WHITE PAPER
Target Date Funds—The Wrong
Investment Vehicle for Many
Credit Union Executives

Executive Summary
Target date funds are not
a one-size-fits-all solution
suitable as the sole investment
in a credit union executive's
401(k).
Target-date retirement funds (TDFs) have
become a widely used investment option for
401(k) plans and participants. While they
are commonly chosen by plan sponsors as
the default investment option for automatic
enrollments, they are popular with plan
participants as well. TDFs are attractive
because they offer an entire portfolio in one
fund that manages risk according to a “glide
path” toward the participant’s retirement
date. Almost 80% of credit union 401(k)
plan participants have all or some of their
retirement savings in target-date funds.
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Although these funds work well for the
average rank and file employee, their one size
fits all approach to investing can leave a credit
union executive without enough assets for
a secure retirement or with much less than
what is possible. In this paper, we will explore
how traditional uses of TDFs are generally
too conservative for credit union executives
and they fail to recognize the unique timing of
asset consumption of credit union executives
with multiple sources of retirement income.

Conflict of interest check: ACT Advisors provides financial planning and investment management services but
does not sell benefit plans or receive any form of revenue from them.
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Target-Date Fund Design and
Suitability
First introduced in 1994, target-date funds
(TDFs) were created to provide a oneproduct solution for retirement investing.
The concept is attractive, offering an entire
portfolio with automated rebalancing
features for those who are less comfortable
with self-managing their investments. The
approach is simple—plan participants
choose a TDF that aligns with their projected
retirement year and the fund gradually
decreases its risk levels over time as the
participant approaches retirement. This
tapering of risk over time is often referred to
as the “glide path.” The idea has exploded
in popularity over the last 20 years and
today, target-date funds are offered by 80%
of 401(k) plans and hold approximately 24%
of all plan assets. While these funds work
well for the average rank and file employee,
they are not ideal solutions for credit union
executives. The specialized world of credit
union executive benefits requires different
strategies.
One key assumption in the concept of
target-date investing is that the investor
will begin utilizing their retirement savings
shortly after the chosen date. When credit
union executives retire, they typically have
more than one source of income beyond
the traditional 401(k). These may include
accrued leave benefits, bonuses, collateral
assignment split-dollar (CASD), 457(f), and
457(b) plans. Each of these sources has
different timing and tax considerations
which frequently results in executives not

consuming 401(k) assets until well beyond
their retirement date—often as late as age
72 when they are forced to take required
minimum distributions (RMDs). Therefore,
an executive investing their 401(k) assets in
TDFs may be invested far too conservatively
for the expected date of consumption of
those assets.
While the allocations of TDFs are typically
suitable for younger investors, they are
potentially too conservative for those
older than 50. Younger investors with a
long time horizon for retirement should
invest primarily in equities. TDFs for those
under 45 follow this traditional rule of
thumb and are usually invested 85% or
more in equities. By contrast, a 2035 fund
that is intended for a 50-year old investor
is approximately 68% equities and will
shrink to around 40% by age 65. In order
to maximize terminal wealth, a higher
equity allocation is needed through later
working years and early retirement. This
is especially true for many credit union
executives who may have a longer time
horizon before asset consumption as
previously described.
In the following case study, we will examine
the implications of TDF investing to a credit
union executive with a common mix of
executive benefits, both in terms of the
opportunity cost of earnings potential as
well as retirement plan success.
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Case Study: Target-Date Selection
and Risk Optimization
At ACT Advisors, we routinely develop personal strategic financial plans for credit union executives
in which we seek to maximize retirement income by optimizing their various sources of retirement
savings and income. We do so by utilizing a cash flow-based financial planning tool that uses a
statistical simulation called Monte Carlo. This analysis determines the probability of a plan’s success
by using 1,000 randomly generated market returns. Additionally, it predicts the level of portfolio
assets at the end of the individual’s life expectancy (terminal asset value) based on different levels of
market return. Using Monte Carlo simulation as a method of comparison, we have developed three
scenarios for a typical credit union executive to illustrate the shortcomings of TDFs.

