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Satisfy DOL 
Guidelines With 
a Participant-
Focused Approach 
to Evaluating Target 
Date Funds. 

Target date funds have enormous potential 
to make defined contribution plans more 
effective and straightforward for participants. 
But to capture the funds’ benefits — and to 
remain compliant with fiduciary obligations — 
plan sponsors must implement thorough, 
well-documented evaluation procedures. 

The U.S. Department of Labor has made 
it clear that plan sponsors must carefully 
evaluate target date series before adding 
them to a plan’s investment lineup, 
periodically re-evaluate any target date 
funds currently offered by the plan, and 
document the process.1 Yet evaluating and 
understanding target date funds can present 
challenges to plan sponsors. Although the 
funds are designed to make retirement 
investing simple and convenient for plan 
participants, their underlying construction 
can be complex and can vary widely 
among the dozens of series on the market.

We believe that plan sponsors’ evaluation 
process should encompass the following 
five considerations:

1 Participant Needs 

2 Glide Path Construction 

3 Cost Versus Value

4 Quality of Underlying Funds

5 Consistency and Repeatability

This paper walks plan sponsors, consultants 
and retirement plan advisors through each 
component of the evaluation process. 
Thorough, effective target date fund 
evaluation will help plan sponsors fulfill not 
only the letter of the fiduciary rules, but 
also their intent: to give participants the 
best opportunity to meet their retirement 
saving and investing needs.

1 U.S. Dept. of Labor. “Target Date Retirement Funds — Tips for ERISA Plan Fiduciaries,” February 2013.
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Consideration 1: Participant Needs

Participants face two primary risks:

Market risk (volatility of returns)

Longevity risk (threat of outliving savings) 

To address longevity risk, target date series 
seek capital appreciation from stocks and 
other relatively volatile assets. To address 
market risk, they seek stability from fixed 
income and other low-volatility assets.

Target date funds’ challenge is to strike an 
appropriate balance of appreciation and 
stability at each point in participants’ careers: 
one that minimizes longevity risk without 
exposing participants to unmanageable 
levels of market risk at any stage. Two 
types of factors influence the appropriate 
mix of appreciation and stability:

Participant age 

Plan-specific characteristics

Participant age is relatively straightforward: 
Target date series provide high exposure 
to capital appreciation early in investors’ 
careers and gradually exchange it for 
greater stability as investors approach and 
enter retirement. 

Understanding the ways plan-specific 
characteristics should influence glide path 
allocations is complex. Many plan sponsors 
and providers are early in their efforts to 
gauge which participant characteristics to 
consider, and to determine the influence 
on optimal glide path construction. Some 
factors may suggest a particular direction. 
For example, participation in an employee 
stock ownership program (ESOP) may 

suggest a glide path that emphasizes 
stability. But a consensus has yet to emerge 
around the influence of other factors. Some 
sponsors may conclude, for example, that 
low average account balances point toward 
a series that emphasizes capital apprecia-
tion, while others may be drawn to a series 
that emphasizes capital preservation.   

Plan sponsors can prepare themselves for 
this process by putting systems into place 
to gather and process as much data as 
they can about:

Employee age, salary, tenure and 
account balance

Employee and employer contribution rates

Employee eligibility for defined 
benefit plan

Typical participant retirement age

Retirement replacement ratio

Participation in the plan post-retirement

Collecting these data will give plan sponsors 
a better foundation for their engagements 
with consultants and advisors — and will 
demonstrate to regulators that they are 
working to fulfill their fiduciary duties.

IDEAS FOR ACTION

Conduct a plan information audit 
to determine what participant data 
you already have.

Start planning systems to collect the 
participant data listed above.

Early in their careers participants need 
their investments to provide growth 
potential. Over time stability becomes 
more of a priority, but the role of  
appreciation — providing for future 
needs — never disappears entirely.

A Typical Balance of Appreciation and Stability
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“Consider how well the target 
date fund’s characteristics align 
with eligible employees’ ages 
and likely retirement dates.”

– U.S. Department of Labor 
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Consideration 2: Glide Path Construction

The glide path is the heart of a target date 
series. The asset allocation dictated by the 
glide path has the greatest influence on 
participants’ success managing longevity 
and market risk. When evaluating glide 
path construction, plan sponsors should 
consider several factors, including: 

Equity allocations
A glide path should provide a large 
enough stock allocation to protect 
against longevity risk, without exposing 
participants to excessive market risk. 
Providers have differing perspectives on 
what stock allocation best meets these 
goals, however, and the various series on 
the market provide a wide range of stock 
exposures (see “Range of Target Date 
Universe Stock Exposure,” below). 

