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Critical Issues and Investment Implications

■   How can target-date retirement funds help 

individuals fund their own retirements? 

■   How much equity exposure and what asset 

classes are appropriate?

■   What is success and how should you 

measure it?

■   What are the risks and how should you 

measure them?

■   Just how important is an extra 1% return?

■   To what extent can active management and 

operational efficiency help?

■   How can communications improve the 

likelihood of success?
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Executive Summary:



Over the past few decades, we’ve seen a profound shift in the way that companies provide retirement benefi ts for 
workers. The traditional defi ned benefi t plan that our parents and grandparents relied heavily on to subsidize their 
retirement years has today been largely replaced by defi ned contribution plans, including 401(k), 403(b) and profi t shar-
ing plans, which allow workers to accumulate their own retirement savings and decide for themselves how to invest. 

While defi ned contribution plans have increasingly become more prevalent, some plan sponsors have recognized a 
problem associated with this trend: Employees now assume the responsibility for making investment decisions and 
the inherent long-term planning risks. Due to ERISA rules, fi nancial advisors who service retirement plans, in many 
cases, are restricted from providing employees with “investment advice,” ultimately leaving participants to construct 
their own portfolios. With many years of data available for the “do-it-yourself” 401(k) plan investor, it’s clear that most 
Americans have not made good investment decisions for their own accounts. And as Americans now live longer, they 
should be worried that their retirement assets won’t last long enough to fund a possible 30- or 40-year retirement. 

In response to what we refer to as the looming retirement conundrum, target-date retirement funds have emerged as 
an increasingly popular investment choice. These funds, with asset allocations that adjust over time, provide an appeal-
ingly simple option for defi ned contribution plan participants and Individual Retirement Account investors, who often 
don’t have enough time or aren’t confi dent enough to make their own investing decisions. Even those who are confi dent 
might fi nd the professional management of their asset allocation over time highly appealing. But target-date retirement 
funds must be more than just simple; to help investors meet their long-term goals, they also need to be well designed.  

What follows is the executive summary of our report that shares our insight into what makes a target-date retirement 
fund effective. Drawing on much of our fi rm’s accumulated research and wisdom about investment planning and asset 
allocation, as well as a year of intensive research into the needs of plan participant investors at various life stages, the 
report details our conclusions about sound asset-class selection and effective diversifi cation. 

The Retirement Conundrum:   

TARGET-DATE RETIREMENT FUNDS: A BLUEPRINT FOR EFFECTIVE PORTFOLIO CONSTRUCTION
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Executive Summary 

Responsibility and risk for retirement saving has largely 
shifted from employers to employees, as self-directed 
defined-contribution plans have replaced traditional 
defined-benefit plans as the primary vehicle for retirement 
savings. Most employees, however, admit they are not 
equipped to make good investment decisions (Display 1). 

Target-date retirement funds can be attractive investment 
options both for these unprepared investors and their more 
confident colleagues because target-date funds offer a pre-
mixed asset-allocation strategy that automatically adjusts 
as a participant ages. Research shows that such funds can 
provide enough asset allocation diversity to achieve an ideal 
portfolio mix based on the changing investment needs dur-
ing different phases of an investor’s life. 

Our research shows that most target-date retirement 
funds are not providing the high-quality investment 
planning and asset allocation that plan sponsors, as 
fiduciaries, should require. The primary flaw in most 
existing target-date retirement funds is that they invest 
too conservatively. Most fund offerings we surveyed 
resemble Plans B and C in Display 2. They hold too little 
equity and too much fixed income and cash to generate 
the growth required to fund participants’ spending over 
what may be several decades in retirement.  

It takes a lot of equity to generate sufficient growth. 
Our analysis of historical US stock and bond data shows 
that the conservative and moderate equity allocations 
(represented by Plans C and B, respectively) were likely 
to generate enough growth to fund spending for only 15 
or 20 years (Display 3). Over longer time horizons, their 
success rates dropped precipitously.

