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Introduction

Since the global financial crisis in 2008–2009, practitioners 

and academics have been advising asset owners to “rethink,” 

i.e., to reconsider investment strategies, models, asset allocation 

decisions and even the very premise of portfolio diversification. 

This was considered prudent advice as 

fundamental shifts within and across 

asset markets turned time-honored 

theories and strategies of investing on 

their heads. Market disruptions during the 

financial crisis exposed the weaknesses 

of models and aptly demonstrated 

that “basic” assumptions — normal 

distributions, market efficiency and risk-

free rates of return — were not so basic 

after all. Certain asset classes have experienced persistent low 

returns due in part to expansive monetary policy by Central 

Banks, global deleveraging, and structural shifts in global 

macroeconomic performance, and these lower returns are 

expected by many to persist going forward. These challenges in 

portfolio performance add to the conundrum, as lower returns 

accentuate funding gaps, especially among asset owners with 

large explicit liabilities. Yet unresolved, the fundamental challenge 

remains: How do asset owners navigate the quest for superior 

risk-adjusted performance in a low-return world?

RETHINK: 
TO RECONSIDER A STRATEGY  
WITH A VIEW TO CHANGING  
ONE’S TACTICS OR OPINIONS;  
TO RECONSIDER PROFOUNDLY
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Our objective in this paper is to offer a perspective. We studied institutional 

investment patterns to understand how investors are coping with the challenges 

of portfolio construction and strategic asset allocation amidst low returns. Our 

analysis focused on the investment decisions of university endowments, global 

pension funds, and sovereign wealth funds. Our approach was to examine 

investment patterns in institutional portfolios as a baseline for understanding 

changes in the investment process. Using empirical analysis, supplemented by 

survey reviews and manager interviews, we then identified six critical factors 

driving innovation in meeting the dual challenges of more risk and less return. We 

next traced the performance impacts of investor responses, and finally distilled 

these into five factors for asset owners and managers to consider in relation to 

the challenges of asset allocation in a low-return world. Importantly, our findings 

have broad applicability across asset owners and will be of interest not only to 

large institutions, but also foundations, small endowments, family offices and 

even high-net-worth individuals.

We find that institutional investors, including not only US endowments, but also 

global pension funds and sovereign wealth funds, have long embraced diverse 

patterns of strategic asset allocation in their quest for superior risk-adjusted 

performance. These have included geographic diversification and a broad 

use of alternative assets and strategies. These patterns have expanded since 

the global financial crisis though are accompanied by heightened concerns 

about return volatility, a structural convergence of correlations between asset 

classes and the real risk of tail events. Our empirical analysis of these factors 

substantiates these concerns, but also reinforces the benefits of diversification 

through carefully constructed portfolios including alternative assets. However, 

such strategies warrant caution as performance effects will vary widely based 

on strategy, manager selection, and specifically in the case of private equity, 

the vintage year. As the headwinds of the crisis continue to blow, we find that 

innovative investors have accepted and seek to exploit the more complex and 

integrated nature of portfolio risk. They are proactive in managing the investment 

and liquidity constraints imposed by the liabilities of their portfolios, while being 

deeply mindful of the impacts of tail events and spiking correlations on their 

ability to meet return objectives and liquidity requirements. They respect that the 

quest for performance requires a trade-off between returns, risk and costs — 

and demand appropriate compensation for the risk and costs they bear. 
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Strategic Asset Allocation:  
Old Friends and New Bedfellows

The strategic asset allocation patterns of institutional investors globally reflect 

broad diversification by geography and asset class. They also show a 

demonstrable shift over the last 15 years toward a greater use of alternative 

asset classes, including commodities, real estate, other real assets, private 

equity and various hedge fund strategies.1 A closer examination of the investment 

patterns of US university endowments, pensions and other institutional investors 

specifically reveals a clear continuation of such trends following the financial 

crisis. In fact, these are not confined to large asset owners alone, but in fact 

extend more broadly to wealth managers.2 In this section, we analyze institutional 

asset allocation to better understand the investment decision framework of asset 

owners and asset managers.

US University Endowments

Strategic asset allocation trends among university endowments, popularized 

by the work of David Swenson and the Yale Investment Office,3 and extended 

by Harvard Management, are by now well studied. Often referred to as the 

“endowment model,” the strategy — originally rooted in Swenson’s belief in 

efficient markets for exchange-traded assets — leverages an endowment’s 

inherent long-term horizon to harvest liquidity premia and exploit returns in 

less efficient markets, particularly those for private equity, commodities and 

other real assets. The objective is to earn returns that support annual spending 

rates for large endowments of approximately 5 percent, while still permitting 

the endowment to grow year-over-year. Among university endowments in the 

US, there has been a progressive trend away from domestic equities and 

into international equities and alternative investments for more than 20 years. 

Endowment allocations to alternatives particularly have risen steadily over this 

period, as holdings of domestic equities and fixed income have consistently 

declined in search of alpha and greater diversification value. The latter is similarly 

reflected in allocations to international equities, which have also increased. 

Importantly, these patterns have accelerated. 



  4BY THE NUMBERS: THE QUEST FOR PERFORMANCE

For example, among endowments with assets in excess of $1 billion (see Figure 1), there 

has been a dramatic increase in allocations to alternatives since 2007. While this sharp 

increase may be due to weight drift as a function of stickiness or relatively lower declines 

in the value of alternative positions, these allocations have persisted, suggesting a  

deliberate rebalancing.

FIGURE 1

Large US University Endowment Asset Allocation

In Percent

Source: NACUBO database; John Lerner and Ann Leamon, “Yale University Investments Office: February 
2011,” Harvard Business School Publishing, 9-812-062, October 18, 2012

Within the asset class, alternative allocations to hedge fund strategies have 

dominated. This is consistent with an investment approach that seeks to exploit 

pricing inefficiencies and harvesting liquidity premia for higher returns. Among such 

large endowments, allocations to hedge fund strategies drove the shift to alternatives 

beginning in 2000. After 2007, sharply higher allocations to real assets and private 

equity further accelerated the drive to alternatives (see Figure 2).

FIGURE 2

Large US University Endowment Allocation to Alternatives

In Percent

Source: NACUBO database; John Lerner and Ann Leamon, “Yale University Investments Office: February 
2011,” Harvard Business School Publishing, 9-812-062, October 18, 2012
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Similar patterns persist and are in fact accentuated across all sizes of university 

endowments (see Figure 3). This implies a convergence of investment strategies 

both as a function of the common nature of the liability management challenge that 

endowments share, and as a competitive response to the investment strategy and 

performance of other endowments.4 

FIGURE 3

All US University Endowments Asset Allocation

In Percent

Source: NACUBO database; John Lerner and Ann Leamon, “Yale University Investments Office: February 
2011,” Harvard Business School Publishing, 9-812-062, October 18, 2012

For all sizes of endowments, the dramatic shift to alternatives after 2007 is again 

discernable and consistent across all three sub-classes (see Figure 4).5 

FIGURE 4

All US University Endowments Allocation to Alternatives

In Percent

Source: NACUBO database; John Lerner and Ann Leamon, “Yale University Investments Office: February 
2011,” Harvard Business School Publishing, 9-812-062, October 18, 2012
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Pension Funds

Like endowments, pension funds also have increasing annual short-term liabilities 

and their impacts are further accentuated by demographic factors common to most 

advanced economies. Specifically in the case of aging populations with high demands 

for pension payouts, distribution pressures on both defined-benefit and defined-

contribution plans continue to grow as fixed income yields decline. Pension managers, 

regardless of the nature of their liabilities, have increased allocations to alternative 

assets and pursued greater geographic diversification through higher allocations to 

emerging and frontier markets.

Among Organisation for Economic Co-operation and Development (OECD) pension 

funds, this shift became discernible as early as 2000, offsetting both equity and fixed 

income positions. The move to alternatives has been significant, rising from 6 percent 

to 19 percent of total AUM from 2000 to 2012, while allocations to both fixed income 

and equities have declined (see Figure 5). At the same time, OECD pension funds 

reduced their domestic exposure to equities significantly.

FIGURE 5

OECD Pension Fund Asset Allocation (1993–2012)

In Percent

Source: Towers Watson, “Global Pension Assets Study 2012,” January 2012 
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The global nature of the diversification to alternative assets is also evident on a 

country-by-country basis. In the period 2002 to 2012, the move to alternatives 

was greatest in the United Kingdom (increased from 3 percent to 17 percent), 

Switzerland (increased from 18 percent to 30 percent) and the United States 

(increased from 10 percent to 20 percent), while pension funds in Japan maintained 

a relatively lower exposure to alternatives.6 Based on the size of plan’s assets, larger 

European Union (EU) pension plans have allocated more to alternative assets 

and less to equities than smaller plans.7 Nonetheless, the trends in alternatives 

and more generally in asset allocation continued across all pension fund sizes 

from 2010 to 2012. In the case of geographic diversification, allocations to foreign 

assets, specifically in emerging and frontier market sets, have expanded steadily  

(see Figure 6). 

