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In certain respects, the

availability of life-cycle
funds increases rather
than decreases the

fiduciary’s burden.

Life-Cycle Funds and

Retirement Savings Elections

Patrick J. Collins, PhD, CLU, CFA

A Note from the Editor

All of us have a fiduciary responsibility to our
clients, which is even more evident when work-
ing with qualified plan assets. As a fiduciary,
the asset options available need to be diversified
sufficiently to allow for any employee to elect a
combination of assets that will give the employee
a portfolio that will meet his or her investment
goals. Lifestyle and fund-of-fund mutual funds
offer an opportunity to choose one fund to meet
a particular goal. Does the investor believe that
his or her goals will be achieved by the mere pur-
chase of this style fund? And, if goals are not
achieved, will he or she understand that this was
not necessarily the fault of the investment as
much as a combination of time in the market,
actual market return, inflation, and possibly an
inaccurate analysis of the goal? At what point
does fiduciary responsibility end and investor
responsibility begin?

Patrick Collins has written an insightful arti-
cle on the fiduciary responsibility of the plan
provider in choosing the optimal investment
mix for qualified plans. Will investors become
too reliant on the description of their invest-
ment and forget to evaluate their point-in-time
issues as they relate to that investment? To
quote Jawaharlal Nehru, “The policy of being
too cautious is the greatest risk of all.”

—Stephanie J. Curry

Plan sponsors considering adding life-
cycle funds to a firm’s retirement plan
menu are currently faced with a difficult
evaluative decision. Life-cycle funds share
the following characteristics:

e fully articulated portfolios

e diversified across several asset classes

e allocated according to prespecified
risk/return objectives

Vendor marketing efforts generally
emphasize several alleged advantages of
life-cycle funds:

e Fully articulated portfolios reduce partic-
ipant choice to a single selection option.
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Participants no longer need to figure out

how to assemble a portfolio from a vari-

ety of component building blocks.
e Portfolios achieve adequate diversifica-
tion either through a “fund-of-funds”
approach or by portfolio construction
techniques designed to provide sufficient
exposure to a variety of capital markets.
The funds eliminate the sometimes diffi-
cult-to-communicate concept of asset allo-
cation (weighting investments to calibrate
the portfolio to a participant’s risk prefer-
ences). Life-cycle funds, it is claimed, pro-
vide investors with portfolio selections
that are on or near the “efficient frontier.”
Thus the underlying and sometimes
implicit claim of life-cycle fund vendors is
that the fund program enables plan partic-
ipants to address successfully the complex
problem of retirement investing under
conditions of uncertainty.

According to an analysis by the Van-
guard Fund Group, there are two types of
life-cycle funds:

e Targeted Maturity Funds. These target
a retirement year and then change their
asset allocations from aggressive to con-
servative as that date approaches. The
final allocation is intended to see the
investor through retirement.

Static Allocation Funds. These funds
maintain a defined asset allocation.
They are typically offered in sets ranging
from aggressive to conservative, with
the investor determining which portfo-
lio is appropriate for his or her circum-
stances at any given time.'

The marketing nomenclature, however,
is not standardized across the financial
products industry. Sometimes the targeted
maturity funds are distinguished from stat-
ic allocation funds by terms such as “life-
cycle” versus “lifestyle” or some other such
label; at other times, a common designa-



tion is employed for both types of funds.

Our limited review of marketing literature
(i.e., vendor-produced articles appearing in
trade association magazines) suggests that the
targeted maturity funds are designed for par-
ticipant groups that either lack investment
education programs or lack sufficient lan-
guage proficiency, educational acumen, moti-
vation, or time to make retirement savings
and investment decisions. The static alloca-
tion funds, by contrast, require plan partici-
pants to assess their personal preferences,
constraints, and risk aversion prior to select-
ing the fund. Marketing of static allocation
funds assumes a participant group that is both
more capable and willing to consider the
problems of investing for retirement.’