Equity Glide Paths in Simple US Stock/US Bond Portfolios
(Display 2)
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Success Rates for New Retirees
(Display 3)

% of Historical Periods That Spending Needs 
Were Met Under Various Spending Horizons

Spending Horizon Plan A Plan B Plan C

15 Years 91 88 86

20 Years 70 62 50

25 Years 47 36 20

30 Years 32 14 8
Starting with $1 million and assuming $63,750 annual real spending, based on all 
investment periods from 1926 to 2004; all amounts are in present-day dollars. See 
Notes on Historical Data Preparation on page 5.

Most Employees Are “Unprepared” or “Reluctant” Investors
(Display 1)

Confident Investors

Accidental Investors

38%
“Aggressive” or 

“Confident”

62%
“Unprepared”
or “Reluctant”

Employee Self-Description

Results of a nationally representative AllianceBernstein survey conducted in 
February 2005 of employees eligible to participate in their companies’ defined-
contribution plans

Source: AllianceBernstein
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Cash is an ineffective and expensive risk-reduction 
tool, even for retirees. Although cash probably is the 
safest investment over very short investment periods, we 
demonstrate that only very large cash allocations can sig-
nificantly reduce the magnitude or frequency of capital 
losses. Furthermore, the opportunity cost of large cash 
allocations over long time horizons can be enormous.

Relying on historical returns and traditional quantita-
tive asset allocation techniques can lead to spurious fund 
design. Better fund design can result from understanding 
the role of the underlying asset classes and planning for 
uncertainty through the use of hypothetical simulations 
that explore a wide range of possible outcomes.  

The investment problem for defined-contribution 
retirement-savings plans is unique. Participants in 
these tax-qualified funds typically have:

• Extremely long investment horizons; 

•  Twin objectives of maximizing savings during the 
working years and prolonging savings in retirement; 

•  Little or no short-term liquidity needs until 
retirement; and

•  A predictable pattern of cash flows, with inflows dur-
ing the working years followed by outflows in the 
retirement years. 

To achieve a proper fund design, we assess the likely 
investment circumstances, objectives and risks of plan 
participants at different life stages. 

Young savers enter the workforce with a valuable asset that 
resembles a low-risk annuity1: their future labor income. 
Their initial plan contributions represent only a small 
fraction of their ultimate contributions—perhaps only 
1% after the first year. Regardless of how the 1% is invest-
ed, it is difficult to view their portfolios as risky, because 
losses on their 1% investment will not have significant 
impact on how much savings they amass by retirement. 
Young savers should simply seek high returns.

Midlife savers may have already accumulated significant 
savings, so strong returns can dramatically compound 
their savings. For a young saver with just $4,000, a 20% 
return amounts to a gain of $800; for a midlife saver 
with $200,000, a 20% gain produces $40,000. Midlife 
savers can also accept significant market risk because 
they have very long investment horizons (possibly 40 
years or more) and can still replace lost capital through 
future labor income. Midlife savers should thus seek 
high returns, gradually reducing risk as retirement 
approaches. 

New retirees have depleted their labor income and must 
fund their spending needs through their savings. They 
must deftly balance market risk, longevity risk and 
inflation risk, since reducing market risk increases lon-
gevity risk and inflation risk. A new retiree’s greatest risk 
is longevity; these investors must seek attractive returns 
to help fund a possibly protracted spending period. 

The Risk Trade-Offs in the Retirement-Savings Problem
(Display 4)

Type of Risk 
“Safer” 
Assets

“Riskier”
Assets

Market: The chance that an investment’s 
actual returns will be different than 
expected due to overall price fluctuations 
in the market

Cash Equities

Savings Shortfall: The chance an individ-
ual will not have enough money set aside 
to meet spending needs in retirement

Equities Cash

Longevity: The chance that an individual 
will live much longer than expected, and 
will outlive savings

Equities Cash

Inflation: The chance that inflation 
will erode the purchasing power of an 
individual’s savings

Equities, 
Inflation-
Protected 
Securities

Cash,
Regular 
Bonds

Source: AllianceBernstein

1 An amount paid yearly or at other regular intervals, often on a guaranteed 
basis
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Senior retirees have likely spent a large portion of their 
savings and therefore have less opportunity to com-
pound savings. Thus, a senior retiree should seek to limit 
the chance of a capital loss while generating sufficient 
returns to help preserve purchasing power (i.e., the real 
value of assets after taking inflation into account).  