FIGURE 6

Percentage of EU plans with specific allocations to emerging markets (2010–2012)

In Percent

Source: Mercer, “Asset Allocation Survey: European Institutional Marketplace Overview 2012” 
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Among US pension funds, similar trends are evident. On average US pension funds 

have increased their allocation to alternatives from 10 percent to 20 percent of AUM, 

while exposure to both fixed income and equities has declined. In the dual cases of 

Texas and California, asset allocation has been driven in part by macro-regimes from 

periods of fixed income (low inflation, high dividends and higher equity volatility), to 

a fixed income/equity mix (high economic growth and reduced equity volatility), and 

finally to decreasing equities and increasing alternatives (low inflation and economic 

growth with higher equity volatility). Such trends have been more pronounced for larger 

pension plans that have the capacity to assume the additional risks from diversification 

by asset class and geography.8 

Pension managers are widely surveyed for insights into shifts and asset allocation 

strategies. Various recent surveys of pension managers reinforce these trends in 

alternative use and suggest that they may receive wider adoption. For example, in 

the 2012 Pyramis Global Advisors’ survey of pension managers, 48 percent of US 

corporate pension plans report that they will consider diversifying into alternative 

asset classes to better manage volatility. Similarly, among US public pension plans, 67 

percent of respondents reported that they would increase the use of illiquid alternatives 

to increase returns and 39 percent said the same for liquid alternatives. Among 

Canadian pension plans, 23 percent of respondents reported that they would increase 

net allocations to liquid and illiquid alternatives — some by as much as 18 percent and 

50 percent, respectively.9 
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Sovereign Wealth Funds

Sovereign wealth funds (SWFs)10 have emerged as important institutional investors 

globally. They have widely disparate mandates and are frequently the largest investors 

in their respective countries. At year-end 2012, SWFs had approximately $5.6 trillion 

in assets under management.11 Among SWFs, asset concentration is high (see Figure 7 

and associated fund references in Table 1), with the top 10 funds holding 79 percent 

of total SWF AUM, the top 20 funds holding 93.1 percent and 18 funds each holding 

assets in excess of $50 billion. Unlike both endowments and pensions, most SWFs do 

not have explicit, annual short-term liabilities. Rather, at the extremes, they experience 

limited liability pressure year-over-year or have contingent liabilities based on  

their mandates.12

FIGURE 7

Concentration of 10 Largest Sovereign Wealth Funds by Assets (2012)

Source: Sovereign Wealth Fund Institute, Fletcher Network for Sovereign Wealth and Global Capital databases

Trend data on asset allocation for SWFs is difficult to aggregate over long periods, 

owing to the relatively recent launch of many of these entities (e.g., China Investment 

Corporation, Korea Investment Corporation), as well as limitations to their disclosure 

of portfolio details. Based on a sample target of approximately 30 SWFs segmented 

by policy purpose using the International Monetary Fund (IMF) convention outlined 

in Table 1, we were able to compile asset allocation data for 12 months ended 2010 

on 15 funds classified by macro-stabilization, savings, pension and investment  

reserve mandates.

4%  Russia NWF

4%  Singapore Temasek

6%  Singapore GIC

7%  China HKMA

8%  Kuwait KIA

11% China CIC

 UAE ADIA  16%

 Norway GPG-G  16%

China SAFE  14%

 Saudi SAMA  14%

THE TOP TEN FUNDS 
CONTROL 79 PERCENT 
OF TOTAL SOVEREIGN 

WEALTH FUND ASSETS 
UNDER MANAGEMENT 

AS OF 2012.
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TABLE 1

Selected Sovereign Wealth Funds by Purpose and Source of Capitalization, 2012

Country Fund Purpose Source

Kazakhstan Kaz Natl Fund Stabilization

Algeria Rev Reg Fund Stabilization

Iran Oil Stab Fund Stabilization

Singapore Temasek Savings

US-NM NM St Inv Council Savings

Brazil Sov Fund Savings

UAE ADIA Savings

Kuwait KIA Savings

Qatar QIA Savings

UAE ICD Savings

Libya LIA Savings

UAE IPIC Savings

US AK Per Fund Savings

Brunei Brunei Inv Agency Savings

US Texas Per School Savings

Canada AB Heritage Fund Savings

Oman Gen Res Fund Savings

China SAFE Reserve Investment

China CIC Reserve Investment

China HKMA Reserve Investment

Singapore GIC Reserve Investment

Korea KIC Reserve Investment

Saudi Arabia SAMA Reserve Investment

China NSSF Pension Reserve

Australia AFF Pension Reserve

Ireland NPRF Pension Reserve

New Zealand NZ Super Fund Pension Reserve

Russia NWF Pension Reserve

Norway GPG-G Stab/Savings/Pension

Azerbaijan State Oil Fund Stab/Savings

East Timor Timor-Leste Stab/Savings

Chile Soc & Eco Stab Fund Stab/Pension

Malaysia Khazanah Sov Dev

Bahrain Mumtalakat Sov Dev

UAE Mubadala Sov Dev

France Strg Inv Fund National Strategic

Source:  
Sovereign Wealth Fund 
Institute, Fletcher Network 
for Sovereign Wealth and 
Global Capital databases. 

Oil

Gas

Non-commodity 

Copper
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Strategic asset allocation among SWFs is driven less by the sovereign status of asset 

ownership than by mandate, investment horizon and liability structure. Allocation 

strategies vary across funds and, for any SWF, will more closely resemble those of 

institutional investors with similar mandates. Differences, nonetheless, remain as a 

function of size, maturity, sophistication and investment philosophy. In addition, source 

of funding also results in differences in asset allocation strategies. For example, a 

country dependent upon commodity revenues for its income may diversify risk by 

investing in financial assets that have a low correlation with such revenue streams. This 

is especially the case for oil-dependent countries that hedge the dual risks of currency 

and oil price volatility with higher allocations to financial assets.

Macro-stabilization funds are designed to smooth fiscal gaps in domestic budgets and 

so are constrained by contingent liabilities resulting from budget shortfalls. To respond 

to calls to finance short-term fiscal deficits, stabilization funds have adopted asset 

allocations that are heavily oriented to cash and fixed income securities and avoid less 

liquid assets.13 Two of the funds represented in Figure 8 — Chile and Azerbaijan — 

both maintain a zero allocation to alternatives. 

FIGURE 8

Percentage Allocation to Alternative Assets by Select Sovereign Wealth Funds, 2010

In Percent

Source: Associated SWF websites
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In sharp contrast, savings funds, with inter-generational wealth transfer objectives, 

have long-term investment horizons and less-explicit liability structures. They have 

traditionally maintained more aggressive investment postures and higher allocations to 

alternative assets. Of the five savings funds in Figure 8, each maintained an allocation 

to alternative assets in 2010 ranging from 15 percent to 35 percent. Interestingly, the 

Texas Permanent School Fund held positions in alternatives as high as 61 percent of 

total assets in 2008, only to trim those substantially to 12 percent in 2009.14 Position 

reductions were primarily in private equity and infrastructure. In contrast, Alberta’s 

Heritage Savings Trust Fund increased allocation to alternatives from 18 percent in 

2008 to 24 percent in 2010.15

Figure 8 includes five funds with pension-like mandates. They are split between two 

distinct allocation patterns. The Norwegian Government Pension Fund-Global and 

China’s National Social Security Fund had no allocation to alternatives. However, 

Norway has approved up to a 5 percent allocation to real estate and since 2011 has 

made several investments under that allocation.16 China’s National Social Security 

Fund (NSSF),17 however, maintains a rather static 60/40 allocation to equities and 

fixed income.18 Conversely, other funds with pension-like mandates are more broadly 

diversified. The New Zealand, Irish and Australian funds, for example, all make 

aggressive use of alternative assets.19 In 2010, these ranged between 21 percent 

and 25 percent, respectively. Australia demonstrated the most marked shift toward 

alternatives, increasing its allocation from a low of 1.5 percent of assets in 2008 to 

more than 25 percent in 2010, including investments in real estate, infrastructure and 

other alternatives.
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Finally, among investment reserve funds, the mandates of the Korea, China and 

Singapore Investment Corporations are both long-term and essentially uninhibited 

by explicit liabilities. In this respect, all three are able to exploit their investment 

horizons in being liquidity sellers. Table 2 depicts the strategic asset allocation of the 

Government Investment Corporation of Singapore (GIC) between 2007 and 2011. The 

GIC has varied its holdings of equities, alternatives and cash over this period, but has 

systematically reduced its holdings of fixed income securities from 26 percent in 2007 

to 17 percent in 2011. Though varying, its allocation to alternatives is both sizable and 

diverse within the asset class with especially significant allocations to both real estate 

and private equity.

TABLE 2

Government Investment Corporation of Singapore Asset Allocation

Notes: 1. For fiscal year ending March of succeeding year. 2. Includes infrastructure

Source: Government Investment Corporation of Singapore website

2011 2010 2009 2008 2007

Equity (domestic and international) 45% 49% 51% 38% 44%

Fixed Income 17% 22% 20% 24% 26%

Cash / Money Market Funds 11% 3% 4% 8% 7%

Alternatives 27% 26% 25% 30% 23%

of which Real Estate 10% 10% 9% 12% 10%

of which Private Equity 11% 10% 10% 11% 8%

of which Hedge Funds / Absolute Return 3% 3% 3% 3% 3%

of which Commodities 3% 3% 3% 4% 2%

Total 100% 100% 100% 100% 100%
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In comparison, the Korea Investment Corporation (KIC) (see Table 3), which once 

maintained a nearly 20 percent allocation to alternatives primarily in structured 

products, eliminated those positions during the global financial crisis. KIC is rebuilding 

its allocation to alternatives in a more diversified manner through small positions in 

real estate, private equity, hedge funds and commodities. This aligns with KIC’s global 

macro view that worldwide deleveraging will persist and superior performance will 

derive from absolute return strategies and increased allocations to emerging market 

equities and bonds. As is evident, it also systematically reduced its fixed income 

holdings between 2007 in 2011.20

TABLE 3

Korea Investment Corporation Asset Allocation

Source: Korea Investment Corporation website

2011 2010 2009 2008 2007

Equity (domestic and international) 49% 43% 44% 28% 29%

Fixed Income 32% 40% 48% 51% 51%

Cash / Money Market Funds 3% 2% 3%

Alternatives 7% 6% 7% 17% 20%

of which Real Estate 2% 1% 1%

of which Private Equity 2% 2% 5%

of which Hedge Funds / Absolute Return 2% 1%

of which Commodities 1% 1% 1%

of which Structured Securities 17% 20%

Other 10% 9% 1% 0% 0%

Total 100% 100% 100% 100% 100%
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TAKE-AWAYS
•	 Institutional investors globally have long embraced asset allocation  

strategies that include alternative investments

•	 The financial crisis, rather than causing a reconsideration of such  

strategies, instead reinforced the commitment of institutional managers  

to strategic asset allocation strategies weighted to alternatives22 

•	 Since 2008, institutional managers have expanded their use of  

alternatives and have expressed the clear intent to continue

As extensions of their alternative strategies, the largest sovereign investors also maintain 

active programs in direct investing. This activity is heavily concentrated among funds 

and in sectors where capacity — in private equity investment and sector analysis 

particularly — has been developed. In 2011 and in 2012, for example, the most active 

SWF investors accounted for approximately 80 percent of total transactions. Among 

these, the three Asian reserve funds — CIC, GIC and Temasek — alone are responsible 

for nearly 50 percent of transactions. From a sector perspective, sovereign funds have 

exhibited a strong preference for investments in financial services, as well as in natural 

resources, real estate and infrastructure, the latter all with commodity and real asset 

exposures similar to other alternative strategies. Together these four sectors accounted 

for 75 to 80 percent of all SWF transactions in 2011 and 2012.21

THE TOP THREE FUNDS, 
CIC, GIC and Temasek, accounted 

for 50 percent of all sovereign 

wealth funds’ transactions in 

2011 and 2012. Four sectors, 

financial services, natural 

resources, real estate and infra-

structure, have accounted for 75 

to 80 percent of all transactions 

in the same time period.



