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Canadian DC pension plans 

Is there a default default? 
 

“When my information changes, I alter my conclusions.  What do you do, sir?” 
John Maynard Keynes 

Executive Summary 

Many Canadian plan sponsors are re-evaluating their DC plans’ default funds, seeking strategies 
more likely to generate robust retirement outcomes.  Under consideration are balanced funds 
utilising static asset allocation and target date funds with fixed glide paths, both of which offer 
substantial improvements on the status quo.  However, we argue in this paper that both approaches 
introduce structural failings meaning their outcomes are still likely to fall short of what is actually 
needed by members. 
 
Our key findings are: 

─ Members need returns to exceed inflation but the majority of funds do not target this real-world 
aim.  Members’ liabilities in retirement are likely to increase with (at least) inflation meaning returns 
need to be in real, not nominal terms.  However, most funds are constructed relative to a target 
allocation or return without reference to this aim. 

─ Members need to avoid sharp falls in portfolio value, especially near to their retirement date.  
Portfolios should be managed to limit the level of absolute losses, regardless of market environment.   

─ The use of balanced funds and/or target date funds can lead to complacency in members, 
sponsors and managers.  The risks of a systematic autopilot simply defer problems to a later date. 

 

Our recommendations are that default DC funds should incorporate the following key investment features: 

 Real return objectives 

 Management of downside risks 

 Adaptive to changing market conditions 

  

Twin aims 

No market-related anchor 
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1. What is needed from the ideal default fund? 

The purpose of default funds 

The idea behind a default fund is to provide an investment strategy for DC plan members who do not 
(or cannot) make decisions about investments themselves.  By automatically allocating contributions 
into the default fund, the strategy is to use the members’ inertia in their own favour, by aiming to 
generate sufficient returns to meet anticipated retirement needs.  More than that, by being defined 
as the default fund, it is often seen as the recommended investment strategy – it will almost always 
be the largest single fund in any DC plan’s line-up. 
 
Few members will ever change from their initial investment selection (whether defaulted into or 
consciously chosen), meaning the default fund has a heavy burden.  It must be appropriate for the 
individual participant, its investment strategy must remain suitable over a lifetime, and it must 
provide a smooth route into the post-retirement environment.  Needless to say, one single strategy is 
unlikely to be ‘perfect’ for everyone.     
 

The risks DC members face 

To assess how default funds should be designed, it is first helpful to understand the risks that DC 
members face, and how these impact the investment objectives and tolerances.  Then an 
assessment can be made as to which strategies can adequately meet these objectives. 
 
There are many risks to which a member is exposed and most of these are widely covered in other 
articles1, including longevity risk, savings (capital loss) risk, inflation risk and expense risk.  
However, the importance and impact of each of these risks changes over a member’s lifetime.  For 
example, members will be concerned about large losses to their DC account just before retirement 
as there will not be enough time to make up these losses.  In contrast, in the early years of saving, 
the risk of not growing the account sufficiently is the key concern.  In Figure 1 we outline four life-
stages of saving and retirement and the key risks faced in each of these stages. 
 
Figure 1 – Risks evolve over a lifetime, inflation concerns persist 
 

 

Source: Schroders.  For Illustration only. 

 
The key risks faced throughout the contributing lifetime are of insufficient contributions, insufficient 
real net growth, and sharp erosion of capital values.   

                                                 
1
 The rise of the custom target date fund – Retirement Insights, Morningstar, Fall 2012 
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We have shown in previous papers2 that the biggest influences on DC plan success are auto-
enrolment, sufficient contributions and good real returns throughout a member’s lifetime.  The 
selection of a default strategy is primarily concerned with the last of these three factors, but we note 
that this alone will not be enough if the other two conditions are not present. 
 
As we build towards the outline of an ideal default fund, we must translate these risks and 
requirements into a framework of primary and secondary investment objectives.  This is something 
of a balancing act, as there are conflicting requirements at each stage.  At this stage, it is impossible 
to take into account the other assets (defined benefit accruals, real estate ownership, human capital 
etc.) a member may have and in Canada these will often form a significant part of lifetime savings. 
Therefore, the most prudent position for plan sponsors is to assume that the DC plan is a member’s 
primary source of retirement funding and should be designed to provide this on a stand-alone basis. 

 
Figure 2 – Translating the risks and requirements into investment objectives 

 

Source: Schroders, for illustration only. 