This framework leads us to redefine risk. While a classic 
measure of risk in investments is market risk, measured 
by the standard deviation2 of returns, we demonstrate 
that a myopic focus on this measure of risk is inappro-
priate for addressing the retirement-savings problem. 
Broadly speaking, risk for these funds is the likelihood 
of failing to build enough savings to fund spending 
throughout retirement. 

Different asset classes present different types of risk. 
Equities present significant short-term market risk—
but are expected to present far less savings shortfall risk, 
longevity risk or inflation risk. Cash presents little short-
term market risk, but significantly increases all the oth-
er risks, as Display 4 shows. Thus, consideration of the 
relative importance of these risks at various life stages 
should be a central factor in asset allocation for a target-
date retirement fund.

The most important type of risk to consider will 
change over the participant’s life span. In the working 
years, the main risk is a savings shortfall caused by not 
contributing enough or from investing too conserva-
tively (or both). In the retirement years, it is longevity 
risk (risk of outliving your savings) and inflation risk 
(risk that your savings will lose purchasing power). The 
risk of capital losses due to adverse market movements is 
relatively unimportant until well into retirement, when 
it may deplete savings beyond the point of recovery.

Equities can be effectively diversified to decrease market 
volatility without sacrificing expected return by combin-
ing US large-cap equities, US small- and mid-cap (SMID) 
equities, international equities (including emerging mar-
kets3) and Real Estate Investment Trusts (REITs).4

The role of bonds is to offset equity volatility, but 
bonds should deliver a real return. Our findings lead 
us to recommend using a diversified core bond portfo-
lio, with inflation-protected securities (IPS)5 to protect 
purchasing power in the years just before retirement and 
thereafter, and short-duration bonds6 (instead of cash) 
to gain further stability in the retirement years. We also 
advocate using high-yield bonds7 in midlife as a bridge 
between the high returns needed in youth and the stabil-
ity needed in late retirement.

3 Emerging or developing markets are defi ned as countries which tend to have 
low-to-middle per capita income but are  undergoing economic development and 
capital market improvements.
4 Real Estate Investment Trusts are securities that trade like stocks on the major 
exchanges and primarily invest in real estate and mortgages to generate cash 
infl ows from rental leases.  
5 A type of bond whose principal and therefore coupon payments are adjusted for 
infl ation, thereby helping protect the investor against infl ation
6 A bond that typically matures in three years or less
7 A corporate bond rated BB or lower by one of the major credit rating agencies 
(e.g., Standard & Poor’s or Moody’s) because of its relatively high default risk 
(i.e., the risk that the corporation will fail to pay back the bondholders as sched-
uled). In return for taking on this risk, the bondholder receives a higher yield 
than that of higher-rated corporate bonds.

2 A statistical measure of the dispersion of returns based on the historical experi-
ence or forward-looking projections for a fund; the higher the standard deviation, 
the more uncertain the results (and therefore, the higher the risk). 
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Higher equity allocations can lead to lower savings in 
bad market scenarios but massively higher savings in 
good market scenarios. The left-hand side of Display 5
shows the expected ending savings for a hypothetical 
plan participant using the equity glide paths shown on 
page 1, with allocations to US large-cap equities, inter-
mediate bonds and short-duration bonds. Plan A under-
performed Plan C by $30,000 in the 5th percentile case 
but outperformed by $1,023,000 in the equally likely 
95th percentile case; it also had a much higher median 
performance.

Effective diversification can narrow the range of 
expected ending savings while increasing the median 
outcome. The right-hand side of Display 5 shows the 
outcomes after incorporating additional diversifying 
asset classes such as US SMID equities, international 
equities, REITs and IPS. The additional diversification 
narrowed the range of outcomes in each plan and also 
raised the median outcome. 