The controversy surrounding the elec-
tion to include life-cycle funds on a retire-
ment plan menu includes:

The Agency Problem

An agency problem is a potential conflict
of interest between the agent (in this case, the
mutual fund company) and the individual(s)
to whom the agent owes certain duties or to
whom the agent contracts to undertake cer-
tain responsibilities. A classic agency problem
in the actively managed segment of the mutu-
al fund industry is the tension between fund
shareholders who wish to achieve a successful
financial outcome at limited risk to their nest
eggs and fund managers who wish to achieve
marketing advantages by outperforming peer
group funds. With respect to life-cycle funds,
it is sometimes alleged that mutual fund com-
panies place poorly performing funds into a
“fund-of-funds” package hoping to short-cir-
cuit the likelihood that the weaker compo-
nents of the larger structure will come under
strong evaluative scrutiny. This problem has
several dimensions:
® From the participant’s point of view, the

automatic rebalancing required to main-

tain internal asset allocation targets has
the perverse economic consequence of
rewarding poor fund performance.

e From the plan fiduciary’s perspective, the
lockup of funds into a bundled structure

may prohibit efficient monitoring and
surveillance of the plan’s investments and
may constrain the ability to apply common-
ly used tools and techniques of investment
performance evaluation, or may constrain
the ability of fund sponsors to take correc-
tive measures to protect the interests of plan
participants and beneficiaries.’

The Capital Sufficiency Problem

Targeted maturity life-cycle funds start
with a generally plausible assumption that
younger plan participants lack sufficient
wealth to sustain consumption, gifting, and
bequest preferences throughout the applica-
ble planning horizon. However, the funds
assume that participants who are closer to
retirement age have attained or are about to
attain capital sufficiency. Stated otherwise,
the funds’ asset allocation algorithms are cali-
brated to optimize for terminal wealth rather
than sustainable consumption over the
retirement period. The question of whether
the amount of dollar wealth is sufficient to
justify a predominately fixed-income portfo-
lio (with lower expected returns) is, however,
a critical issue ignored by the funds. The fun-
damental issue for an individual contemplat-
ing retirement is the issue of feasibility. As
one commentator puts it:

“A feasible retirement date is when the
present value of assets equals or exceeds the
present value of liabilities. Investors with a
substantial surplus tend to be more risk toler-
ant than investors with asset values close to
liability values. But asset values go up and
down, and liability values change merely
because of the passage of time... Planning
around averages tends to lead to financial
tragedies because people must live with actu-
al results, not average results. Additionally,
liability values are as volatile as asset values
and can suddenly increase or decrease based
on changes of health, marital status, rates of
inflation, and so forth. Values that change
randomly are said to be random or stochastic
variables. Thus, we reformulate the retire-
ment income problem (How should I invest

continued on page 6
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e Is there a particular subject that
you're an expert in and think fel-
low Society members would bene-
fit from learning more about?

* Are there topics that you feel don’t
get enough coverage, that you'd
like to bring to the attention of
other members?

Then we encourage you to submit
articles for possible publication in this
newsletter! Manuscripts or proposals for
articles can be submitted to Editor
Stephanie Curry, who will review them
for suitability for publication. Stephanie’s
contact information appears on page 7.

Articles should focus on practical
applications of topics and trends within
the financial services industry. The length
of a typical article is approximately 1,500
words. Authors should follow the guide-
lines prescribed by the Society for
preparing submissions; you can find our
Article Submission Guidelines online at
www.financialpro.org. Just log in as a
member; click on “Publications,” then
“Sections Newsletters,” and then “Call
for Articles.” You can also request a copy
of the Guidelines by contacting Managing
Editor Cynthia Laufenberg at 610-526-
2559 or claufenb@financialpro.org.

Authors are not required to transfer
copyright to the Society but will be
required to sign a release granting the
Society permission to publish the article
if it is accepted.WWe will consider
reprinting a previously published article
that meets our criteria, provided writ-
ten permission to reprint it can be
obtained from the copyright holder.
Please note that our policy does not
permit us to provide compensation for
articles contributed to the newsletter.

We look forward to receiving your
contributions!

Society of Financial Service Professionals 5



Retirement Counseling

June 2006

Although the life-cycle
funds claim to mitigate the
risks of underdiversified or
inefficient portfolio
allocation, many, if not
most, retirees perceive risk
in terms of the likelihood of
running out of money in

old age.

Life-Cycle Funds

continued from page 5

my money! How much income can | have

without running out of money?) as follows: A

successful retirement is possible when the stochas-

tic present value of assets equals or exceeds the
stochastic present value of liabilities.”