Bob and Jill Case Study: Base Case Assumptions
Bob is a 50-year old credit union CEO. His financial details are as follows:
•

Total annual compensation package of $275,000.

•

$50,000 in cash savings.

•

$125,000 in a taxable investment portfolio invested in an 80/20 stock/bond mix in
pre-retirement and 50/50 in retirement.

•

$600,000 in his credit union’s 401(k)—Bob makes the maximum annual contribution
with catch-up, $27,000 for 2022, and the credit union makes a 5% matching
contribution.

•

$100,000 in the credit union 457(b)—Bob makes the maximum annual contribution,
$20,500 for 2022.

•

Bob plans to retire at age 62.

•

Bob plans to receive his 457(b) distribution in a lump sum the year after retirement
(age 63).

•

Bob has a collateral assignment split-dollar plan that will pay him $75,000 tax-free
annually beginning at age 64 for 20 years.

•

Bob and Jill will draw social security benefits of $41,184 and $20,592 respectively at
their full retirement ages of 67 in today’s dollars.

•

$100,000 net, after-tax living expense budget in retirement.
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Target-Date Fund Based on Retirement Date
In our first scenario, we have made the
assumption that Bob invests his entire 401(k)
in a 2035 TDF, closely matching his anticipated
retirement date of 2034, and remains invested
through retirement. We modeled the gradual
reduction in risk of this account in 5-year
increments, following the allocations of a
popular fund family’s target-date funds. The
account begins, at the present day, with an
equity concentration of 67%, decreasing to
61% by retirement and further to 30% by age
71 when the allocation mirrors that of the
income fund (the most conservative option in
a typical TDF lineup intended for investors in
retirement). We have made the assumption
that the 401k assets remain invested in this
income fund for the remainder of retirement.
Financial plan success is commonly evaluated
by utilizing a statistical simulation called
Monte Carlo. This analysis determines the
probability of a plan’s success by using 1,000
randomly generated market returns. Figure
1 below represents the Monte Carlo results

for Bob’s plan with terminal asset values
expressed in today’s dollars.
The 80% probability of success illustrated
below means that given our assumptions of
retirement spending, investment allocation,
and life expectancy, there is an 80% chance
that Bob will not outlive his assets. Monte
Carlo results of 80% or greater are generally
considered to be acceptable so Bob’s results
are on the lower end of this range. This
situation illustrates one of the major flaws
in TDFs—retirement dates do not always
align with consumption dates.
Our analysis predicts that between retirement
and 71, he will be able to meet his living
expenses through a combination of his CASD
income, 457(b) distribution, social security,
and personal savings. This leaves 9 years
after retirement before Bob will need to
take 401(k) distributions in which a more
aggressive investment allocation would be
more appropriate.
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Target-Date Fund Based on Consumption
A simple method of addressing this flaw of
TDFs is to choose a fund that closely matches
the date that asset consumption will begin.
We have established that distributions from
the 401(k) are not anticipated until age 71
(2043). Therefore, in this scenario, we assume
that Bob invests in a 2045 fund and holds
it throughout retirement. The allocation
begins, at the present day, with an 88%
equity concentration that decreases to 65%
by retirement and reaches its final level of
30% at age 83. Keeping all other assumptions
constant, Figure 2 below represents the
Monte Carlo simulation results for this
scenario.
In Bob’s case, choosing a target-date fund
based on the anticipated start date of 401(k)
distributions instead of retirement date made
a significant impact on his financial plan. The
increase in the probability of success from
80% to 89% brings his plan into an acceptable
level of confidence and terminal assets based