Effective diversification allows a fund to maintain 
higher levels of equity and still have superior downside 
risk characteristics, as Display 5 also shows. Of course, 
diversification on its own does not prevent losses in a 
down market, but Diversified Plan A delivered better 
outcomes in even very bad market scenarios than Plan 
C, with its low equity allocation. 

Insufficient equity exposure is risky. Plan C simply has 
too little equity exposure over time to benefit from diver-
sification as Plan A does. Thus, while Diversified Plan A 
has a 45% chance of providing spending power for 25 
years after retirement, Diversified Plan C has only a 16% 
chance of achieving that goal, our hypothetical analysis 
shows (Display 6). Given our analyses, we advocate using 
Diversified Plan A.

Range of Expected Performance over Entire Saving Phase
(Display 5)

Simulation of Ending Savings After 40 Years
(Age 25 to 64) ($)

Diversified Plan CDiversified Plan BDiversified Plan APlan CPlan BPlan A

$2,547,000

$925,000

$380,000

$1,947,000

$841,000

$399,000

$1,524,000

$763,000

$410,000

$2,307,000

$1,004,000

$473,000

$1,798,000

$899,000

$477,000

$1,430,000

$807,000
$476,000

0

1,000,000

2,000,000

3,000,000

95%
75%

50%

25%
5%

Percentile

Starting with $0; all amounts are in present-day dollars; reflects Bernstein Capital Markets Engine assumptions as of March 31, 2005. The results presented assume the 
use of a hypothetical portfolio of investments for a hypothetical participant, with an asset allocation consistent with three different target-date retirement funds. Results 
represented the distribution of expected outcomes of a hypothetical portfolio based on 10,000 possible future market scenarios. In each scenario, the hypothetical port-
folio used index returns for each asset class, was rebalanced yearly, and incurred no transaction costs or management fees. Simulation statistics may not be indicative of 
future results; there is always the potential for loss as well as profit.
Source: AllianceBernstein

Retiree Performance: 
Expected Probability of Meeting Spending Needs
(Display 6)

0 

25 

50 

75 

100 

40     35     30     25     20     15 

Years After Retirement 

Diversified Plan A 
Diversified Plan B 
Diversified Plan C 

$1 Million Initial Savings with $63,750 Yearly Withdrawals 

45% chance

16% chance

(%) 

Reflects Bernstein Capital Markets Engine assumptions as of March 31, 2005 
Source: AllianceBernstein
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Adding 1% to Annual Returns Could Fund More Than 
10 Extra Years of Spending
(Display 7)

0 

250,000 

500,000 
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1,000,000 
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95     90     85     80     75     70     65     60     55     50     45     40     35     30     25 

($) 

Age 

Retirement 
Savings 

Retirement Savings 
With 1% Greater Return 

 

Extra Savings: 
$220,000 

Extra Spending: 
10+ Years 

Saving Phase Retirement 

Results are simulated. The saving phase simulates a participant with a salary of 
$45,000 at age 25, linearly increasing to $85,000 by age 65, making yearly contri-
butions of 6% of salary at age 25, increasing by 0.5% per year to a maximum of 
10% and with a 50% company matching contribution up to the first 6% of salary. 
In retirement, $63,750 (75% of final salary) is deducted at the beginning of each 
year. The blue-shaded area shows ending savings with an investment return of 
9% assumed at age 25, linearly decreasing to 6% at age 80 and remaining con-
stant thereafter. Inflation is assumed to be a constant 3%. The tan-shaded area 
assumes 1% greater return each year. All amounts are in present-day dollars.
Source: AllianceBernstein

Even modest amounts of incremental return over time 
can make a huge difference to a participant’s financial 
security in retirement: A 1% higher annual return can 
fund more than 10 additional years of retirement spend-
ing (Display 7).