 
Figure 2 outlines how real growth and prevention of capital losses are the most important features of 
a default investment strategy.  Even if they switch around in terms of relative importance as the 
member reaches the pre-retirement phase, neither objective can be fully sacrificed in favour of the 
other.  Accumulated savings must maintain their purchasing power to provide a member with the 
funds they need to live comfortably in retirement.  Sharp capital losses at early stages can have 
adverse psychological effects resulting in members stopping or reducing contributions. 
/ 
In many markets, these objectives have led to the use of static asset allocation balanced funds, with 
the aim of providing an expected level of return over the long term, and to fixed-glidepath target date 
funds, with the aim of de-risking the portfolio towards retirement.  We demonstrate in the next 
section that, while these approaches are based on sound theories, they encounter difficulties in 
practice, as the market environment is constantly changing. 
 
This leads to our third key requirement for a default strategy: the need to adapt to evolving market 
conditions, and remain aligned to the real-world objectives of sponsors and members.  This means a 
move away from strategies defined in terms of asset class allocations and market benchmarks. 

                                                 
2
 Investment Perspectives: Lessons learnt in DC from Around the World. Schroders. July 2013 
Investment Perspectives: How DC schemes can learn lessons from DB. Schroders. July 2012 
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2. How do the current opportunities measure up? 

In our view, there are three fundamental misalignments associated with the current default funds 
being considered: 
 

- a lack of diversification of growth assets, 

- the ‘set-and-forget’ nature of pre-defined asset allocations, and 

- the creation of false comfort and complacency in all involved parties. 

Lack of diversification 

 
Equities have typically been used as the main return driver in the growth phase of retirement saving, 
in both DB and DC systems.  This is due to the higher long-term return expectations, the ease and 
cheapness with which equity returns are achievable, and the perceived ability of portfolios to absorb 
the associated volatility over the period of saving.  We do not refute these points, and indeed expect 
equity returns to continue to be a key driver of long-term retirement investment returns. 
 
However, clear improvements can be made by allowing the use of other growth assets, and by 
diversifying the existing equity allocations.  Both of these straightforward steps will help to limit the 
impact of periodic losses from pure equity exposures.  
 
Even within the traditional equity allocation, a more robust outcome can be targeted by diversifying 
across different geographies and sectors.  Canadian equities represent 3.7% of the global market3, 
yet in the equity portion of many balanced and target date funds, Canadian equities often represent 
around 50% of the portfolio.  There is obviously peer group risk for a manager to move away from 
this norm but our concerns about concentration risk outweigh peer group confirmation. 

 
The Canadian economy is spread over several key industries and the Canadian equity market is 
biased towards cyclical sectors, and has a deficit in other areas (IT, healthcare) as shown in figure 3. 
 
Figure 3 - Canadian equity market is biased toward cyclical sectors 

 

Source: MSCI, Standard & Poors, Bloomberg, Schroders. As at 31 March 2014 

 
Additionally the US is by far the largest trading partner with Canada (receiving over 70% of the 
country’s exports and providing around 50% of all imported goods).  As we discussed in our recent 
paper for Canadian pension plans4, ‘diversification’ into US equities (where correlations are 0.8 

                                                 
3
 Based on Canada’s country weighting in the MSCI All Country World Index.  As at 31 March 2014 

4
 Canadian Pension Plans: Facing-off your investment challenges – Schroders, September 2013 
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between the two equity markets) provides little benefit.  We believe that Canadian DC members 
have inappropriately diversified equity portfolios and that relying on equities as the sole driver of 
growth and inflation are risks that can be reduced. 
 
The dangers of set-and-forget 
 
Static asset allocation balanced funds and fixed-glidepath target date funds have pre-determined 
exposures to each asset class.  The proportions to be allocated to each are decided at outset and, 
even allowing for some active management around these levels are adhered to for the long run.  
These allocations are generally based on sound long-term assumptions for each asset class and so, 
averaging across different times and between different members, the results will be broadly in line 
with expectations. 
 
However, these averages are deceptive; markets diverge from long-term assumed conditions for a 
lot longer than rationally anticipated, leaving many members exposed to significantly adverse 
outcomes.  In addition, even these long-term assumptions can vary over time, with changing market 
valuations and economic outlooks.  Nobody can accurately predict today what will be the low-risk 
asset in 30 years’ time. 
 
Yet this is precisely what the adoption of static or glidepath allocations implies.  Both strategies pre-
define the ‘safe’ asset, regardless of valuation level or economic conditions.  Fixed-glidepath target 
date funds take it one step further by advertising their commitment to sell ‘risky’ assets and buy 
‘safe’ assets, on a price-indiscriminate basis at specified dates in the future.   
 
Figures 4 and 5 show the change in real yields for Canadian bonds and cash since the Global 
Financial Crisis.  This is simply a contemporary example of how a seemingly established 
environment can change significantly for a sustained period.  To pursue the same strategy in a 
changed environment and expect the same outcome seems naïve at best and reckless at worst. 
 