The Nobel Foundation is a private institution established in 1900 based on the will of 

Alfred Nobel. The Foundation manages the assets made available through the will for 

awarding the Nobel Prize in Physics, Chemistry, Physiology or Medicine, Literature and 

Peace. The Foundation had 2.97 billion kronor ($448 million) in investments at the 

end of 2011, down 18 percent from 2007. Over the past 10 years, the Foundation’s 

investments returned an average 1.5 percent to 2 percent. This is considerably below the 

estimated 3.5 percent to 4 percent annual returns required to maintain capital stability. 

In 2011, the Foundation’s portfolio was 47 percent invested in equities, down from 67 

percent in 2007. In the same period, allocations to alternatives increased from 12 percent 

to 33 percent, largely as a result of increased allocations to hedge funds and private 

equity funds collectively rising from 6 percent to 24 percent between 2007 and 2011. 

Fixed income investments remained relatively stable at 20 percent, versus 21 percent in 

2007. During that period the average return on the Foundation’s total investments was 

0.6 percent, with the equity positions losing 2.4 percent.

Drivers in the Performance Fast Lane

How are these patterns and investment behavior linked to the performance quest? 

They are motivated by a series of drivers to overcome performance deficiencies, while 

avoiding increased risk — whether market, liquidity or tail risk. The case of the Nobel 

Foundation23 is telling. Squeezed between fixed annual cash outlays and persistently 

diminishing investments returns, in 2012 the Foundation reduced its annual cash 

awards by 20 percent and increased allocations to hedge funds and private equity 

funds. In the face of lower awards, the Foundation reaffirmed its commitment to alter-

natives with the expressed objective to address not only low returns and the widening 

asset-liability gap, but also concerns about increased volatility presumably through 

the beneficial effects of reduced return correlations across its holdings and strategies.

In some respects, the Nobel Foundation’s decision process reflects the challenges 

and frustrations of many institutional managers, including wealth managers. In this 

section we identify and examine six critical drivers that are motivating managers as they 

navigate the performance quest. These include the persistence of low returns, higher 

return variability, converging correlations, the burgeoning asset-liability gap, the real 

risks of tail events and illiquidity, and what we — and others — refer to as the “Joneses 

Effect,” i.e., the competitive motivation driven by benchmark or peer performance to 

“keep up with the Joneses.”

BY THE NUMBERS: THE QUEST FOR PERFORMANCE  16

THE NOBEL FOUNDATION

THE SIX DECISION DRIVERS
1. Persistence of low returns

2. Higher return variability 

3. Converging correlations 

4.  Burgeoning asset- 

liability gap 

5.  Real risks of tail events  

and illiquidity 

6. The “Jonses Effect”
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Low Returns and Higher Volatility

To identify and understand structural shifts in relative returns, volatility and cross-asset 

correlations, we prepared an analysis of quarterly returns from 1998 through 2012 

across 10 asset types.24 These include US equities; global equities; separate proxies for 

emerging and frontier markets; US government and corporate fixed income; and four 

alternative asset classes using proxies for commodities, real estate, hedge funds and 

private equity. To place this analysis in historical perspective, the arithmetic mean for 

both US and non-US equities from 1973 to 2010 was more than 11 percent, while that 

for both government and non-government global bonds was approximately 8 percent.25 

In contrast, for the period 1998–2012 (see Table 4), we find that the average annual 

returns for the S&P and World Equity Index (MSWI) were 2.6 percent and 2 percent, 

respectively. Perhaps expectedly, equity performance in emerging and frontier equity 

markets was higher at 6.5 percent and 5.4 percent, respectively. For the period, 

equity returns were overshadowed by returns on both long-term US government and 

corporate bonds at 7.7 percent and 6.1 percent.

TABLE 4

Selected Asset Returns and Standard Deviation (1998–2011)

* Partial for some asset classes. ** Adjusted for smoothing effects 
Source: Bloomberg and Cambridge Associates. See Methodology Appendix for further details

The average annual returns of hedge funds (6.9 percent) and private equity (11.6 

percent)26 were robust, though returns for both asset classes masked considerable 

variability across strategies and managers. To illustrate, Table 5 provides annual private 

equity returns by quartile from Cambridge Associates. Regardless of the period, there 

are stark differences between first and fourth quartile performance among private 

equity managers, which has become further accentuated since 2008. The mean 

differential between first and fourth quartile managers was 12.63 percent in the period 

from 1998 to 2007. This widened to 18.42 percent between 2008 and 2010 (the latest 

period for which data was available). This further highlights the challenges faced by 

asset owners as they invest in this asset class. Manager selection has become a key 

driver of performance.

SPX MSWI MXEF MXFM 20 T US Corp RE COM HF  PE** 

Quarterly Mean Return* 1.07% 1.07% 2.61% 2.31% 2.18% 1.57% 1.17% 0.81% 1.76% 3.19%

Quarterly Standard Deviation 9.21% 9.74% 14.30% 13.80% 8.42% 4.18% 11.45% 9.25% 4.12% 9.10%

Annual Mean Return 2.60% 2.41% 6.46% 5.40% 7.66% 6.08% 1.91% 1.45% 6.86% 11.62%

Annual Standard Deviation 18.41% 19.48% 28.61% 27.60% 16.83% 8.35% 22.90% 18.50% 8.24% 18.20%

The average annual returns of 

hedge funds (6.9 percent) and 

private equity (12.4 percent)  

were robust, though returns 

for both asset classes masked 

considerable variability across 

strategies and managers.
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TABLE 5

Private Equity Fund Quartile Performance (1986–2010)

Source: Cambridge Associates. See Methodology Appendix for further details

Similarly, to better examine the impact of the 2008–2009 crisis on returns by asset 

class, we decomposed the analysis into the periods 1998–2007 and 2008–2012 (see 

Tables 6 and 7). Our goal was to identify a possible structural shift leading to a new 

return paradigm with consequences for asset allocation.

TABLE 6

Selected Asset Returns and Standard Deviation (1998–2007)

* Partial for some asset classes. ** Adjusted for smoothing effects  
Source: Bloomberg and Cambridge Associates. See Methodology Appendix for further details

TABLE 7

Selected Asset Returns and Standard Deviation (2008–2012)

* Partial for some asset classes. ** Adjusted for smoothing effects  
Source: Bloomberg and Cambridge Associates. See Methodology Appendix for further details

Vintage Year Annual Mean Return 
and Standard Deviation

Upper  
Quartile

Lower  
Quartile

Interquartile  
Spread

1986–2010

Mean Return  14.06%  20.76%  5.63%  15.12% 

Standard Deviation  6.28%  8.60%  5.51%  6.81% 

1998–2010

Mean Return  11.90%  18.11%  4.12%  13.98% 

Standard Deviation  4.56%  6.51%  5.03%  5.14% 

1998–2007

Mean Return  12.79%  19.01%  6.35%  12.65% 

Standard Deviation  4.65%  7.21%  2.73%  5.11% 

2008–2010

Mean Return  8.91%  15.12%  (3.30)%  18.42% 

Standard Deviation  3.16%  1.84%  3.33%  1.49% 

SPX MSWI MXEF MXFM 20 T US Corp RE COM HF  PE** 

Quarterly Mean Return* 1.38% 1.69% 3.72% 7.12% 1.54% 1.05% 1.09% 1.50% 2.30% 3.96%

Quarterly Standard Deviation 8.38% 8.60% 13.68% 9.86% 4.44% 2.51% 8.08% 7.03% 3.66% 9.51%

Annual Mean Return 4.23% 5.43% 11.69% 29.55% 5.91% 4.14% 3.12% 5.15% 9.25% 14.90%

Annual Standard Deviation 16.76% 17.21% 27.35% 19.73% 8.88% 5.01% 16.17% 14.06% 7.32% 19.01%

SPX MSWI MXEF MXFM 20 T US Corp RE COM HF  PE** 

Quarterly Mean Return* 0.43% -0.17% 0.37% -2.49% 2.82% 2.09% 1.34% -0.57% 0.67% 1.65%

Quarterly Standard Deviation 10.87% 11.84% 15.60% 15.65% 11.17% 5.38% 16.52% 12.70% 4.83% 8.23%

Annual Mean Return -0.58% -3.37% -3.26% -14.25% 9.44% 8.06% -0.47% -5.54% 2.25% 5.32%

Annual Standard Deviation 21.75% 23.69% 31.20% 31.30% 22.34% 10.76% 33.04% 25.39% 9.66% 16.47%
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A comparison of the two periods (see Tables 6 and 7) shows in clear contrast the 

superior equity performance of the earlier period, including especially high returns to 

emerging and frontier equities and hedge funds, as well as private equity indices. In 

the post-crisis period, equity returns became strongly negative, with particularly large 

declines in emerging and frontier markets. Driven in part by systematic deleveraging, 

lower real yields, and periodic flight to quality, the exceptional performance of fixed 

income is especially apparent in the post-crisis period, with average annual returns of 

9.4 percent and 8.1 percent for US government and corporate bonds, respectively. 

Returns on hedge funds and private equity remained positive, but at levels significantly 

lower than earlier. Generally, these return patterns lend support to the low return 

argument and partially explain allocations that, for a period, moved away from equities 

— particularly developed market equities — to those favoring both fixed income and 

alternatives, especially private equity and various hedge fund strategies.

With respect to volatility, again by way of historical context, the standard deviation of 

US and non-US equities between 1973 and 2010 was 15.86 and 17.44, respectively. 

For government and non-government global bonds, it was 4.6 and 6.88, respectively.27 

During the 1998–2012 period, higher returns for developed, emerging and frontier 

equities exhibited systematically higher standard deviations. Of particular interest to 

note is the low to moderate standard deviations of the hedge fund and private equity 

indices relative particularly to global equities and commodities. In the wake of the 

financial crisis, volatility levels increased globally across asset classes. This is evident 

from Table 7, as standard deviations across asset classes (except private equity28)

generally increase during and post-crisis.