Note that stock allocation is not a perfect 
proxy for exposure to market risk. Some 
providers may be able to maintain relatively  
high stock allocations while reducing market  
risk by adjusting their mix of stock assets.  
(For more on this topic see “Allocations  
within asset classes” on page 4.) 

Some but not all of the disparity in stock 
allocations among target date series reflects  
the difference between those that invest  

“to” retirement versus “through” retirement. 

Plan sponsors tend to focus intently 
on “to” versus “through.” We believe 
that “through”retirement series are more 
appropriate for most participants. 

“To” strategies typically bring equity 
exposures to low levels at retirement, 
based on the idea that participants will 
roll assets into an individual retirement 
account. A rollover is nothing more than a 
transfer. It does not change the objective 
for which the savings are invested: to 
provide the participant with the optimal 
chance to fund retirement. Allocations 
should meet participants’ needs over their 
actual time horizon, as “through” series  
are designed to do, regardless of the date 
the transfer occurs.

Inclusion of nontraditional 
investments
Providers have very different philosophies 
about the value of including nontraditional 
investments such as commodities, real 
estate, private equity and absolute-return  
vehicles. These options might offer benefits  
such as diversification and inflation 
protection, but they also have downsides, 
including illiquidity and high fees.  

Different providers’ target date series  
vary greatly in their equity exposures,  
even among funds designed for the  
same retirement year. This chart shows 
the stock exposure percentage-point 
differential between the highest and 
lowest fund in each category.

Range of Target Date Universe Stock Exposure
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“ Make sure you understand  
the fund’s glide path.”  

– U.S. Department of Labor 
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Allocations within asset classes 
Providers also take different approaches 
to target date funds’ exposures within the 
major asset classes. 

At the most basic level, providers differ 
about which subsectors to include 
within the major asset classes of stock 
and fixed income. Some providers favor 
large-cap domestic stocks; others hold 
relatively large stakes in small-cap stocks 
and international stocks. Some focus 
on growth-oriented stocks, others on 
more stable, dividend-paying stocks. 
Fixed-income allocations may focus 
almost exclusively on investment-grade 
U.S. securities, or expand into lower 
rated assets such as high-yield bonds, 
leveraged loans and emerging markets 
corporate debt. Plan sponsors should 
understand providers’ rationales for 
including specific types of securities.

Just as important, providers differ on 
whether to adjust suballocations within 
asset classes over time. They take one 
of two approaches:

Static. Some providers leave suballocations 
unchanged throughout the glide path. 
For example, a series’ equity allocation 
might have 60%/20%/20% allocations 
to U.S. large-cap stocks, U.S. small- and 
mid-cap stocks, and international stocks, 
respectively — whether the fund is designed 
for participants retiring in 2015 or 2055. 

Evolving. Other providers tailor their 
suballocations at each point in the glide 
path. We believe that this is more effective 
than a static approach. 

Evolving stock allocations. A target date 
series’ stock allocation might gradually 
shift from an emphasis on higher volatility, 
growth-oriented stocks to an emphasis on 
lower volatility during the course of the 
glide path. 

Evolving fixed-income allocations.
The series might start the glide path 
emphasizing intermediate- and long-
duration government securities, to provide 
the stock-heavy portfolio with a hedge 
against bear markets. As the participant 
approaches and enters retirement, and 
the equity allocation falls, the fund might 
shift to a more diversified bond portfolio 
that includes high-yield bonds, Treasury 
Inflation-Protected Securities and high-
quality short-term securities.

Target date fund providers may evolve 
the allocations within asset classes. 
Doing so can help tailor the balance 
of appreciation and stability based on 
participants’ needs at each stage, as 
shown in this example of the balance of 
objectives pursued by a hypothetical 
target date series. 

An  Evolving Approach to Glide Path Construction
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2 Morningstar, Inc. “2014 Target-Date Series Research Paper,” July 2014.
3 Our research has found that some active managers have consistently beaten the benchmarks. For details, please refer to our white 

papers on The Active AdvantageSM titled “The Active Advantage Can Help Investors Pursue Better Outcomes” and “Expect More  
From the Core,” available in the “Forms & Literature” tab at americanfunds.com/advisor.