Figures 4 & 5 – Just when you thought it was safe… 

 
CAD 10yr bond yields    CAD 3m Libor 

          

Source: Datastream, Schroders, to March 2014 

  

Risk-free return became return-free risk Lower yields mean more expensive bonds 
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The triangle of complacency 
 
Set-and-forget strategies which promise a solution over a lifetime can potentially lead all parties 
involved to disengage with the necessary decisions that ensure the member’s retirement planning is 
on track. 

 
Figure 6 – When accountability breaks down 

Members are typically unengaged, even those 
for whom DC savings is likely to be a 
significant part of overall wealth.  This is a 
global issue and almost impossible to change.  
Sponsoring employers who buy into low-cost, 
one-stop default solutions are more likely to 
consider their job complete and therefore 
divert their attention elsewhere.  Many 
managers of such strategies are simply 
passive implementers of the stated asset 
allocation or glidepath; success is defined as 
meeting or marginally exceeding a market-
related benchmark, rather than achieving the 
original real-world target outcome. 

Source: Schroders, for illustration only. 

 
With all parties having assumed that the correct structure is in place, there is little demand for a 
regular review to ensure the product remains suitable.  The danger of these assumptions has been 
highlighted by a survey5 submitted to the S.E.C in the US.  Members were asked a series of 
questions to test their knowledge of Target Date Fund features.  The most alarming of the findings 
was that only 36% of respondents could correctly identify that Target Date Funds do not provide 
guaranteed income in retirement. 

 
Each party is therefore on autopilot, mistakenly believing that the problem has been solved once and 
for all.  It is somewhat ironic that a system designed to use members’ inertia in their favour has 
actually engendered inertia throughout the whole system. 

 
  

                                                 
5
 Investor Testing of Target Date Retirement Fund (TDF) Comprehension and Communications, Siegel + Gale, 

February 15, 2012. 

Triangle of 

Complacency 

Member 

Manager Sponsor 
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3. Changing focus to the desired outcome 

Given the deficiencies of the traditional approaches, outcome-oriented strategies have developed to 
meet these needs.  Popular in the UK6 and gaining traction in Australia7, and known as Diversified 
Growth Funds (DGFs) or Real Return funds, these have the twin aims of delivering robust returns in 
excess of inflation and avoiding sharp falls in market value.  These investment strategies focus on 
dynamic allocations across multiple asset classes with the aim of achieving real-world results.   
 
Targets are not linked to index performance, and the managers are permitted high levels of flexibility 
in the tools and strategies to achieve these goals.  While it is true that most of these use equity as 
the key growth asset and government bonds as the main defensive asset, the key difference is that 
this is not codified into the strategy.  When equity markets appear overvalued, for example, skilled 
managers will cut exposure dramatically, as opposed to a marginal underweight from the SAA.  
When bond yields are at historic lows, other defensive assets can be used in their place. 

Analysis of the options 

We have simulated the outcomes from each different investment strategy stochastically, creating 
10,000 scenarios and examining the results.  Figure 7 shows the likely DC account balance at 
retirement of each of four investment strategies: a money market fund, a typical Canadian balanced 
fund, a typical Canadian target date fund (TDF) and a diversified growth fund (DGF) over a 40 year 
period.  The key statistics to focus on are the median and the ‘worst case’ (the bottom 5% of 
outcomes) since members are concerned about central expectations and ‘how bad is bad?’  
 
The use of money market strategies is not the safe option many believe it to be.  Locking in to cash 
returns with long-term savings when real interest rates are low or negative has a significant 
opportunity cost.  This is widely understood and accepted, and we show it here simply for 
completeness. 
 
The medians of the Balanced and Target Date funds are similar.  The diversified strategy has a 
more favourable range of outcomes and a much higher median, based on its target for equity-like 
returns and not having a de-risking glide-path in the later years.  The Balanced and Target Date 
funds provide a tighter range of outcomes, whereas the use of diversified growth strategies gives 
more dispersion, especially on the upside. 
 
Figure 7 – Diversified strategies can improve the range of retirement outcomes  

 

Source: Schroders, simulated outcomes for illustration only. Please refer to the Appendix for details of each strategy. 

                                                 
6
 “Ten years ago, few diversified growth funds (DGFs) were in existence. Today 71% of DC schemes offer a 

DGF to members.” – FTSE 350 DC Pension Scheme Survey 2014.  Towers Watson 
7
 Australian plans continue with re-allocations from equities to Alternatives (AUD 25bn in 2013), which includes 

allocations to or within Real Return strategies. Rainmaker Roundup. DEC Quarter 2013. 
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Certainly, there is a balancing act required between trying to achieve a higher average DC account 
and avoiding large losses, particularly close to retirement.  To examine this more closely, we look at 
the progression of the DC account in the pre-retirement life-stages identified earlier.  Figure 8 shows 
the outcomes at age 55 for each of the same strategies. 