Table 8 amalgamates returns and volatility through the Sharpe ratio, which measures 

the risk-adjusted returns. Consistent with our analysis, fixed income and, in the 

aggregate, hedge funds and private equity strategies returned relatively superior risk-

adjusted performance across the entire sample and both sub-periods.

TABLE 8

Sharpe Ratios by Asset Class (1998–2012)

* Partial for some asset classes. ** Adjusted for smoothing effects 
Source: Bloomberg and Cambridge Associates. See Methodology Appendix for further details

Sharpe SPX MSWI MXEF MXFM 20 T US Corp RE COM HF  PE** 

1998–2012*  0.038  0.026  0.159  0.127  0.342  0.501  0.000  (0.024)  0.602 0.534

1998–2007*  0.139  0.205  0.358  1.402  0.451  0.446  0.075  0.231  1.003 0.684

2008–2012  (0.065)  (0.177)  (0.131)  (0.482)  0.386  0.672  (0.039)  (0.251)  0.147 0.273
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Converging Correlations

To isolate diversification effects, we also examined cross-asset correlations. Specifically, 

we calculated correlation matrices for the period 2003 through 2012 — the period for 

which we had data for all 10 of the asset classes — and for each of the five-year periods 

prior to and post the financial crisis. The matrices are displayed in Tables 9, 10 and 11. 

For the entire period between 2003 and 2012, US equity markets exhibited a very high 

correlation with the world market index (0.98) and were progressively less correlated 

with emerging and frontier equity indices. In contrast, the two fixed income indices, 

while somewhat correlated with each other, exhibited low or substantially negative 

correlations with all other asset classes. This adds clarity to strategic allocations under 

prevailing market conditions that have combined fixed income with securities whose 

returns are strongly influenced by equity-based or real asset risk factors.

TABLE 9

Correlation Coefficient Matrix Across Selected Assets (2003–2012)

* Adjusted for smoothing effects 
Source: Author calculated using Bloomberg and Cambridge Associated sourced data.  
See Methodology Appendix for further details 

2003–2012 SPX MSWI MXEF MXFM 20 T US Corp RE COM HF PE

SPX  1.00 

MSWI  0.97  1.00 

MXEF  0.84  0.91  1.00 

MXFM  0.66  0.71  0.71  1.00 

20 T  (0.55)  (0.55)  (0.54)  (0.38)  1.00 

US Corp  0.06  0.13  0.14  0.05  0.54  1.00 

RE  0.81  0.78  0.65  0.55  (0.34)  0.11  1.00 

COM  0.53  0.59  0.63  0.62  (0.51)  (0.06)  0.40  1.00 

HF  0.82  0.88  0.91  0.69  (0.60)  0.03  0.61  0.72  1.00 

PE*  0.77  0.78  0.76  0.57  (0.53)  (0.09)  0.57  0.45  0.80  1.00 
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Reflecting increased global market integration, bouts of contagion, and flights to 

quality, correlations among global equities, real estate, commodities, hedge funds, and 

private equity increased substantially in the period following the financial crisis (see 

Tables 10 and 11). Though elevated, they appear to support diversification despite the 

correlation spikes and high volatility and market illiquidity of the crisis.

TABLE 10

Correlation Coefficient Matrix Across Selected Assets (2003–2007)

* Adjusted for smoothing effects 
Source: Author calculated using Bloomberg and Cambridge Associated sourced data.  
See Methodology Appendix for further details

TABLE 11

Correlation Coefficient Matrix Across Selected Assets (2008–2012)

* Adjusted for smoothing effects 
Source: Author calculated using Bloomberg and Cambridge Associated sourced data.  
See Methodology Appendix for further details 

2003–2007 SPX MSWI MXEF MXFM 20 T US Corp RE COM HF PE

SPX  1.00 

MSWI  0.97  1.00 

MXEF  0.74  0.82  1.00 

MXFM  0.12  0.11  0.19  1.00 

20 T  (0.09)  (0.17)  0.03  0.20  1.00 

US Corp  0.17  0.11  0.27  0.04  0.87  1.00 

RE  0.52  0.53  0.49  (0.16)  0.19  0.48  1.00 

COM  (0.11)  0.02  0.23  0.18  (0.12)  (0.04)  (0.14)  1.00 

HF  0.67  0.75  0.76  (0.01)  (0.25)  0.04  0.39  0.13  1.00 

PE*  0.66  0.67  0.51  0.08  (0.04)  0.07  0.45  (0.33)  0.58  1.00 

2008–2012 SPX MSWI MXEF MXFM 20 T US Corp RE COM HF PE

SPX  1.00 

MSWI  0.98  1.00 

MXEF  0.88  0.94  1.00 

MXFM  0.82  0.87  0.86  1.00 

20 T  (0.63)  (0.62)  (0.68)  (0.53)  1.00 

US Corp  0.06  0.17  0.17  0.12  0.48  1.00 

RE  0.88  0.85  0.72  0.80  (0.44)  0.04  1.00 

COM  0.67  0.71  0.73  0.75  (0.59)  (0.03)  0.54  1.00 

HF  0.85  0.90  0.94  0.84  (0.67)  0.07  0.67  0.84  1.00 

PE*  0.85  0.85  0.88  0.77  (0.75)  (0.11)  0.66  0.78  0.91  1.00 
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The Real Risks of Tail Events and Illiquidity

As the financial crisis demonstrated, co-movements between alternative assets and 

equity positions revealed clearly the vulnerability of asset allocation strategies with 

high allocations to alternatives during significant market downturns. In cases of 

extreme market disruption — tail events — diversification strategies based on asset 

class can fail as correlations among asset returns increase sharply. Because many 

alternative assets exhibit a high degree of beta, or market risk, they have tended to 

move consistently with equities. Our correlation analysis appears to bear this out. 

Curiously, during the financial crisis, many investors were surprised by the high degree 

of correlation between their alternative and their equity positions, as they believed they 

were insulated from equity market risk.

An associated risk, also accentuated by the financial crisis, resulted from illiquidity due 

to disruptions in markets generally and to the specific liquidity constraints of individual 

portfolios. As we have come to understand all too well through experience, in crisis 

periods, liquidity becomes scarce and expensive. This results in significant holding 

period losses for investors who are forced to sell securities prematurely. Alternative 

assets are, of course, especially prone to illiquidity risk. This is because there are limited 

secondary markets for alternative assets, which contract during periods of high liquidity 

demand, and because alternative vehicles require lockups that prevent investors from 

liquidating positions within defined holding periods. Similarly, investments such as 

private equity or direct investments in real assets do not lend themselves easily to 

liquidation in the case of the need to raise cash. In addition, such investments may call 

contractually for additional capital precisely at a time when liquidity is dear.

For institutional investors who maintain long-term investment horizons and can 

effectively manage liquidity needs, the crisis has reinforced their interest in harvesting 

liquidity premia by being able to take advantage of undervalued assets that investors 

with less holding power are forced to liquidate under conditions of poor liquidity. 

This has encouraged institutional investors to be liquidity sellers, while de-risking or 

insulating portfolios from extreme market events to take advantage of their long-term 

investment horizons.

A 2012 study by the Economist Intelligence Unit (EIU), conducted on behalf of  

State Street Global Advisors,29 found that investors considering traditional diversification 

methods to hedge tail risk intended to reduce allocations to hedge fund of funds 

and increase allocations to other alternatives including commodities, infrastructure, 

managed volatility equity strategies and managed futures.30 Employing traditional 

diversification methods to manage tail risk is somewhat paradoxical in light of 

correlation spikes that undermine diversification benefits during tail events. Tools 

or approaches that reduce concentrations of pure equity risk, such as equity option 

strategies, may in fact offer additional tail risk mitigation.
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Widening Asset to Liability Gap

The liabilities of institutional portfolios generally take on two discrete forms. Explicit 

liabilities include cash outlays, such as the benefits paid out by pension plans, the 

spending allocations of university endowments, or the fixed liabilities — sometimes 

pension-like — of sovereign investment vehicles. Implicit or contingent liabilities are 

not fixed by statute or mandate, but rather are dependent upon a trigger event. A 

contingent liability may result from an episode of severe economic distress, as in the 

case of a SWF that is required to make cash distributions to restore fiscal or financial 

stability. Contingent liabilities can also arise more generally in a portfolio context 

from the use of private investment vehicles, as in the form of capital calls, the use of 

derivatives, or employing other forms of illiquid assets. We focus here on the case of 

fixed liabilities and return to contingent liabilities in a later a discussion on liquidity.

Pension surveys globally indicate that funded status is a critical concern for pension 

executives. In the US, the funded status of corporate pensions is approximately 70 

percent. Among state pension funds in the US, conditions are especially worrisome. To 

estimate future exposure, most states have used annual returns of 8 percent, based on 

historical performance over the past 30 years. As our return analysis implies, 8 percent 

annual return estimates are not supportable under current market conditions. A 

number of states have reassessed such assumptions, with 18 public pension plans in 

14 states lowering their return assumptions in 2010 and 2011 to between 7.5 percent 

and 7.75 percent.31 However, many believe even such adjustments remain inadequate.

The graphic in Figure 9 starkly demonstrates the challenges of global pension 

managers as they contend with steadily increasing or accelerating liability growth and 

lower trending investment returns. Towers Watson’s asset-liability indicator (the ratio 

of assets to liabilities measured cumulatively since 1998) — portrayed here — has 

declined by more than 50 percent in this 13-year period.

FIGURE 9

Global Defined Benefit Asset-Liability Drift

In Percent

Source: Towers Watson, “Global Pension Assets Study 2012,” January 2012 
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MOST STATE PENSION PLANS  
in the US have used an annual 

returns estimate of 8 percent, 

which is not supportable under 

current market conditions. 

Eighteen public pension plans 

have lowered their return assump-

tions to between 7.5 and 7.75 

percent. However, even such 

adjustments may be inadequate. 
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“The Joneses”

Institutional investment management is arguably one of the most competitive industries 

in its performance demands. It is defined by performance on both an absolute 

and relative basis. As any institutional manager will profess, generating investment 

performance under a wide variety of economic and institutional constraints is a 

daunting task and when successful, one worthy of emulation. We suggest, therefore, 

that an additional driver in the quest for performance is managers “keeping up with 

the Joneses,” i.e., institutional investors under competitive pressure adopting “copycat” 

strategies to asset allocation. In a recent study, William Goetzmann and Sharon Oster32 

of the Yale School of Management examine asset allocation decisions among university 

endowments. They contend that competitive pressures among universities drive 

imitation in endowment investment strategies across schools in similar submarkets. 