Although the life-cycle funds claim to miti-
gate the risks of underdiversified or inefficient
portfolio allocation, many, if not most, retirees
perceive risk in terms of the likelihood of run-
ning out of money in old age. Redefining risk
along these lines makes it clear that the life-
cycle fund solution may be neither compre-
hensive nor rational. Technically, this
amounts to acknowledging that there is no
closed-form investment algorithm for optimiz-
ing the participant’s asset allocation. The task,
however, is more tractable to a systems engi-
neering approach than an architectural
approach. Given the nature of the retirement
investing problem, two critical issues with
respect to life-cycle funds present themselves:
e [s there fiduciary liability for including a

set of funds on the menu which, in the

eyes of unsophisticated plan participants,
may imply that retirement security is
merely a function of product selection?

e How well is the participant served either
by forcing the portfolio toward lower
expected return assets as retirement age
approaches (the targeted maturity fund
approach) or by placing labels such as
“aggressive,” “balanced,” “conservative,”
and so forth on a menu of static alloca-
tion funds?” A number of academic stud-
ies suggest that most retirees faced with
uncertain rates of inflation, uncertain
life spans, and uncertain economic
shocks to their precautionary savings are
better served holding portfolios tilted
toward equities until rather late in life.®

The Investor Utility Problem

Life-cycle funds provide asset allocation
according to a traditional model of investment

advice based on the Life-Cycle Risk Aversion
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Hypothesis, which assumes that the longer an
investor’s time horizon, the more risk the
investor is both able and willing to tolerate.
The hypothesis generalizes planning recom-
mendations that encourage younger investors
to own a more risky portfolio and move toward
a more conservative portfolio as they grow
older.” The theoretical assumptions underlying
this hypothesis remain controversial.® Recent
academic research in this area incorporates the
effects of labor income, habit formation
(becoming accustomed to a preestablished
standard of living), education, and other fac-
tors. One intuitively appealing assumption is
that younger workers can assume more risk
because, if their investment expectations are
not realized, they have the ability to adjust
their living standards and trade leisure for
increased wages and savings. Adopting a set of
life-cycle funds into a retirement plan menu
based on the Life-Cycle Risk Aversion
Hypothesis may, however, be difficult to justify.
Problems occur in at least two dimensions: (1)
Empirical evidence does not always conform
neatly to the hypothesis. Consumer surveys
reveal that the proportion of risky assets held
by investors relative to their total wealth actu-
ally increases with age.” As wealth increases,
the ability and willingness to assume risk also
increases by some additional factor. Economists
suggest that a consumer’s risk aversion function
is kinked rather than continuous and, if con-
sumers develop a surplus, they become risk
seeking; alternately, if they move toward a sub-
sistence level of wealth, they become risk
avoiding. (2) The nature of labor income (as
opposed to time horizon) seems to be of special
importance in formulating and implementing
portfolio selection decisions. Under most mod-
els, total human wealth is the sum of labor
wealth (the present value of future earnings)
plus financial wealth. Over time, labor wealth
is converted into financial wealth (hopefully,
at a rate sufficient to support retirement con-
sumption and bequest objectives). Consider,



however, two plan participants.”® Participant
One is an MBA working for a company with
high turnover in the mid-executive employee
group. The labor income of this employee may
correlate highly with equity—experiencing
sudden jumps in a perhaps discontinuous pro-
cess'" as he or she moves from employer to
employer. Participant Two is a semiskilled
worker hired into an employee group where
industry labor demand should remain steady
but labor costs are relatively static, perhaps
increasing only slightly above the future rate of
inflation. This worker’s income correlates more
strongly with a bond. All else equal, Partici-
pant One would prefer to hold bonds in the
investment portfolio to offset the equity char-
acteristics of labor income; Participant Two
would prefer to hold equity in the investment
portfolio to offset the bond characteristics of
labor income.

Although many of the marketing claims
made by life-cycle fund vendors are correct,
the plan fiduciary must recognize that the
funds are not likely to offer credible and com-
prehensive solutions to the retirement
investment problem. Thus, the availability of
life-cycle funds may increase rather than
decrease the fiduciary’s burden. Should pre-
fabricated products substitute for investment
education? Should participants be encour-
aged to take a suboptimal path to avoid the
likelihood that they might suffer financial
catastrophe for want of such a path? Are sim-
plified investment elections good substitutes
for superior investment alternatives that may
seem opaque to many plan participants? ll
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