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DOWNSIDE  
PROTECTION  
IN DC PLANS
A new approach can help custom  
target date funds manage risk B Y  N AT E  M I L E S

The introduction of target date 
funds marked a vital improvement 
in plan sponsors’ ability to help 

defined contribution participants  
balance risk and reward. But while 
the funds’ strategic glidepaths excel 
at maintaining risk-appropriate asset 
allocations over time, they still expose 
participants to short-term market 
volatility. That downside risk can present 
challenges for plan sponsors, particularly 
if declines occur when participants  
are close to retirement. 

Some plan sponsors are especially 
concerned about the potential for greater 
market volatility now, after more than 
six years in a bull market. Many are 
weighing options to better manage short-
term volatility while building on TDFs’ 
successes. One approach involves altering 
the portfolio’s asset mix — for example, 
by emphasizing lower-volatility stocks. 
Plans with custom TDFs have another 
option: targeting volatility directly 
through target volatility triggers.

Setting volatility limits 
Target volatility triggers provide a 
systematic process that directly manages 
exposure to risk, designed with a goal of 
reducing the impact of market downturns. 
TVTs enable plan sponsors to reduce 

a target date fund’s equity exposure 
temporarily during periods of high  
forecasted volatility, without permanently 
altering the fund’s glidepath. 

The process starts with plan sponsors 
setting a limit on the amount of volatility 
that the equity portion of a TDF 
contributes to the overall portfolio.  
This threshold depends on the level  
of risk that sponsors feel their  
participants can manage, and can be 
selected in consultation with a TVT 
provider. For example, a plan sponsor 
might set an “equity contribution to risk” 
threshold of 15% realized volatility,  
which is roughly the stock market’s 
historic average volatility level. Focusing 
on the equity allocation’s contribution to 
the TDF’s volatility determines how much 
influence adjusting the equity allocation 
will have on the portfolio’s total volatility. 

Then, the TVT system automatically 
calculates a daily market volatility 
forecast. The forecast is based on the 
equity market’s realized volatility 
over the trailing 12 months, and gives 
the most weight to the recent past. 
(Research has shown that volatility 
tends to persist over the short term.) 

Using this daily forecast, the TVT 
estimates the portfolio’s volatility  
level based on its exposure to equities.  

Say market volatility is forecast at 20%  
and the portfolio holds 80% in equities.  
The equity component’s contribution  
to overall portfolio risk is 16%  
(20% x 0.8 = 16%). 

If the portfolio’s volatility level is out 
of line with the target threshold, the 
TVT automatically adjusts the equity 
allocation. In this example, the TVT would 
sell enough equities to bring the portfolio’s 
16% risk level back to the 15% limit.  
During a period of low forecasted volatility, 
the TVT would increase exposure to risk 
by shifting assets from fixed income to 
equities until the portfolio’s level is closer 
to that 15% threshold.

This dynamic approach to managing 
volatility eliminates the need for 
investment teams to interpret signals 
about market risk, and has the potential 
to improve a TDF’s risk-adjusted returns. 
For example, State Street Global Advisors’ 
research has found that between 2000 
and 2014, a TVT added to a TDF with a 
2010 target date would have increased 
returns by almost 10%, yet with nearly 
10% lower volatility. What’s more, 
the TVT would have helped keep the 
portfolio’s actual risk level more closely 
in line with the long-term volatility 
expectations of its glidepath, as seen 
in the chart above.
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Explaining a substantial difference 
between a fund’s return and that of its 
benchmark — as well as times when 
a fund’s equity weights are smaller or 
larger than the portfolio’s strategic equity 
allocation — may present communications 
challenges for plan sponsors. 

As the DC industry continues to refine 
TVTs, the current tradeoffs may require 
plan sponsors to reframe how they  
talk about TDFs with their participants, 
emphasizing the goal of managing risk 
rather than simply maximizing returns. 
This conversation can highlight the 
important strides plan sponsors have 
made in the past decade in offering new 
options designed to improve participant 
outcomes. As an industry, we must build 
on the success of TDFs and challenge 
ourselves to develop new tools, like 
TVTs, that can help participants invest 
— and stay invested — in the best mix of 
assets to achieve their retirement goals.•
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GET IN TOUCH 
Email us at theparticipant@ssga.com to 
discuss TVTs within custom target date funds.

Benefits  
and tradeoffs
The TVT process is largely automatic 
and passive once the parameters are 
in place, but plan sponsors and their 
TVT providers can periodically review 
the system’s performance and adjust 
those parameters as needed. Targeting 
volatility directly in this way provides 
another layer of risk management to  
a TDF without the need to incorporate 
new asset classes, such as alternatives, 
into its portfolio.