They find that university endowment allocations to alternative assets are linked to 

the allocation policies of their near competitors, and in fact to the single closest 

competitor. In addition, they demonstrate that decisions among university endowments 

to modify asset allocations are not necessarily independent of the performance of their 

competitors. As this study explains, persistent patterns among university endowments 

— and the broad appeal and acceptance of the endowment model — suggest that 

the strategy has crossed investor classes as well and continues to drive strategic asset 

allocation decisions across institutions.

TAKE-AWAYS
•	 Equity and fixed income returns continue to be plagued by  

global deleveraging

•	 Institutional investors share heightened concerns about return volatility  

and the structural convergence of correlations between asset classes

•	 There is an acute awareness that tail risk is real and a sensitivity that  

it must be managed effectively

•	 The widening gap between returns and liabilities is driving managers  

to match liabilities more tightly 

•	 Increased competitive pressures drive managers to peer perform
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Performance by the Numbers

Research on the performance of fund managers suggests that after risk adjustment, 

24 percent of funds fall significantly short of their asset benchmark, while 75 percent 

of funds approximately meet their benchmark, but generate zero alpha.33 The Financial 

Times has reported that in 2012 among active managers of large cap funds in the US, 

only 32 percent beat their benchmarks.34 Perhaps more telling, 88 percent of equity 

hedge funds lagged the S&P 500, a trend that persisted into the first quarter of 2013. 

Such reports imply what many asset owners fear: Many managers are not sufficiently 

adding value by covering the marginal costs of their services.35

So how have institutional managers fared? We turn next to the numbers, i.e., the 

performance impacts of manager responses, in search of some answers. Table 12 

presents annual real returns for pension funds in selected OECD and non-OECD 

countries. In many ways, the returns portray a tale of two performance stories. During 

the entire period from 2002 to 2011, annual mean real returns of global pension 

funds varied widely. With the exception of Colombia at 8.8 percent, returns generally 

were below 5 percent. Especially interesting is the fact that both US and UK pension 

funds reported negative real annual mean performance during this period, i.e., in 

neither country did pension funds earn returns above the rate of inflation. More telling 

is a comparison of the pre- and post-crisis periods. Quite consistent with our return 

analysis, returns conform to the performance of major asset classes globally. In the 

earlier of the two periods, returns ranged from -1.3 percent in the US to a high of 9.5 

percent in Poland. Again, UK and US pensions earned the lowest returns. In the period 

since the financial crisis, most pensions have experienced a decline in performance 

with many negative, further accentuating their core challenge of closing the return-

liability gap. This was accompanied in most cases by a significant increase in the 

volatility of their portfolio returns.

OF INSTITUTIONAL PORTFOLIOS ACHIEVE 
SUPERIOR RESULTS AFTER COSTS

<1%
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TABLE 12

Pension Fund Real Average Net Annual Investment Return and Standard Deviation  

for Selected OECD and non-OECD countries

In Percent, 2002–2011 

Source: OECD pension database

         2002–2007            2008–2011           2002–2011

Mean 
Return

Standard 
Deviation

Mean 
Return

Standard 
Deviation

Mean  
Return

Standard 
Deviation

Colombia  8.27  3.89  9.67  14.40  8.83  8.83 

Denmark  3.99  8.39  6.39  4.55  4.95  6.89 

Chile  8.40  4.08  0.43  20.28  4.86  13.43 

Poland  9.49  4.41  (2.58)  12.75  4.66  10.19 

Norway  5.58  5.93  1.14  8.80  3.80  7.11 

Canada  5.70  7.96  0.78  12.31  3.73  9.60 

Netherlands  4.15  8.02  2.83  13.49  3.62  9.84 

Australia  7.70  5.69  (2.98)  9.12  2.95  8.89 

Germany  2.64  1.05  2.60  1.83  2.63  1.24 

Finland  4.39  5.16  (0.75)  14.72  2.34  9.70 

Belgium  4.79  8.25  (2.26)  15.23  1.97  11.33 

Iceland  6.34  6.03  (4.63)  12.35  1.95  10.16 

Japan  4.40  15.03  (2.39)  10.91  1.68  13.32 

New Zealand  2.98  5.56  (0.34)  8.84  1.65  6.79 

Portugal  4.50  5.52  (2.96)  10.61  1.51  8.32 

Switzerland  2.53  5.62  (0.14)  9.94  1.46  7.24 

Korea  2.03  2.26  (0.71)  2.20  0.81  2.54 

Hungary  2.20  5.35  (1.30)  14.65  0.80  9.53 

Czech Republic  1.33  1.91  (0.71)  0.90  0.51  1.84 

Austria  2.24  5.67  (2.37)  9.81  0.40  7.46 

Bulgaria  4.63  2.34  (6.80)  17.35  0.06  11.76 

United Kingdom  0.31  0.79  (1.58)  0.80  (0.45)  1.24 

United States  (1.32)  2.36  (1.73)  3.79  (1.49)  2.81 
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In contrast to global pensions, endowment portfolios have returned relatively solid 

performance particularly since 2002. The annualized geometric mean of all endowments 

for this period, 2002 to 2011, was 5.24 percent (see Figure 10), compared with returns 

of .093 percent for the S&P 500. Endowment returns also exhibited less volatility 

(standard deviation of 0.12 versus 0.20), resulting in substantially higher risk-adjusted 

returns. Cumulatively, on the basis of their performance alone, university endowments 

on average increased in size by nearly two-thirds in the 10-year period through 

2011, despite very sizable losses in 2009. Furthermore, recently released research 

on university endowment management suggests that endowment performance is 

persistent and that nearly 75 percent of return variation can be directly attributable to 

strategic asset allocation decisions, perhaps lending further weight to the efficacy of 

the endowment model and its high allocations to alternative assets.36

FIGURE 10

US University Endowment Performance

In Percent

Source: NACUBO database

Making a direct comparison of our endowment and pension return analyses was 

complicated by differences in source data. To derive an estimate of the relationship for the 

period 2002–2011, we first created an asset-weighted composite of real pension returns 

for countries with available data. These included all countries in Table 10 except Chile and 

Korea, which were dropped. The volume of US and UK assets — approximately 75 percent 

of the assets of the composite countries — dominates the composite real returns, which 

were estimated at -0.33 percent for the period 2002–2011. Our endowment returns, as 

calculated and reported by NACUBO, were aggregated, but expressed in nominal terms. 

Here we calculated the average annual compounded growth rate of the CPI 2002–2011 

to be 2.26 percent and estimated nominal endowment performance for the period of 5.24 

percent to be approximately 2.98 percent in real terms. The difference of over 300 basis 

points between real annual pension and endowment returns is quite material.
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On the basis of their performance 

alone, endowments on average 

increased in size by nearly 

two-thirds in the 10-year period 

through 2011, despite very 

sizable losses in 2009.

Endowment performance is 

persistent and nearly 75 percent 

of return variation can be directly 

attributable to strategic asset 

allocation decisions.
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To examine the structural stability of strategic asset allocation on performance returns 

across periods of market volatility, we leveraged our return analysis of 10 discrete 

asset classes disaggregated into three holding periods: 2003–2012 and the two-five 

year periods before and after the financial crisis — 2003–2007 and 2008–2012. For 

each period, we constructed three portfolios. The first is a simple US 60/40 portfolio 

consisting of the S&P 500 index and an index of 10-Year US corporate bonds. The 

second is a globally diversified portfolio consisting of a 60/40 mix, equally weighted 

among world, emerging and frontier equities and 20-Year Treasury and 10-Year US 

corporate fixed income. The third portfolio is a 40-20-40 broadly diversified portfolio 

of equally weighted positions of the S&P and emerging indexes (equities), 10-Year 

US corporate bonds (fixed income), and proxies for hedge fund and private equity 

strategies (alternative assets). We report the returns of these portfolios, as well as some 

associated portfolio metrics in Tables 13, 14 and 15, below. Finally, for each portfolio 

we report both gross and net-of-fee performance.37 The orientation of this analysis is 

buy-hold with returns calculated at the end of each holding period.

TABLE 13

Performance of Mock 60/40 Portfolio

Source: Author calculated using Bloomberg sourced data. See Methodology Appendix for further details

Portfolio –  
Gross of Fees

Portfolio –  
Net of Fees

SPX US Corp

2003–2012

Mean Return 5.40% 4.86% 4.95% 6.08%

Standard Deviation 11.91% 11.91% 18.72% 8.35%

Sharpe Ratio  0.29  0.25  0.16  0.50 

2003–2007

Mean Return 8.13% 7.59% 10.79% 4.14%

Standard Deviation 6.59% 6.59% 9.91% 5.01%

Sharpe Ratio  1.11  1.03  1.01  0.66 

2008–2012

Mean Return 2.88% 2.34% -0.58% 8.06%

Standard Deviation 13.98% 13.98% 21.75% 10.76%

Sharpe Ratio  0.15  0.11  (0.06)  0.67 
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TABLE 14

Performance of Globally Diversified Mock 60/40 Portfolio

Source: Author calculated using Bloomberg sourced data. See Methodology Appendix for further details

TABLE 15

Performance of Globally Diversified Mock Portfolio Including Alternative Asset Proxies

* Adjusted for smoothing effects 
Source: Author calculated using Bloomberg and Cambridge Associates sourced data.  
See Methodology Appendix for further details

 