on median market returns increased by
87% to over $1.1 million from the previous
scenario. However, this scenario illustrates
an additional weakness in TDFs—they are
typically not aggressive enough. Risk levels
in target-date funds can vary from one fund
family to the next, so it is important to know
the underlying allocation when choosing a
fund. In this example, the starting allocation
of 88% equities is appropriate for a 50-year
old with over a 20-year time horizon, but the
risk decreases quickly to 65% by retirement
when there is still another 9 years before
the start of distributions. This is especially
conservative for a credit union executive like
Bob who has multiple sources of retirement
income. Also, in each of the previous
scenarios, by age 72, equity levels drop below
40% and remain there for life. This is also
too conservative since we project that after
age 72, Bob will not need to take distributions
beyond his RMD for the remainder of his
lifetime.
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ACTion Strategy (Personalized Risk-Optimized
Financial Strategy)
In our final scenario, we will examine the
effect of proper risk allocation. In this
scenario, we assume that at the present day,
Bob is invested in a 90/10 stock/bond mix in
his 401(k). The risk level is reduced over time
as he approaches the projected consumption
start date of age 71, moving to an 80/20 mix at
retirement, 60/40 at age 68, and 50/50 at age
71. The effect of this increase in risk levels is
illustrated in the Monte Carlo results in Figure
3 below.

The implementation of Bob's ACTion
Strategy improves his probability of
success from 89% to 95% but perhaps
more importantly, it almost doubles the
projected terminal value of his portfolio
from the previous scenario. This represents
a dramatic improvement for Bob and his heirs
simply by customizing the risk levels in his
401(k) to his specific time horizons and not
relying on the one size fits all approach of
target-date funds.
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As Figure 4 below illustrates, the ACTion
strategy still tapered risk over time, similar to
glide paths of the TDF but the risk level was
changed at personalized inflection points
according to Bob’s personal financial plan.

fd

Listen to this C.U. on the Show episode to learn more on
optimizing your employer-sponsored retirement plan.
How to Optimize an Employer-Sponsored Retirement Plan
https://act-advisors.com/how-credit-union-executives-canoptimize-an-employer-sponsored-retirement-plan/
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Conclusion
As Bob’s case study illustrates, TDFs often
don’t take enough risk for the average investor
over age 50 but this is especially true for
credit union executives. The mix of benefits
and retirement income sources typically seen
in the credit union C-suite are unique and
require custom solutions. The one size fits all
approach offered by TDFs does not recognize
the complexities of an executive’s retirement
income picture. Therefore, it is imperative
that the executive engages in the process
of building a customized financial plan to

determine the optimal order and projected
date of consumption for their various sources
of income, so that they can get the most value
from their years of service to the credit union
movement.

As summarized below, implementation of the personalized ACTion Strategy (risk-optimized
investment strategy) can result in a greater probability of financial success and a greater
family legacy (terminal asset value.)
Target-Date Retirement

Median Projected
Terminal Asset Value: $619,988

Target-Date Consumption

ACTion Strategy (Risk-Optimized

Median Projected
Terminal Asset Value: $1,160,387

Median Projected
Terminal Asset Value: $2,292,363

9 / Tar g et Date Fun d s —T h e W r on g I n ve st me n t V e h i c l e fo r M a ny C r e dit U ni o n E xe cuti v e s

Appendix—Case Study Assumptions
•
•
•

Life expectancy—age 95 for both clients.
Income and expenses are indexed at 3.25% annually.
Investment return assumptions:
•
•
•
•
•

•

Cash savings: 0.50%
90/10 stocks to bonds:
80/20 stocks to bonds:
60/40 stocks to bonds:
50/50 stocks to bonds:

8.75%
7.81%
6.21%
5.97%

Yearly excess cash flows are assumed to be spent in pre-retirement and saved in
retirement.

Sources
Duarte, Victor, et al., “Simple Allocation Rules and Optimal Portfolio Choice Over the Lifecycle”, December 2001.
https://www.nber.org/papers/w29559
Nagengast, Joseph/Target Date Analytics LLC, “Target Date Funds-a good idea co-opted”, https://www.sec.gov/
comments/4-582/4582-3.pdf
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