TVTs come with a few tradeoffs,  
however. They might not protect from 
sudden corrections and bounce-backs  
not signaled by the market’s trailing 
realized volatility. Consider a flash  
crash: The fund might sell equities  
only afterward, potentially missing part 
of a quick recovery. Depending on the 
market’s trading threshold and realized 
volatility, TVTs also could lead to frequent 
trading that boosts transaction costs. 

Furthermore, these shifts in equity 
weighting can increase tracking error 
compared to a fund’s benchmark.

Flexibility for a  
customized approach
Plan sponsors can work with their  
TVT providers to tailor rules to their 
plan’s unique needs. For example,  
plan sponsors can specify: 

TARGET VOLATILITY LEVEL
Plan sponsors can choose a threshold 
that they believe is appropriate for 
participants.

MAXIMUM DEVIATION
This guideline allows the equity 
allocation to depart from the glidepath’s 
strategic allocation only up to a set 
amount, such as 10%. 

MINIMUM TRADE SIZE
This guideline helps manage turnover.  
A trade might be triggered only when 
the existing equity allocation is at 
least 10% larger or smaller than the 
desired allocation.

Realized volatility levels for a TDF with and without a TVT
Trailing 1-year volatility; following a 45-year-old through 15 years; December 29, 2000 — January 1, 2015

Source: SSGA, October 2015. Portfolio’s expected volatility was calculated using historic volatility levels for the particular mix of assets the fund held at that time, based on its 
glide path. Volatility levels for target date fund with and without a TVT were calculated through backtests measuring the trailing 1-year standard deviation of daily returns.



Learn More
For more information about the DC capabilities and  
investment strategies offered by State Street Global Advisors,  
email definedcontribution@ssga.com.

Additional Articles
For more articles like this, please visit  
ssga.com/theparticipant. 

Subscriptions
To receive print and/or digital copies of The Participant,  
please email us at theparticipant@ssga.com.

Feedback 
We welcome your ideas, feedback and suggestions for  
consideration in future surveys or articles. Contact us at  
theparticipant@ssga.com.

The views expressed in this material are the views of SSGA Defined Contribution 
through the period ended January 31, 2016, and are subject to change based 
on market and other conditions. This document contains certain statements 
that may be deemed forward-looking statements. Please note that any such 
statements are not guarantees of any future performance, and actual results 
or developments may differ materially from those projected. The information 
provided does not constitute investment advice and it should not be relied 
on as such. It should not be considered a solicitation to buy or an offer to sell 
a security. It does not take into account any investor’s particular investment 
objectives, strategies, tax status or investment horizon.

Unless otherwise noted, the opinions of the authors provided are not necessarily 
those of State Street. The experts are not employed by State Street but may 
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State Street Global Advisors One Lincoln Street, Boston, MA 02111-2900. 
T: +1 617 664 7727

receive compensation from State Street for their services. Views and opinions 
are subject to change at any time based on market and other conditions. You 
should consult your tax and financial advisor. All material has been obtained 
from sources believed to be reliable. There is no representation or warranty 
as to the accuracy of the information, and State Street shall have no liability 
for decisions based on such information.

Investing involves risk, including the risk of loss of principal. The whole or any 
part of this work may not be reproduced, copied or transmitted or any of its 
contents disclosed to third parties without SSGA’s express written consent.

Diversification does not ensure a profit or guarantee against loss.
†  Data were collected in October 2015 using a panel of 1,500 U.S. workers, aged 22-50, 
employed on at least a part-time basis and offered a DC plan by their employer. 
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About Us
For nearly four decades, State Street Global Advisors has 
been committed to helping our clients, and those who rely 
on them, achieve financial security. We partner with many of 
the world’s largest, most sophisticated investors and financial 
intermediaries to help them reach their goals through a rigorous, 
research-driven investment process spanning both indexing 
and active disciplines. With trillions* in assets, our scale and 
global reach offer clients access to markets, geographies and 
asset classes, and allow us to deliver thoughtful insights and 
innovative solutions.

State Street Global Advisors is the investment management arm 
of State Street Corporation.

*  Assets under management were $2.4 trillion as of September 30, 2016. AUM reflects 
approximately $40.29 billion (as of September 30, 2016) with respect to which State 
Street Global Markets, LLC (SSGM) serves as marketing agent; SSGM and State 
Street Global Advisors are affiliated.