There is no such thing as a passively managed target-
date fund. Substantial active decisions are made during 
the construction of all such funds: which asset classes to 
use, how much to allocate to each of them and how to 
manage them. These permanent active decisions—and 
in particular the overall equity allocation—play the 
most important role in investment results.

Active management of the underlying asset classes 
can readily deliver 1% in incremental annual returns 
over time, and operational techniques such as efficient 
rebalancing and cash-flow management can add even 
more return. The multi-asset-class structure of target-
date funds provides an ideal framework for skilled active 
managers to jointly produce consistent outperformance. 
Since funds that employ skilled active managers with 
efficient operations could add 10 to 15 years to partici-
pants’ retirement spending, we believe plan sponsors 
should devote the time needed to identify such funds. 

Traditional performance benchmarks do not apply. 
Measuring the effectiveness of the asset-allocation deci-
sions is elusive, since there is no agreed-upon standard. 
We advocate net-of-fee peer universe performance com-
parisons for funds with the same target date, but we 
acknowledge there is insufficient history to compare. 
Until there is, we recommend traditional performance 
measurement of the underlying asset-class portfolios 
coupled with thorough evaluation of additional design 
aspects, particularly asset allocation. 

Effective employee communications are a crucial 
adjunct to a well-designed fund and necessary in help-
ing participants stay the course. While market risk is 
a less significant threat than other forms of risk during 
most life stages, short-term market drops can make par-
ticipants feel insecure—and may cause them to flee a 
prudent investment strategy. Effective communications 
can help employees resist behavioral biases that often 
lead to poor investment choices.

Notes on Historical Data Preparation
Past performance is no guarantee of future results. Investors cannot invest directly in an index, and its results 
are not indicative of any AllianceBernstein mutual fund.

Unless otherwise noted, returns of US stocks are represented by the S&P 500 stock returns from 1926 to 2004. 
Returns of US bonds are represented by US long-term government bonds from 1926 to 1974, the Lehman Gov-
ernment/Corporate Index in 1975, and the Lehman Aggregate Bond Index from 1976 to 2004. Cash returns are 
represented by 30-day T-bills from 1926 to 2004.

Source: Center for Research in Security Prices (CRSP), Roger G. Ibbotson and Rex A. Sinquefi eld, “Stocks, Bonds, 
Bills, and Infl ation: Year-by-Year Historical Returns,” University of Chicago Press Journal of Business (January 
1976), Lehman Brothers, Standard & Poor’s, US Bureau of Labor Statistics, and AllianceBernstein 
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Past performance does not guarantee future results. Your investors should consider the investment 
objectives, risks and charges and expenses of the AllianceBernstein Retirement Strategies carefully 
before investing. To obtain a free prospectus, which contains this and other information, call your 
AllianceBernstein Representative or visit us on the web at www.alliancebernstein.com. Please have your 
investors read the prospectus carefully before they invest. 

Diversifi cation on its own does not prevent losses in a down market. 

© 2006 AllianceBernstein Investments, Inc. (original publication September 2005) 

Note to All Readers:
Th e information contained herein refl ects, as of the date hereof, the views of AllianceBernstein and sources believed by 
AllianceBernstein to be reliable. No representation or warranty is made concerning the accuracy of any data compiled herein. In 
addition, there can be no guarantee that any projection, forecast or opinion in these materials will be realized. Th e views expressed 
herein may change at any time subsequent to the date of issue hereof. Th ese materials are provided for informational purposes 
only and under no circumstances may any information contained herein be construed as investment advice. Neither may any 
information contained herein be construed as any sales or marketing materials with respect to any fi nancial instrument, product 
or service sponsored or provided by AllianceBernstein or any affi  liate or agent thereof. At any given time, the AllianceBernstein 
family of funds may or may not have investments in the companies discussed or referenced in this research report.
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Investment Products Offered

 • Are Not FDIC Insured • May Lose Value • Are Not Bank Guaranteed

AllianceBernstein Investments, Inc. is an affiliate of AllianceBernstein, L.P., the manager of the Strategies, and is a member 
of the NASD.
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