Portfolio –  
Gross of Fees

Portfolio –  
Net of Fees

MSWI MXEF MXFM 20T% US Corp

2003–2012

Mean Return 7.65% 7.11% 5.38% 13.71% 5.40% 7.66% 6.08%

Standard Deviation 12.50% 12.50% 18.72% 26.23% 27.60% 16.83% 8.35%

Sharpe Ratio  0.46  0.42  0.19  0.45  0.13  0.34  0.50 

2003–2007

Mean Return 17.64% 17.10% 14.93% 33.65% 29.55% 5.91% 4.14%

Standard Deviation 8.11% 8.11% 11.27% 17.88% 19.73% 8.88% 5.01%

Sharpe Ratio  2.07  2.01  1.25  1.84  1.46  0.57  0.66 

2008–2012

Mean Return -0.68% -1.21% -3.37% -3.26% -14.25% 9.44% 8.06%

Standard Deviation 15.02% 15.02% 23.69% 31.20% 31.30% 22.34% 10.76%

Sharpe Ratio  (0.10)  (0.14)  (0.18)  (0.13)  (0.48)  0.39  0.67 

Portfolio –  
Gross of Fees

Portfolio –  
Net of Fees

MSWI MXEF MXFM 20T% US Corp

2003–2012

Mean Return 9.23% 8.21% 4.95% 13.71% 6.08% 6.91% 14.49%

Standard Deviation 12.57% 12.57% 16.84% 26.23% 8.35% 7.64% 15.75%

Sharpe Ratio  0.58  0.50  0.18  0.45  0.50  0.66  0.80 

2003–2007

Mean Return 17.01% 15.99% 10.79% 33.65% 4.14% 11.79% 24.67%

Standard Deviation 8.19% 8.19% 9.91% 17.88% 5.01% 4.08% 14.16%

Sharpe Ratio  1.98  1.85  1.01  1.84  0.66  2.69  1.68 

2008–2012

Mean Return 2.36% 1.34% -0.58% -3.26% 8.06% 2.25% 5.32%

Standard Deviation 15.44% 15.44% 21.75% 31.20% 10.76% 9.66% 16.47%

Sharpe Ratio  0.10  0.03  (0.06)  (0.13)  0.67  0.15  0.27 
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TABLE 16

Head-to-Head Performance Comparison of Mock Portfolios

Source: Author calculated using Bloomberg sourced data. See Methodology Appendix for further details

FIGURE 11

Globally Diversified Mock Portfolio Including Alternative Asset Proxies Outperforms 

Other Portfolios Over Long-Term Period 

Net-of-Fees Performance Mock 60/40 Portfolio Globally Diversified  
Mock 60/40 Portfolio

Globally Diversified Mock Portfolio 
including Alternative Asset Proxies

2003–2012

Mean Return 4.86% 7.11% 8.21%

Standard Deviation 11.91% 12.50% 12.57%

Sharpe Ratio  0.25  0.42  0.50 

2003–2007

Mean Return 7.59% 17.10% 15.99%

Standard Deviation 6.59% 8.11% 8.19%

Sharpe Ratio  1.03  2.01  1.85 

2008–2012

Mean Return 2.34% -1.21% 1.34%

Standard Deviation 13.98% 15.02% 15.44%

Sharpe Ratio  0.11  (0.14)  0.03 

2003–2007 2008–2012

SHORT-TERM MEAN RETURNS

2003–2012

LONG-TERM MEAN RETURNS

7.59% 2.34%

15.99% 1.34%

17.1% -1.21%

8.21%

7.11%

4.86%

Globally Diversified Mock Portfolio 
Including Alternative Asset Proxies

Globally Diversified 
Mock 60/40 Portfolio

Mock 60/40 Portfolio

1.85
Sharpe Ratio

0.03
Sharpe Ratio

0.50
Sharpe Ratio

2.01
Sharpe Ratio

-0.14
Sharpe Ratio

0.42
Sharpe Ratio

1.03
Sharpe Ratio

0.11
Sharpe Ratio

0.25
Sharpe Ratio
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For the full period 2003 to 2012, returns on our US 60/40 portfolio are 5.40 percent 

before fees and 4.86 percent net, based on average fees of 54 basis points.38 The 

globally diversified and alternative portfolios both experienced 40 percent and 70 

percent enhanced performance, with marginally higher volatility in the case of the 

globally diversified portfolio (attributable primarily to global equity holdings). The 

benefits of low to negative correlations are also evident in the portfolio Sharpe 

ratios, which reflect markedly improved risk-adjusted returns with higher orders of 

diversification. This clearly highlights the challenges of both endowment managers 

(with 5.5 percent spending ratios) and pension managers (with 7.75 percent assumed 

rates of return) to close the asset-liability gap using equities and bonds alone. 

In the aftermath of the crisis, as returns dropped precipitously and volatility and 

correlations generally increased, Sharpe ratios for all portfolios dropped toward 

zero and in fact turned negative in the case of the global diversified portfolio. This 

was primarily as a result of increased exposure to global equity risk. The 60/40 

portfolio performed marginally better than the others especially on a fee-adjusted 

based. The performance of the alternatives portfolio is especially interesting. When 

compared to either the portfolio overall or its other constituents, US corporate bonds 

enjoyed considerably better risk-adjusted performance during the post-crisis period. 

Despite a lower allocation for bonds, the portfolio still managed positive risk-adjusted 

performance. However, using fees of 3.4 percent for the hedge fund allocation, the 

portfolio notably lost a full percent of performance net of fees, but still managed to 

return postitive risk-adjusted performance.

THE MOST DIVERSIFIED PORTFOLIO 
GENERATED 70 PERCENT ENHANCED 

PERFORMANCE WITH MARGINALLY 
HIGHER VOLATILITY.

70%
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As equity market volatility subsides, it is perhaps possible to look beyond the 

performance of the post-crisis period to the benefits that even modest allocations to 

alternatives can offer to risk-adjusted returns. However, such a conclusion commands 

an important caveat: The relatively better performance of alternative asset classes is 

both difficult to measure and compare, and is not easily accessible through liquid, 

exchange-traded instruments. As cross-asset correlations imply, when aggregated, 

commodities, hedge funds and private equity all can exhibit equity risk. In addition, 

as our earlier analysis of private equity quartile returns illustrates, the performance 

of alternative instruments is heavily dependent upon both strategy and manager 

selection. In the case of hedge funds specifically, there is evidence of a persistent 

ability to earn alpha net of fees across strategies.39 However, the dispersion between 

the top and bottom quartile performance for all hedge funds — some 18.2 percent 

according to BlackRock40 — suggests that, in the context of a well-designed strategic 

asset allocation framework, manager selection remains among the most critical 

decisions an institutional manager or asset owner can make.

TAKE-AWAYS
•	 The asset-liability gap is real and difficult to close

•	 Endowments do outperform because of strategic asset allocation

•	 Diversification into alternative assets can improve risk-adjusted returns  

even during periods of extreme market disruption

•	 The devil is in the performance details as strategy and manager  

selection matter and will affect actual returns
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Trading Headwinds for Headlights

The financial crisis of 2008 accentuated the challenges of institutional investment in 

a way that resulted in what might be a “perfect storm” whose headwinds — despite 

buoyancy in equity markets since 2012 — still blow. The way forward demands a 

clear, well-illuminated road ahead. Lower returns in traded assets have been a fact 

of life for a number of years even preceding the crisis. Low fixed income yields have 

little downside room left. As central banks across the globe re-evaluate their liquidity 

programs, low fixed income yields, growing liabilities, including funding requirements 

resulting from demographic changes in developed countries, have set up a squeeze, 

i.e., a divergence of assets and liabilities that low-return structures only promise to 

make worse. High volatility, the real manifestation of tail risk events, and bouts of 

illiquidity challenge traditional approaches to diversification and risk management. 

After five years and countless behests to “rethink,” the quest for performance remains 

elusive — sobered by the challenges posed by underlying sources of market risk and 

the constraints on investment strategies imposed by liabilities, illiquidity and agency 

issues. Meeting these challenges demands a disciplined core, innovative thinking and 

the flexibility to be factor-curious, liability-sensitive, liquidity-selling, agency-aware and 

capacity-building.

Factor-Curious

An increased use of alternative investments and the experiences of the financial crisis, 

both with respect to volatility and correlation structures, have created a heightened 

interest in investment models that diverge from the traditional asset class orientation 

to those that focus on risk factors across asset classes. Multiple surveys41 report 

that pension managers, particularly US public, Canadian, UK and European pension 

managers, see an increased role for factor-based models that emphasize alternative 

investments or seek absolute returns rather than focus exclusively on benchmarks. 

While institutional managers have explored factor-based models for a number of 

years, few have actively embraced using factors in place of asset classes in strategic  

asset allocation.

The appeal of factor-based models stems from their ability to facilitate and enhance 

risk budgeting through a better understanding of the underlying drivers of risk. Such 

models are especially suited to the increased use of alternatives in that they allow for 

a view of risk across asset classes and can help to address cases where seemingly 

uncorrelated asset classes display high correlations under certain market conditions. 

In fact, back-tested multifactor portfolios show evidence of significantly enhanced 

risk-adjusted performance over long periods. However, factor-based models are 

computationally intensive, can be difficult to implement in practice, and may be 

unsuited for some institutional portfolios if strategies require short positions or leverage.42 

THE FIVE PERFORMANCE FACTORS
1. Factor-curious 

2. Liability-sensitive 

3. Liquidity-selling 

4.  Agency-aware 

5.  Capacity-building 
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Organizations that pursue these models may require a degree of capacity retooling 

to develop the in-house expertise to implement them properly as well as operational 

changes, including reporting changes, and a re-education of key stakeholders, 

including investment committees. 

To address some of these challenges while seeking the benefits of such models, 

hybrid solutions have been proposed. These take the form, for example, of the liquid 

investable factor model that is in use by the Canadian Pension Plan Investment Board 

(CPPIB). This approach uses a reference portfolio based on liquid public market 

assets. Managers then derive actual portfolios from a wide array of active and passive 

strategies, adding incrementally to the overall risk of the portfolio. Despite the intellectual 

appeal of such models, we find that few institutional managers have formally adopted 

them. In a widely reported study conducted for Norges Bank Investment Management 

(NBIM),43 researchers found that 70 percent of all active returns since inception in 

1998 could be explained by exposures to various systematic factors. The report 

recommended that Norway use a more top-down approach to strategic and dynamic 

factor exposures. However, Norway has not yet acted on this advice. Instead of broad 

adoption, managers are experimenting with factor models on the margin. Working 

with investment advisors, they have introduced mandates based on factors to provide 

further diversification, and gain a better understanding of both the implementation and 

performance of these models, while enhancing risk-adjusted returns.