Active versus passive management
Plan sponsors do not need to make an 
either-or decision about active versus passive  
management. All but five of the 43 largest 
target date series in 2013 managed at 
least 10% of their assets actively.2 

That said, passive management seems 
to have gained some momentum in 
the marketplace. Indexers commonly 
note that the average active manager 
lags the benchmarks. However, not all 
active managers are average. Capital 
Group research has demonstrated that 
certain active managers have consistently 
produced better results than their 
benchmarks.3 A target date series that 
uses only passive management may miss 
opportunities to manage market risk by 
investing based on individual securities’  
risk characteristics. Additionally, certain 
fund objectives are not achievable using 
passive strategies, such as investing for 
equity income. 

Retirement Efficiency Ratio
The Retirement Efficiency Ratio (RER), a 
metric developed by Capital Group, 
can help plan sponsors determine the 
efficiency with which a glide path  
balances longevity and market risk.  
This ratio measures a target date fund’s 

equity exposure (to indicate its ability to 
address longevity risk) per unit of volatility 
(to measure its exposure to market risk)  
at a given point on the glide path. The  
higher the figure, the more efficiently  
the fund has balanced those risks.

IDEAS FOR ACTION

  Examine the size of stock allocations 
throughout the glide path.

 Search for a series whose 
investments in traditional asset 
classes provide high diversification 
without sacrificing liquidity or 
increasing fees. 

 Seek low-fee, active options that 
can provide opportunities beyond  
benchmarks. 

 Look for a series that takes an 
evolving approach to allocations 
within major asset classes to help 
lower volatility. 

 Assess how well a series balances 
equity exposure and risk by 
identifying a series with a high 
Retirement Efficiency Ratio.

Retirement Ef ciency Ratio

Average percentage of equity  
over a given period

=
Equity exposure

The standard deviation  
over that period Unit of risk
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Consideration 3: Cost Versus Value

Plan sponsors have a fiduciary responsibility 
to ensure that their participants are not 
overpaying for the investments in the plan. 
There is a tremendous range in fees  
among the target date funds on the market 
(see graph below). Likewise, fees may  
vary significantly between different share 
classes. When considering any fund series, 
plan sponsors must understand where it 
falls on the fee spectrum. 

Fees alone don’t tell the whole story, 
however. Plan sponsors and other 
stakeholders should consider the value a 
given series has provided to participants 
relative to its fees. If one fund’s fees 
exceed another’s by 10 basis points, but 
the fund has consistently provided a 
30-basis-point advantage in annualized 
returns, participants may be better served 
by the slightly more expensive option.  

Plan sponsors can gauge value by 
comparing expenses with returns over 
rolling periods. A target date series 
may be relatively attractive from a value 
perspective if it has consistently generated 
excess return relative to its peers and is  
not commensurately more expensive. 
Creating a scatter graph that plots excess 
returns against expenses can visually 
demonstrate the value that fund series 
have provided for their costs.

IDEAS FOR ACTION

  Check fees against other target  
date series.

Check fees of different share classes.

Graph fund series’ excess return 
against expenses for a visual 
demonstration of value.

The chart illustrates the asset-weighted  
average expense ratio (across all share 
classes) for major target date series  
in 2013.

Expense Ratios for Target Date Series Vary Signi cantly
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Source: Morningstar, Inc. “2014 Target-Date Series Research Paper,” July 2014.

“ Small differences in investment 
fees and costs can have a 
serious impact in reducing  
long-term retirement savings.” 

– U.S. Department of Labor 
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Consideration 4: Quality of Underlying Funds

The funds that underlie a target date series 
may be as important to its returns and 
risks as the glide path, so evaluating a 
target date fund requires an analysis of the 
funds within it. When evaluating a target 
date series’ underlying funds, consider the 
following criteria:

Persistency over long periods. Compare 
rolling-period returns with those of the 
funds’ peers. Rolling-period returns 
eliminate end-point bias — the potentially 
misleading effect that the end point of  
a specific time period has on returns  
for that period. 

Plan sponsors can use a number of 
metrics to factor risk into their analysis. 
Sharpe ratio measures how well the fund’s 
shareholders have been compensated 
for the risk the fund has taken; the higher 
the Sharpe ratio, the better the fund’s risk-
adjusted performance. Comparing upside- 
and downside-capture ratios also can 
provide valuable insight into fund results: 
Look for funds that have captured more of 
the market’s gains than losses. 

