Are there hidden
fixed income risks
in your TDF
Three reasons to re-examine your fund’s fixed
income exposure in today’s market climate
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Most defined contribution plan sponsors and their advisors
would agree that the primary goal of the fixed income allocation
of a target date fund (TDF) is to help protect assets against
market volatility, particularly as investors near retirement, when
exposure to fixed income is at its greatest.
Yet some of these TDF fixed income allocations, especially in
funds that exclusively rely upon active management, may be
exposing investors to increased downside risk. After years
of historically low interest rates, many active fixed income
managers are seeking to compensate by increasing their
allocations to riskier securities.
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Key takeaways
• Today’s extended low-rate climate can
lead to excessive risk-taking in fixed
income.
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• Extra risk-taking can cause fixed income
exposures to behave more like equities.
• Elevated fixed income risks can jeopardize
investors’ accumulations when they are
most vulnerable.
• A blended approach to fixed income
within a TDF may deliver better results
than exclusively employing an active or a
passive strategy.
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More exposure to non-government securities
Active fixed income strategies may warrant a closer review given that they frequently seek
higher-yielding credit strategies, often at the risk of increasing drawdown risk should markets
turn volatile. This generally elevated risk exposure is displayed in Exhibit 1, which highlights the
significantly greater non-U.S. government security exposure the average active fixed income
fund holds compared with the Bloomberg Barclays U.S. Aggregate Bond Index. These nongovernment securities generally represent riskier credit- and mortgage-related sectors.
Although active strategies can shift allocations
and attempt to outperform based on deviations
from index exposures, this approach comes
with a potential cost. Riskier assets can result
in permanent losses and significant downside
exposure—the opposite of what a TDF investor
desires approaching and into retirement. It’s
therefore critical for plan sponsors and their
advisors to be mindful of the type and amount
of “risk” assets held within an active fixed
income strategy in a TDF.

It’s critical for plan sponsors
and their advisors to be
mindful of the type and
amount of “risk” assets held
within an active fixed income
strategy in a TDF.

Exhibit 1: More exposure to non-government securities
From December 31, 2007, through December 16, 2016, the average active fixed income fund held at least 15% more
non-government securities than the index tracked by many passive strategies.1
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Conversely, passive strategies, such as those
following the Bloomberg Barclays U.S. Aggregate
Bond Index, have higher exposure to “quality”
assets, such as U.S. Treasury and government
agency securities. These fixed income securities
often outperform other fixed income sectors during
times of stress, and represent very little credit risk.
Moreover, although government-related securities
may not offer the higher yields sought by many
active managers, these highly rated instruments
have historically experienced far less downside
risk and, therefore, are generally more appropriate
investments for TDF investors.

A balanced approach that utilizes
both active and passive fixed
income strategies may offer a more
prudent path to help investors
protect retirement assets.
For TDFs approaching the target date, we believe
the primary objective should be to protect investors’
accumulated nest eggs. A fixed income allocation
that incorporates lower-risk passive strategies and/
or conservative active strategies helps to fulfill this
goal. Therefore, a balanced approach that utilizes
both active and passive fixed income strategies may
offer a more prudent path to help investors protect
retirement assets and capture stronger risk/reward
characteristics across full bond market cycles.

Three reasons to re-examine your TDF’s
fixed income allocation
Following, we offer three reasons plan sponsors
and their advisors should consider re-examining the
fixed income allocation in their TDF to ensure that
the risk/return profile is aligned with participant risk
tolerances—particularly as the fund gets closer to
the target date.
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Reason 1: Today’s extended low-rate climate can
lead to excessive risk-taking in fixed income
A primary distinction between active and passive
fixed income strategies is that active managers
generally have the ability to overweight/
underweight sectors and invest in individual
securities based on where they see relative
investment value, in an effort to pursue stronger
long-term total returns. This can result in
overweights to yield and credit exposures compared
to their passively managed counterparts, which
usually maintain fixed allocations directly aligned to
a benchmark, such as the Bloomberg Barclays U.S.
Aggregate Bond Index.

We believe that the recent
period of low interest rates has
encouraged many active fixed
income managers to take on
increasing credit risk to secure
the same yield that they may
have earned in the past.

