcome than if they invested in a 60/40 balanced fund. And we 
also know that participants, on average, currently save barely 
enough to generate income replacement of 40% from their 
401(k) savings if they have invested their assets in a typical 
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Figure 2: Participant self-allocation results

Age Average Balance Equity Bonds Cash Balanced

9/30/2008 9/30/2008 9/30/2008 9/30/2008 9/30/2008

23 $2,310 70% 7% 2% 22%

28 $10,370 71% 8% 2% 19%

33 $24,935 72% 9% 4% 15%

38 $42,715 72% 10% 5% 13%

43 $63,171 72% 11% 6% 11%

48 $89,992 69% 13% 7% 11%

53 $121,588 66% 16% 8% 10%

58 $156,164 62% 19% 9% 10%

63 $191,.685 58% 23% 11% 8%

65 $198,391 58% 23% 11% 8%

Source: J.P. Morgan Asset Management 
The above information is shown for illustrative purposes only. Past performance is not indicative of future results.
Notes: Participant allocations were averaged and then normalized for each average age shown. Participant data is representative of a large plan that has in excess of 100,000 employees, for which J.P. Morgan Retirement 
Plan Services is the administrator.

1 Ready! Fire! Aim?, J.P. Morgan Asset Management, October 2007
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What Changes Can We Anticipate Going Forward? To date, 
there have been relatively few changes in either participant or 
plan sponsor behavior. Participants, with the exception of those 
closest to retirement, have continued to make steady contribu-
tions into TDFs. We, and other TDF managers, have observed 
very small withdrawals from funds intended for those closest to 
retirement (2010, 2015, and to a lesser extent 2020) but we do 
not know if these withdrawals are due to participants’ decision 
to move to less risky asset classes overall or whether they have 
retired or otherwise separated from their plans. Participants 
appear to be staying the course, perhaps because they are ob-
serving the investment outcomes in TDFs and deciding that they 
still believe that these funds do a better job than the partici-
pants could do by themselves.

U.S. small cap equities, international equities, emerging market 
equities, and REITs all underperformed the S&P 500, and so the 
more diversification a manager had into these “diversifying” as-
set classes, the worse the performance. Bond sectors behaved 
the same way, with high yield, emerging market debt, and TIPS 
underperforming the Barclays Capital Aggregate index.
So did all TDFs with more diversification do worse than those, 
typically index funds, with less? Somewhat surprisingly, the 
answer is no. Diversification moves out the efficient frontier, 
allowing a manager or sponsor to choose between a portfolio 
with higher expected returns and the same amount of expected 
risk, or to choose a portfolio with the same expected return 
and lower risk than they would have been able to achieve in an 
undiversified portfolio (See Figure 3). In 2008, managers who 
chose to use diversification to lower risk did relatively well, 
especially compared to those who used diversification to try to 
increase returns.

Put another way, managers who diversified out of equities and 
into diversifying assets like high yield, emerging market debt 
and direct real estate did better than managers with higher 
equity weightings, but those that diversified out of fixed income 
into these same asset classes typically suffered larger losses, as 
Figure 4 illustrates.

In addition, many plan sponsors are asking whether active 
management makes sense in TDFs, given the higher fees and 
greater risk of under-performance. We believe that plan spon-
sors should first and foremost determine which glide path 
makes most sense for their participants, and then determine 
how best to implement that glide path—with active strategies, 
passive strategies, or some combination of both. Of course in 
some asset classes like Real Estate, High Yield, and Emerg-
ing Markets Debt and Equity, it may be difficult to build index 
strategies. In others, plan sponsors will have to decide on a 
case by case basis how much active management they want to 
maximize net-of-fee risk adjusted returns.

Target Date Investing

Figure 3: Diversified and concentrated portfolio efficient  
frontier analysis

Concentrated Portfolio 2015:
Expected Return: 7.6%
Expected Risk: 8.8%
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Diversified Portfolio 2015:
Expected Return: 7.6%
Expected Risk: 7.6%

Concentrated Frontier includes:•	
Domestic large and  ––
small cap equities
International & emerging  ––
markets equity
U.S. Fixed Income––

Diversified Frontier also includes:•	
U.S. REITs––
High Yield Fixed Income––
Emerging Markets Debt––
Direct Real Estate––

Source: J.P. Morgan Capital Market Assumptions. The assumptions are presented for illustrative purposes 
only. They must not be used, or relied upon, to make investment decisions. The assumptions are not 
meant to be a representation of, nor should they be interpreted as J.P. Morgan investment recommen-
dations. Allocations, assumptions, and expected returns are not meant to represent any J.P. Morgan 
portfolio. Please note all information shown is based on assumptions, therefore, exclusive reliance 
on these assumptions is incomplete and not advised. The assumptions should not be relied upon as a 
recommendation to invest in any particular asset class. The individual asset class assumptions are not 
a promise of future performance. Note that these asset class assumptions are passive only; they do not 
consider the impact of active management.
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would be whether it can find a more efficient way to protect the 
funds closest to their retirement date against continued nega-
tive risk. We will certainly be pursuing this topic in our formal 
research going forward. 

Likewise, we believe that many plan sponsors may be question-
ing whether the glide path represented by their TDF choice 
produces their desired risk-adjusted returns. If many plan spon-
sors are re-assessing their DB asset allocations with a renewed 
focus on downside risk management, we think it is likely that 
this should extend to TDFs offered in a DC plan lineup. TDFs us-
ing an institutional approach to asset allocation and diversifica-
tion will, we think, emerge as strategies that will stand up to the 
rigors and stresses of challenging markets going forward.

In dozens of conversations over the past six months, plan spon-
sors, too, continue to say that they believe that the changes 
they have made to their plans over the past few years, such 
as participant auto-enrollment, contribution auto-escalation, 
and the designation of QDIAs, should improve results for their 
participants. We observe greater interest from plan sponsors 
in understanding exactly how their TDF relates to their overall 
plan design and objectives, and we hope that one of the results 
of this very difficult market cycle will be a renewed focus on un-
derstanding the consequences of asset allocation choices made 
by TDF managers. All TDFs are not created equal and different 
funds will be a better match for different plan sponsors.

To date, TDF managers themselves seem to be making very few 
changes to their asset allocation glide paths. We believe that 
managers are reviewing and testing their asset allocation mod-
els to see if fundamental assumptions about asset class returns 
and volatility would drive a different glide path. In the interim, 
they likely have decided to keep intact their overall weightings 
to risk assets. However, an important question for the industry 
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Figure 4: Index returns as of December 31, 2008

Traditional  
Asset Classes

 
1 Year

Extended  
Asset Classes

 
1 Year

S&P 500 -37.00% MSCI REIT -37.97%

Frank Russell 2000 -33.79% GPR 250  
Global ex. U.S.

-50.32%

MSCI EAFE -43.38% MSCI EM Free -53.18%

Barclays Capital  
Aggregate

5.24% Barclays Capital  
Corporate High Yield

-26.16%

Ibbotson U.S.  
Treasury Bills

1.69% J. P. Morgan  
EMBI Global

-10.91%

Barclays Capital  
U.S. TIPS

-2.35%

NCREIF -6.46%

Source: J. P. Morgan Asset Management. Index returns are shown for the one year period ending  
December 31, 2008. 
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