Liability-Sensitive

Certainly, few institutional managers are worry-free of liabilities. While some sovereign 

investors may enjoy a funded status well in excess of their current mandates, for most 

institutional managers, liabilities — whether fixed or contingent — present a significant 

risk management dilemma. For pension managers, lower returns and the widening 

funding gap, discussed previously, both define and complicate the challenges. To 

address the gap, pension managers have demonstrated a greater propensity to 

use liability-matching investing strategies to align portions of their assets to better 

match their liability structures.44 Globally, nearly 50 percent of pension managers 

report actively using forms of asset-liability matching, including 26 percent of the 

200 largest pension funds in the US.45 The gap is most discrete for defined-benefit 

programs. However, the constraints imposed by low interest rates and increased 

asset price volatility present somewhat different, but no less acute, challenges for all 

institutional investors, including those with contingent liabilities. Consider, for example, 

a SWF whose mandate is to offset the price volatility of commodity revenue streams. 

Commodity price volatility, specifically downward pressure on commodity prices, can 

result in a contraction of the sovereign’s balance sheet and force a “deleveraging,” 

specifically in a reduction in the present value of planned future spending.46 In this 

GLOBALLY, NEARLY  
50 PERCENT OF  

PENSION MANAGERS 
REPORT ACTIVELY 

USING FORMS OF ASSET-
LIABILITY MATCHING. 
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case, the risk management challenge of the SWF manager is to mitigate the downside 

effects of commodity price volatility and the resulting liability exposure. The manager 

must design an asset allocation strategy that exploits low or negative factor correlations 

with the associated commodities and minimizes overall portfolio risk.47

Ultimately liability exposure is contextual. The nature and scale of liabilities will  

be a function of fund mandate and cash flows. For some managers, this may 

warrant a formal liability-driven investment (LDI) program. Nonetheless, all managers  

share a heightened awareness of risk. Structuring liability management into the broader 

framework of overall portfolio risk allows managers to take a more holistic approach to 

risk management.

Liquidity-Selling

Institutional investors remain among the best positioned to take advantage of long 

investment horizons to be sellers of liquidity to harvest liquidity premia. However, in 

light of the real risks of illiquidity highlighted by the financial crisis, institutions must 

enhance their investment and operations frameworks related to liquidity management. 

Their approaches must better monitor and forecast not only the liquidity requirements 

of their stakeholders, but also the levels and price of liquidity offered by individual asset 

classes, and specifically alternative assets and strategies. The objective of effective 

liquidity risk management is to ensure that portfolios maintain sufficient liquidity to 

mitigate future stresses, whether related to drawdowns — explicit or contingent — or to 

the stresses related to a rapid downward shift in asset values.48 To capture the benefits 

of liquidity premia in the broader context of the asset allocation decision, institutional 

managers must define their optimum portfolio allocation to illiquid assets as well as 

measure and manage the contribution of illiquid assets to the overall performance 

of a broadly diversified portfolio. This includes incorporating liquidity premia into 

benchmarks, which when added to performance attribution models, permit review 

and analysis of managers’ active harvesting of liquidity premia in pursuit of enhanced 

long-term performance.49

Agency-Aware

Adopting allocation strategies with a heavy use of alternatives can expose an 

investment program to a variety of agency issues associated with “outsourcing” 

investment in illiquid assets. These arise principally as a result of asymmetric 

compensation structures associated with alternative vehicles, their high management 

and performance fees, and the tensions created with managers over the value added 

by alternatives net of the fees. Continual examination of performance-based incentive 

compensation schemes can yield effective constructs through which to link active 
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investment strategies involving illiquid assets and the broader risk-return objectives of 

institutional portfolios. This will, however, require active monitoring of performance-

based compensation relative to both return objectives and liquidity needs to effectively 

align the interests of asset owners and alternative managers.

Capacity-Building

The measures we have identified when integrated, elevate the strategic agenda of asset 

allocation policy. They reinforce the tenets of portfolio management by renewing the 

commitment to diversification based upon a multiplicity of factors that contribute to 

lower correlations across asset classes, countries and sectors.50 They recognize liability 

exposures holistically in the broader context of risk and liability management. They 

can force an alignment of compensation with risk-bearing and performance. To be 

successful, managers must assess institutional gaps and be prepared to continually 

retool capacity in portfolio analysis and risk and liability management, including 

optimizing illiquidity from a risk/return perspective and modeling and hedging tail 

events. This will require creative approaches to capacity development to leverage 

evolving best practice between asset owners and managers. Co-investing strategies 

and strategic partnerships between asset owners and managers that actively promote 

knowledge and skills transfer are examples of promising approaches to illuminating the 

way ahead.51

TAKE-AWAYS
•	 A recommitment to alternatives as part of a strategic asset allocation  

program requires a well-lit way forward

•	 Factor-based risk models are not a panacea, but can help enhance  

risk-adjusted performance

•	 Liability management strategies must be incorporated holistically  

into the broader framework of managing portfolio risk

•	 Harvesting liquidity premia can be valuable, but comes with a cost

•	 All assets must be continually evaluated on a cost-adjusted basis  

to ensure adequate returns to risk-bearing
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A Closing Thought

A series of surveys conducted among global pension managers in 201252 found that 

between 40 and 50 percent of investment executives cite the challenges posed by 

asset price volatility and low returns as their primary battle. This outlook is consistent 

globally and speaks to the universal dilemma challenging the creativity, patience and 

will of all institutional investors. Whether endowment, pension or sovereign, mandates 

and performance requirements will vary. Today’s successful institutional manager 

will balance a perennial preoccupation with excess return with a much-sharpened 

sensitivity to the more complex and integrated nature of portfolio risk. She will have 

a heightened awareness of the investment and liquidity constraints imposed by the 

liabilities of stakeholders. He will respect the real potential for extreme market events 

and rapidly changing correlation structures, and their implications for meeting both 

return objectives and liquidity requirements. Finally, she will demand nothing less than 

being adequately compensated for the risks — equity, credit or liquidity — she bears.
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Methodology – Return, Volatility  
and Correlation Analysis

In constructing our return, risk and correlation frameworks, our objective was to select 

a period as long as possible that would:

•	 Coincide with the general trends in asset allocation patterns we had observed in 

university endowment, pension and sovereign portfolios

•	 Be sensitive to periods of significant market disruptions at the global macro level as 

these may reflect periodic bouts of downside risk and converging correlations. 

For the purpose of establishing a baseline, we selected the 15-year period of 1998-

2012 and later segmented the data into the periods pre- and post-dating the start of 

the global financial crisis in 2008.

To accommodate the lack of availability of sub-annual data (primarily the availability 

of private equity returns), we used quarterly return data from which we calculated 

annualized mean returns and annualized quarterly variance and standard deviations 

for all periods. Correlations matrices across all assets were likewise calculated based 

upon quarterly returns during the appropriate period.

For equity and fixed income we selected the following proxies: S&P 500, MSCI World, 

MSCI Emerging Markets, MSCI Frontier Markets, Barc Treasury 20 Year and iBoxx 

Investment Grade Corporate.

Our real estate proxy is the DJUSRE Index, which represents real estate investment 

trusts (REIT) and other companies that invest directly or indirectly in real estate 

through development, management or ownership, including property agencies.

Our commodities proxy is the DJUBS Commodities Index, which is made up of 

exchange-traded futures on physical commodities, represented by 22 commodities, 

weighted to account for economic significance and market liquidity.

Our hedge fund proxy is Dow Jones Credit Suisse (formerly Credit Suisse/Tremont 

Hedge) Fund Index, which is a broadly diversified, value-weighted index, encompassing 

close to 500 funds across 10 style-based sectors, and representative of the entire 

hedge fund industry.

A legitimate challenge to hedge fund performance is the presence of reporting biases 

— backfill, survivorship — in the return data. As Ibbotson et al.53 suggest, value-

weighted indices are less likely than individual funds or equal-weighted indices to 

exhibit either bias owing to their relative weight of larger, longer surviving funds. We did 

not attempt to adjust our hedge fund proxy for such biases. 
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A second legitimate challenge to performance reporting is the impact of return 

smoothing on reported volatility. Return smoothing reflects serial correlation in returns, 

often as a result of illiquid markets and so sticky pricing. The effect of smoothing is 

to lower standard deviations and overstate risk-adjusted performance. Hedge fund 

and private equity returns are particularly sensitive to smoothing. We examined both 

and found levels of first-order serial correlation in hedge fund returns to be generally 

consistent with those of the equity indices, while levels of serial correlation in the PE 

returns were nearly three times higher. Accordingly, we recalculated PE returns using 

a “de-smoothing” function54 and report and use our adjusted PE returns and standard 

deviations in portfolio construction.

Our private equity proxy is the Cambridge Associates US Private Equity Index. It is 

based on quarterly end-to-end pooled returns. The index is calculated based upon 

returns to limited partners net of fees, as noted in an earlier footnote. Use of the 

index did not permit an approach robust enough in our view to “gross-up” net-of-fee 

performance. Accordingly, to reiterate, our gross-of-fee analysis of portfolio returns, 

which include PE as an asset class, are expected to be somewhat downward-biased.
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2 A 2012 Preqin survey finds that 83% of wealth managers 

surveyed invested in hedge funds and over 70% invested in 

private equity and private real estate either directly or through 

fund of fund structures. See “Preqin Wealth Manager Outlook: 

Alternative Assets, H2 2012,” Preqin Ltd., 2012

3  See, for example, David Swensen, Pioneering Portfolio 
Management: An Unconventional Approach to Institutional 
Investment (New York, NY: The Free Press, 2000)

4 See United Nations Conference on Trade and Development, 

“World Investment Report, 2012; Toward a New Generation  

of Investment Policies,” United Nations, 2012 

5 We distinguish here from the smallest endowments with  

less than $25m in assets, among which diversification  

strategies have not changed significantly over that last  

10 years. Among them allocations to equities and alternatives  

have remained relatively constant, while allocations to cash 

have increased measurably.

6 Towers Watson, “Global Pension Assets Study 2012,”  

January 2012 

7  Mercer, “Asset Allocation Survey: European Institutional  

Marketplace Overview 2012”

8 Towers Watson, “Global Pension Assets Study 2012,”  

January 2012 

9 Pyramis Global Advisors, “2012 Pyramis Global Institutional 

Investor Survey,” http://www.pyramis.com/index.php?id=2761

10 Sovereign wealth funds are investment vehicles whose assets 

are owned by state entities and managed, under mandate, by a 

government investment corporation or state agency often with 

ministerial status.