We believe that the recent period of low interest
rates has encouraged many active fixed income
managers to take on increasing credit risk to
secure the same yield that they may have earned
in the past. At the same time, almost a decade of
generally strong credit markets may be providing
managers and investors alike with a false sense of
security about exactly how much additional risk this
“stretching for yield” has potentially entailed.

For example, in 2007, fixed income managers
could use U.S. Treasury securities to secure a 5%
yield, with virtually no credit risk. Two years later,
they would have needed to invest in U.S. corporate
investment grade bonds to achieve that same
yield. More recently, a similar 5% interest rate
would require venturing into U.S. high-yield bonds,
representing a significant increase in credit risk
relative to U.S. Treasuries (see Exhibit 2).
Reason 2: Extra risk-taking can cause fixed
income exposures to behave more like equities
Perhaps the biggest threat for TDFs with greater
exposure to higher-yielding corporate credits at this
stage of the cycle is that the fixed income allocation
may start behaving like equity investments. The
Bloomberg Barclays U.S. Aggregate Bond Index has
historically had a low correlation to the S&P 500®
Index, allowing it to perform as an effective cushion
against stock market downturns.

Investment-grade and high-yield corporate credits
have failed to offer the same degree of protective
attributes (see Exhibit 3), instead moving more
in tandem with stocks. TDFs with exposure to
higher yielding credit securities means the fixed
income allocation is potentially more correlated to
the equity allocation, which can subject investors’
retirement savings to greater downside exposure
just when they need the protection most—when
equity markets fall.

Exhibit 2: Chasing a 5% yield
The extended period of low interest rates has increased
the relative risk necessary to maintain a 5% yield target.2
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Exhibit 3: High-yield bonds have a material correlation to stocks
High-yield corporate bonds, and to a lesser extent investment-grade corporate bonds, are correlated with stocks,
providing smaller diversification benefits than higher-quality bonds.3
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In addition, increased credit risk increases the
possibility of security default. While this risk
may seem inconsequential during periods when
corporate bond default rates are relatively low,
it’s imperative to remember the critical role fixed
income plays in helping to protect retirement
assets, especially during periods of market distress
which often results in a sharp increase in demand
for safe-haven securities.

Increased credit exposure can
subject investors to lasting losses
from an allocation that is intended
to mitigate downside exposure.

History shows that when credit markets begin
to deteriorate, general volatility and the risk of
defaults can quickly escalate (see Exhibit 4). Hence,
increased credit exposure can subject investors to
lasting losses from an allocation that is intended to
mitigate downside exposure.

Takeaway

How correlated is your TDF’s fixed
income allocation to the equity
allocation? A correlation analysis
can offer insight into the downside
protection potential of the TDF’s fixed
income holdings in a market downturn.

Exhibit 4: Higher-yielding credit securities are more at risk of default
Increased credit exposure in TDFs could potentially subject investors to default-related losses.4

Sources: Bloomberg, Charles Schwab Investment Management, Inc. As of 1/18/2017.
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Reason 3: Elevated fixed income risks can
jeopardize investors’ accumulations when they
are most vulnerable
A core premise behind TDF design is that a
glide path becomes increasingly conservative
as investors approach and enter retirement.
Accordingly, the average non-equity allocation in
TDFs steadily increases to more than 60% in the
later stages of investor retirement savings, though
the specifics can differ by strategy (see Exhibit 5).
This means average TDF fixed income allocations
are at their greatest as participant account
balances tend to reach their highest levels. Plan
sponsors and their advisors should carefully
consider how much downside risk they are willing
to accept in this key asset class given the generally
significant size of its allocation in later working
years, and the fact that older investors may not
have the time to recoup any outsized portfolio
losses before they need to begin drawing down
assets.
Markets are frequently unpredictable, sometimes
dramatically so. Recall the painful lessons of the
massive losses many investors suffered during the
financial crisis of 2007–09 by being overexposed to
risk, including in the fixed income segment.
In 2008, credit and high-yield option-adjusted
spreads (OAS)—a proxy for risk/reward exposures
relative to U.S. Treasuries—sharply increased, as
investors unloaded their risk assets.