 
Figure 8: Generating returns in the Earnings phase 

 

Source: Schroders, simulated outcomes for illustration only. Please refer to the Appendix for details of each strategy. 

 

This shows clearly that the DGF strategy is the best route to age 55 - a higher median, better ‘worst-
case’ scenario and exposure to increased potential upsides.  It dominates the others on both the 
primary target of real return generation and on the secondary target of downside protection. 
 
The next step is to look at the range of outcomes from age 55 to retirement, i.e. the pre-retirement 
phase discussed earlier.  Here, in figure 9, each strategy starts with the same opening account of 5x 
salary at age 55. 

 
Figure 9: Balancing objectives in the pre-retirement phase 

 

Source: Schroders, simulated outcomes for illustration only.  Starting account is 5x salary at age 55, for each strategy.  
Please refer to strategy details and forecast risk warning in the Appendix 
. 

Set-and-forget TDF’s passive de-risking means locking into lower returns using bonds, with no 
regard to prevailing valuations, sacrificing growth potential at a time when members still have 30+ 
years to provide for.  A DGF’s twin aims of real returns and management of losses ensure its 
continued appropriateness to and through retirement. The Balanced Fund exhibits similar results at 
the bottom of the outcomes but with far lower upside potential. 

 
The logical conclusion is that DGFs are a far better route to 55, and also a competitive route to 65 
and beyond.  With ever-increasing life expectancies and a decreasing predisposition to rely on the 
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state for long-term financial support, DGFs offer the best strategy for meeting the requirements of 
members and sponsors alike. 

 

Summary 

Canadian DC plan sponsors need to find the most appropriate default fund for their members.  
Should they look to the US, Australia or the UK for clues about the best direction to take? 

 
Our experience from working with DC plans around the world8 and analysis using our in-house tools 
provides us with meaningful insights into the advantages and disadvantages of Target Date Funds, 
Balanced Funds and Diversified Growth Funds. 

 
Our key findings are: 

─ Canadian balanced funds and target date funds concentrate their risk in equities, particularly 
Canadian and US equities.  This can result in members suffering from significant losses in their 
portfolios.   

─ Members’ liabilities in retirement (i.e. the items they will need to buy) are likely to increase with at 
least inflation.  Balanced funds and target date funds do not target returns above inflation.  They 
are benchmarked against competitor funds and there is no ‘steer’ from a collective to make 
significant changes in light of changing market conditions. 

─ Balanced funds and set-and-forget target date funds generally do not take into account the 
prevailing market conditions.  Balanced funds have a long term asset allocation benchmark 
anchored in historical long-term risk and return assumptions.  Target date funds use similar 
assumptions to de-risk asset allocations on a pre-determined path.  We are concerned that this 
approach leads to disengagement by all parties, leading to a triangle of complacency. 

─ Diversified strategies provide a combination of risk control and real return generation by reducing 
asset concentrations and volatility. 

 

Our key recommendations are: 

─ Members should target an outcome above inflation, not a peer group or a fixed/static asset 
allocation.  This will better align members’ investments with their needs. 

─ Dynamic asset allocation (by a skilled investment team) can be used to target these real-world 
investment outcomes by adapting to the market environment and casting off the anchor of 
set-and-forget asset allocations. 

─ Diversified growth funds with the twin aims of real returns and management of downside 
risks are the most suitable default fund strategy. 

 

 

 

 

 

 

With thanks to: 

Ross Servick & Michelle Skelly (Institutional Business Development, Canada) 
Scott Lothian, Paul Marsden, Lesley-Ann Morgan & Gavin Ralston (Global Strategic Solutions) 

                                                 
8
 Investment Perspectives: Lessons Learned in DC from Around the World.  Schroders. May 2013 
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Appendix 

Modelling assumptions for simulations in Section 3 (figures 7-9) 

Starting Age: 25 

Retirement Age: 65 

Contribution Level: 10% of salary 

Inflation (salary and price): 2%  

Money-Market Fund: 100% allocation to 3m CAD Libor 

Balanced Fund Allocation: 70% allocation to domestic (TSX Composite), US (S&P 500) and EAFE (MSCI 
EAFE) equities, 30% bond allocation (BAML Canadian Government Bonds) 
throughout 

Target Date Fund Glidepath: Invested in domestic (TSX Composite), US (S&P 500) and EAFE (MSCI 
EAFE) equities in early years then switching 65% of the portfolio to domestic 
government bonds (BAML Canadian Government Bonds) and cash (3m CAD 
Libor) over the 20 years to retirement 

Diversified Growth Fund: Based on Schroders Canadian Diversified Growth Fund strategy.  Targeting 
CPI inflation+4%, with 2/3rds of the volatility of domestic equities. 

 

Returns are based on Schroders’ long-term forecasts for each of the stated assets.  Risk is based on long-
term historical data for the stated indices. 
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