11 Sovereign Wealth Fund Institute; Fletcher Sovereign Wealth 

Fund Initiative, 2012

12 For a detailed analysis of the relationship between SWF  

objectives and mandates, see Eliot Kalter and Patrick J. 

Schena, “Into the Institutional Void: Managing the Sovereign 

Wealth of Emerging Economies,” forthcoming as a chapter  

in Investing in Emerging and Frontier Markets, Euromoney 

Books, 2013

13 See “Investment Objectives of Sovereign Wealth Funds —  

A Shifting Paradigm,” IMF Working Paper, Prepared by  

Peter Kunzel, Yinqiu Lu, Iva Petrova and Jukka Pihlman, 

January 2011

14 Texas Permanent School Fund website, http://www.tea.state.

tx.us/index4.aspx?id=2147485578&menu_id=2147483695

15 Alberta Heritage Savings Trust Fund website,  

http://www.finance.alberta.ca/business/ahstf/

16 Norway GPFG website, http://www.regjeringen.no/en/dep/fin/

Selected-topics/the-government-pension-fund/government-

pension-fund-global-gpfg.html?id=697027

17 There is evidence that China’s National Social Security Fund 

holds private positions in Chinese financial services firms.

18 China NSSF website, http://www.ssf.gov.cn/Eng_

Introduction/201206/t20120620_5603.html

19 See associated fund websites: New Zealand Superannuation 

Fund, http://www.nzsuperfund.co.nz; Australia Future Fund, 

http://www.futurefund.gov.au; Ireland National Pension Reserve 

Fund, http://www.nprf.ie/home.html

20 See KIC in a lower-return world, presented to the IFSWF  

annual meeting, Mexico City, September 7, 2012

21 SWF transaction data was sourced from the Fletcher SWF 

Transaction Database originally created by the Monitor 

Group. Results are generally consistent with DFI as reported 

by UNCTAD. See United Nations Conference on Trade and 

Development, “World Investment Report, 2012; Toward a  

New Generation of Investment Policies,” United Nations, 2012 

22 Given the wide spectrum of institutional investors and types  

of alternative investments, this commitment varies by investor 

and by asset class. 

Notes and References



  41BY THE NUMBERS: THE QUEST FOR PERFORMANCE

23 Background on the Nobel Foundation, including that for 

the Box Case, was sourced from “Nobel Prize to Get Hedge 

Funds Boost after Award Sinks,” Bloomberg, December 

4, 2012, accessed at www.bloomberg.com and from the 

Nobel Foundation’s website at http://www.nobelprize.org/

nobel_organizations/nobelfoundation/

24 See Methodology Appendix for further details.

25 Antti Ilmanen and Jared Kizer, “The Death of Diversification  

Has Been Greatly Exaggerated,” The Journal of Portfolio 
Management, Spring 2012

26 Note that private equity returns were adjusted for  

smoothing or serial correlation. See Methodology  

Appendix for further details.

27 As previously noted, private equity returns were adjusted for 

smoothing effects attributable to serial correlation. Reported 

standard deviations for private equity reflect this de-smoothing 

and adjust for downward bias in volatility. See Methodology 

Appendix for further details.

28 Antti Ilmanen and Jared Kizer, “The Death of Diversification 

Has Been Greatly Exaggerated,” The Journal of Portfolio 
Management, Spring 2012 

29 See EIU, “Managing Investments in Volatile Markets:  

How Institutional Investors are Guarding against Tail  

Risk Events,” 2012

30 Ibid.

31 Iliya Atanasov, “The Fiscal Implications of Massachusetts 

Retirement Boards’ Investment Returns,” Pioneer Institute 

Public Policy Research, October 2012.

32 William N. Goetzmann, and Sharon Oster, “Competition  

Among University Endowments,” NBER Working Paper  

No. 18173, June 2012

33 Charles D. Ellis, “Murder on the Orient Express: The Mystery  

of Underperformance,” Financial Analysts Journal, Vol. 68,  

No. 4, 2012

34 “Quest for Test of Investment Skills Persists,” Financial Times,  

January 11, 2013

35 Charles D. Ellis, “Murder on the Orient Express: The Mystery  

of Underperformance,” Financial Analysts Journal, Vol. 68,  

No. 4, 2012 

36 Cejnek et al., “A Survey of University Endowment Management 

Research,” January 2013.

37 Our PE proxy is based upon Cambridge Associates PE Index 

and is calculated based on cash flows that are net of fees to 

limited partners. As a consequence, the gross-of-fee returns  

for our diversified portfolio include alternative holdings that  

will be downward-biased.

38 Fee-adjusted performance was calculated at the asset- 

class level. We assumed a mandate profile of large, active,  

separately managed accounts and used fees of 37 basis  

points for US fixed income allocations, 65 basis points for  

all equity allocations, and, based on Ibbotson et al., 340  

basis points for hedge fund allocations. Fees of 54 basis  

points for the base 60/40 portfolio are therefore average  

fees based on portfolio weights. See Ibbotson, Chen,  

“The ABCs of Hedge Funds: Alphas, Betas, and Costs,” 

Financial Analysts Journal, January/February 2011. 

39 See Ibbotson, Chen, “The ABCs of Hedge Funds:  

Alphas, Betas, and Costs,” Financial Analysts Journal,  
January/February 2011.

40 Pete Wilson, Jason Malinowski, “Hedge Fund Breakthroughs: 

Three Common Myths Exposed,” Currents, BlackRock, June, 

2012. In comparison, the authors found among mutual funds 

that the dispersion between top and bottom quartile performers 

was 7.6 percent and 11.7 percent, respectively, for actively 

managed fixed income and equities.

41 Pyramis Global Advisors, “2012 Pyramis Global Institutional 

Investor Survey,” http://www.pyramis.com/index.php?id=2761

42 Antti Ilmanen and Jared Kizer, “The Death of Diversification,” 

The Journal of Portfolio Management, Spring 2012 

43 Andrew Ang, William N. Goetzmann, and Stephen M. Schaefer, 

“Evaluation of the Active Return of the Norwegian Government 

Pension Fund Global,” December 14, 2009

44 Pyramis Global Advisors, “2012 Pyramis Global Institutional 

Investor Survey,” http://www.pyramis.com/index.php?id=2761

45 Rick Baert, “LDI Bandwagon Rolling On,”  

Pensions & Investments, March 4, 2013

46 “Managing Commodity Price Volatility,” in Patrick Bolton, 

Frederic Samama, and Joseph E. Stiglitz, Sovereign Wealth 
Funds and Long-Term Investing (Columbia University Press, 

2012); see also Z. Bodie and M. Briere, “Sovereign Weath and 

Risk Management,” Boston University School of Management 

Research Paper Series, No. 2011-8, February 2011



  42BY THE NUMBERS: THE QUEST FOR PERFORMANCE

47 Ibid.

48 See Andrew Ang, Dimitris Papanikolaou, Mark M. Westerfield, 

“Portfolio Choice with Illiquid Assets,” Working Paper,  

July 25, 2011

49 Shari Spiegel, “Financial Benchmarks for Long-term Investing,”  

in Patrick Bolton, Frederic Samama, and Joseph E. Stiglitz, 

Sovereign Wealth Funds and Long-Term Investing (Columbia 

University Press, 2012)

50 Richard Roll, “Volatility, Correlation, and Diversification in  

a Multi-Factor World,” The Journal of Portfolio Management, 
Winter 2013

51 Rob Kozlowski and Melanie Zanona, “‘Knowledge Transfer’ 

between Clients and Asset Managers Growing,” Pensions & 
Investments, April 1, 2013

52 Pyramis Global Advisors, “2012 Pyramis Global Institutional 

Investor Survey,” http://www.pyramis.com/index.php?id=2761

53 See Ibbotson, Chen, “The ABCs of Hedge Funds:  

Alphas, Betas, and Costs,” Financial Analysts Journal,  
January/February 2011. 

54 We used the de-smoothing approach suggested by Will 

Kinlaw, Mark Kritzman, and David Turkington, “Liquidity and 

Portfolio Choice: A Unified Approach,” The Journal of Portfolio 
Management, Vol. 39, No. 2, Winter 2013.



State Street Corporation 

State Street Financial Center 

One Lincoln Street 

Boston, Massachusetts 02111–2900 

+1 617 786 3000 

www.statestreet.com 

NYSE ticker symbol: STT

This material is for your private information. The views expressed are the views of State Street and are subject to change based on market and other conditions and factors. The 
opinions expressed reflect general perspectives and information, are not tailored to specific circumstances, and may differ from those with different investment philosophies. The 
information we provide does not constitute investment advice or other recommendations 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 or to pursue any trading or investment strategy. It does not take into account any investor’s particular investment objectives, strategies, tax status or investment 
horizon, and individuals should evaluate and assess this material independently in light of those circumstances. We encourage you to consult your tax or financial advisor. All material, 
including information sourced from or attributed to State Street, has been obtained from sources believed to be reliable, but its accuracy is not guaranteed. Past performance is no 
guarantee of future results. In addition, forecasts, projections, or other forward-looking statements or information, whether by State Street or third parties, are similarly not guarantees 
of future performance, are inherently uncertain, are based on assumptions at the time of the statement that are difficult to predict, and involve a number of risks and uncertainties. 
Actual outcomes and results may differ materially from what is expressed in those statements. State Street makes no representation or warranty as to the accuracy of, nor shall it have 
any liability for decisions or actions based on, the material, forward-looking statements and other information in this communication. State Street does not undertake and is under 
no obligation to update or keep current the information or opinions contained in this communication. This communication is directed at Professional Clients (this includes Eligible 
Counterparties as defined by the Financial Services Authority) who are deemed both Knowledgeable and Experienced in matters relating to investments. The products and services to 
which this communication relates are only available to such persons, and persons of any other description (including Retail Clients) should not review or rely on this communication. 
The information contained within this marketing communication has not been prepared in accordance with the legal requirements of Investment Research. As such this document is 
not subject to any prohibition on dealing ahead of the dissemination of Investment Research.

©2013 STATE STREET CORPORATION 13-18394-0513


	Cover
	Introduction
	Strategic Asset Allocation:Old Friends and New Bedfellows
	Drivers in the Performance Fast Lane
	Performance by the Numbers
	Trading Headwinds for Headlights
	A Closing Thought
	Methodology – Return, Volatilityand Correlation Analysis
	Notes and References



