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Asset Allocation

Many factors affect the real total returns of an endowed pension fund. Asset allocation is by 
far the most significant of these factors. Historical records have shown that equities realize 
higher total long-term returns than do fixed-income securities (see Table 21.1). Allocating more 
assets to equity securities and less to bonds when risk tolerance allows for it predicts higher 
total real investment returns.

Three asset allocation models of increasing aggressiveness—bond/stock allocations of 
40/60, 30/70, and 20/80—are often used by institutional investors when investing for the long 

term. Each public pension investment policy statement 
should clearly specify which asset allocation model the fund 
will use.

Risks and Diversification

The risk encountered in long-term investing is reflected 
in volatility, or the fluctuation of asset prices in the context 
of long-term investment. Volatility is often measured by 
standard deviation. Diversification, meaning investing 
money in a wide variety of securities rather than putting it 
all in one basket, is a method that investment managers use 
to control volatility. Diversification is based on modern 
portfolio theory (MPT), which can help identify efficient 

portfolios. An efficient portfolio realizes the highest expected returns at a given level of risk or 
the lowest risk at a given expected return. 

MPT classifies risks into two broad categories: systematic risks and nonsystematic risks. 
Systematic risk is the chance that the price of all securities on the market will decrease simulta-
neously, as happens in market crashes like those of 1929 and 2008. Market-wide declines in asset 
prices can occur due to major economic, political, or military events, so systematic risks cannot 
be eliminated by diversification.

Nonsystematic risk is the default risk of a specific corporation or institution. For instance, a 
company can go bankrupt, and investors in that company’s securities may lose their investment. 
A nonsystematic risk event has very little to do with the general ebb and flow of the overall mar-
kets. Therefore, it can be reduced or eliminated through diversification, wherein the reduction 
of value of the securities of one company can be offset by the increase in value of the securities 
of another company.

Based on MPT, investors can increase expected returns without increased risk if the portfolio 
is well diversified, at least when nonsystematic risk components are of concern. The central idea 
of MPT is to reduce exposure to nonsystematic risk by combining into a portfolio a variety of 
investments—such as stocks, bonds, and real estate—that are unlikely to move in the same 
direction. In large pension funds, a well-diversified portfolio may include small-cap stocks and 
large-cap stocks; international stocks and US stocks; corporate bonds and Treasury bonds; and 
short-term, intermediate-term, and long-term fixed-income investments. MPT shifts investment 
strategies from risk aversion to risk management, and among other considerations, MPT drives 
the thinking that guides the practice of modern investment.

Long-Term Investment Practices and Considerations
Many practical issues and strategies need to be resolved and formulated in long-term invest-

ing. In this text, the important issues we discuss include growth versus value investment styles, 
actively and passively managed funds, and fund manager selection and management.

Table 21.1

Average Returns by Asset Class, 
Fiscal Year 2010

Asset Class Average Return (%)

Average total return 11.6
Domestic equities 17.3
Fixed income 7.6
International equities 12.7
Alternative investments 8.6

Source: Common Fund Benchmark Studies, 2011.