Volatility. Reviewing an underlying fund’s 
volatility metrics alongside those of its 
peers can provide a sense of the account-
balance swings to which it exposes 
shareholders. Metrics to consider include: 

Standard deviation

 Semi-deviation (volatility of returns 
below the mean)

Maximum drawdown

Worst one-year return

Strategies to mitigate risk. Funds may use 
a variety of strategies to manage risk. Plan 
sponsors should be sure to understand 
these strategies and the provider’s 
rationale for using them.

Fund consistency. The longer a fund 
has operated with the same investment 
strategy, the more confidence a plan 
sponsor can have that its track record 
is the result of the strategy rather than 
fortunate timing. A long history with a 
consistent investment strategy also gives 
a plan sponsor the opportunity to review 
the fund’s performance in a wide variety 
of economic and market environments, 
providing greater insight into its likely 
results in the future.

Tenure of fund managers. Many plan  
sponsors favor funds with more-experienced  
managers. Morningstar notes that more-
experienced managers in target date funds 
generally have produced better results for 
shareholders, both at the individual fund 
and series level.4

Diversification. Seek to understand each  
underlying fund’s approach to diversification.  
Some funds make it a priority to hold a 
broadly diversified portfolio; others pursue 
excess return by concentrating assets in 
securities or security types the manager 
believes are attractive. If a series includes 
funds with concentrated portfolios, plan 
sponsors should understand and feel 
comfortable with the role they play in the 
larger fund series. 

IDEAS FOR ACTION

  Review persistency of underlying 
funds’ returns.

 Examine the consistency of 
underlying funds’ strategies and 
management.

 Evaluate underlying funds’ 
approaches to diversification and 
risk management.

“ Do you understand the  
principal strategies and  
risks of the fund?”  

– U.S. Department of Labor 

4  Morningstar, Inc. “2014 Target-Date Series Research Paper,” July 2014.
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Investors should carefully consider investment objectives, risks, charges and expenses. This and other important information is contained in the fund 
prospectuses and summary prospectuses, which can be obtained from a financial professional and should be read carefully before investing.

The statements expressed herein are opinions of the individuals identified, are as of the date published, and do not reflect the opinions of  Capital Group or its affiliates. The information 
provided is intended to highlight issues and not to be comprehensive or to provide advice.  Any reproduction, modification, distribution, transmission or republication of the content, in part or 
in full, is prohibited.
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Consideration 5: Consistency and Repeatability

Finally, plan sponsors need to gain 
confidence that a target date series’  
results are likely to be consistent and 
repeatable. To that end, they can consider 
the following criteria:

Stability of the fund and its glide path 
construction. Providers occasionally adjust 
their glide paths to reflect new research 
or other considerations. That said, large 
or frequent changes to a fund series or its 
glide path may be reason to doubt the 
fund’s likely consistency in the future.

Consistency of series results. Review the 
series’ risk-adjusted results over rolling 
periods. Pay particular attention to the 
steadiness of results, and the percentage 
of periods in which the funds outpaced 
their indices and peers. 

Down-market protection. Review results 
during severe market declines to see 
how effectively the fund series limited the 
impact on participants. 

Experience, tenure and retention rate 
of oversight managers. The more expe-
rienced and stable a target date fund’s 
oversight team is, the more consistent the 
series’ results are likely to be.

Investment management structure. 
Providers should have systems to ensure 
continuity of management at each fund.  
A team-based structure is likely to result in 
greater consistency and repeatability than 
a star system. If a series’ underlying funds 
are run by solo managers, plan sponsors 
need to make sure they are comfortable 
with the firm’s plans for succession in the 
event the manager leaves.

Organizational stability. Stable firm owner-
ship and leadership allow for continuity  
of philosophy and investment strategies. 

IDEAS FOR ACTION

  Check the stability of the fund’s 
approach, including its glide path.

 Review series results, consider-
ing consistency and down-market 
protection.

 Evaluate series management  
personnel and structure.

When evaluating target date 
funds to comply with DOL 
guidelines, keep in mind these 
five considerations: 

1 Participant Needs

2 Glide Path Construction

3 Cost Versus Value

4 Quality of Underlying Funds

5 Consistency and Repeatability

Contact your American Funds sales professional for more information 
on target date fund evaluation.

“If a TDF’s investment strategy 
or management team changes 

 
be necessary to consider 
replacing the fund.” 

– U.S. Department of Labor 