Passively managed fixed income strategies
significantly outperformed most actively managed
strategies against this backdrop. Indeed, the
Bloomberg Barclays U.S. Aggregate Bond Index
delivered a 5.2% total return in 2008, compared
to a -4.7% loss for the average U.S. intermediateterm bond fund, more than 90% of which were
actively managed. As credit markets rebounded
in 2009, there was a strong reversal in OAS, and
Morningstar, Inc.’s U.S. intermediate-term bond
fund category rose, on average, an impressive
14.0%, compared to the 5.9% total return of the
Bloomberg Barclays U.S. Aggregate Bond Index.6

A blended approach to fixed
income within a TDF may deliver
better results than exclusively
employing an active or a passive
strategy.
In our view, this highlights why a blended approach
to fixed income within a TDF may deliver better
results than exclusively employing an active or a
passive strategy. Utilizing both types of strategies
can provide closer alignment in appropriate fixed
income exposures to changing risk/reward profiles
as investors age, allowing for greater return
potential in early saving years with tighter volatility
and downside controls as retirement nears.

Exhibit 5: Less equity exposure means greater fixed income holdings as retirement approaches
Downside risk should be carefully considered given the large fixed income allocations in near-dated TDFs.
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What about duration risk?

Takeaway
How much exposure to fixed income
does your TDF have at its target date?
Make sure the fixed income risk/
reward profile within the glide path is
appropriate for participants, particularly
those nearing retirement.

Understanding and identifying fixed
income risks
Evaluating a fixed income strategy’s potential
risks is a matter of “knowing what you own.”
To help identify these risks, we suggest plan
sponsors and advisors ask their TDF provider
the following questions:
• What is the fixed income strategy’s yield,
and how is it being generated?
• What is the strategy’s credit exposure across
securities, and how does this differ from the
benchmark?
• How have these attributes changed across
different bond market cycles?
• Does the strategy have an explicit yield
target, and if so, is this yield target static?

Many active fixed income managers suggest
that greater credit exposures can help combat
today’s higher duration risk after years of scant
yields have effectively curtailed any income
cushion to absorb potential interest rate
increases. Keep in mind that interest rate risk is
inherent in all fixed income securities to varying
degrees. By comparison, extending credit
exposure introduces a potentially permanent
risk that has at times been much more
destructive to portfolio values.
Further, current low interest rates do not mean
that significantly higher rates are necessarily
imminent. Markets have been in the current
low-rate cycle for many years, and yields
could stay relatively subdued for much longer
than is currently forecasted depending on the
sizable macro risks and tepid economic growth
overhanging markets worldwide. Even if rates
do continue to move higher sooner rather
than later, the Federal Reserve is not expected
to act as aggressively as it often has in past
tightening cycles. Consequently, the duration
risk protection potentially provided by larger
credit allocations may not be worth the added
downside risk exposures in investors’ later
saving years, especially given the currently
compressed credit spread environment.

Exhibit 6: Fixed income risks can be insidious
A comparison of the risks most prevalent in U.S. government and credit securities
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Conclusion

It can also be useful to
review if and how a TDF’s
fixed income risk exposure
may evolve at various
points along the glide path.

It can also be useful to review if and how a TDF’s
fixed income risk exposure may evolve at various
points along the glide path. Again, this is where a
blended approach can offer distinct advantages
in optimizing risk allocations across the full credit
cycle.

A TDF’s approach to fixed income management is
critical in helping to optimize retirement outcomes,
particularly in terms of mitigating drawdown risk at
later stages in the glide path. While fixed income
is often viewed as a staple market segment,
years of low interest rates have encouraged many
active managers to increase their allocations
to higher-yielding credit securities, embedding
greater downside risk in a core allocation typically
engineered to reduce portfolio volatility. This comes
at a cost: higher risk of capital loss should markets
turn, or managers get their investment choices
wrong.
Thus, plan sponsors and their advisors should
consider re-examining their TDF’s fixed income
allocation, in order to help ensure that its risk
exposure remains appropriately aligned with
participants’ best interests. The optimized solution
may be a blended fixed income approach that
incorporates both passive and active strategies to
seek more consistent investment results across
both strong and difficult credit cycles, while helping
investors protect the assets they have worked so
hard to accumulate.
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