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Introduction

The purpose of this presentation is to consider which investment
policies should be applied in pension funds in order to fulfil the
aim of the investors in such funds.

Before looking in depth at the subject that concerns us, it is
necessary to clarify three aspects that often get left out.

A first point to be underlined is that the investment mandate
stipulates, first of all, that the investment manager should, in his
capacity as advisor, have a deep knowledge of the capital market.
In the second place, the investment manager must do his duty as a
fiduciary: in other words, meet at least six requirements: (i)
Always act in a professional and ethical manner; (ii) Act for the
benefit of the clients; (iii) Act with independence and impartiality;
(iv) Act with skill, competence and diligence; (v) Communicate
with clients in an appropriate and timely manner, and (vi) Abide
by the rules governing the capital market.

A second aspect has to do with establishing a clear definition of
what the investor in pension funds actually needs. The aim of the
investor is to ensure that his/her purchasing power is maintained



192

Funded Systems: Their Role in Solving the Pension Problem

after retirement; in other words, that his/her capital is preserved
once he/she retires. It is this aim that must be borne in mind
when attempting to construct an investment portfolio that is as
efficient as possible. And with that we emphasize the fact that
the investor must achieve real, not nominal, returns that are as
high as possible.

And a third, very important point: investing in pension funds
means talking long-term. Therefore, all investment policies must
take this fact into account.

Having clarified these aspects, we can pass on to list the
requirements of the mandate for investment in pension funds.
These are: an appropriate definition of the time-scale,
maximization of returns and diversification of risk.

The Time-Scale

The first step in constructing an efficient asset portfolio is the
proper definition of the investment’s time-scale; in other words,
the period of time during which the contributor will be saving
prior to retirement. Making sure that this time-scale is firmly
established makes it possible, in part, to design the most suitable
investment strategies for each case. For that reason, this subject is
of great importance.

Generally, the time-scale of the investment is underestimated.
For the average investor in pension funds, the time-scale is
much longer-term than is normally thought (over 20 years).
For example, as we can see in Figure 1, for the average
contributor in Uruguay, retiring age is over 25 years into the
future.

Even for the investor who is approaching retiring age, the time-
scale continues to be quite long-term, as life expectancies
continue to increase. And this is not a minor point. As may be
seen on Figure 2, life expectancies in Spain have increased for
both women and men between the years 1980 and 1998,
implying 3.6 and 2.8 years more pension for each of them,
respectively.
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SPAIN – LIFE EXPECTANCY AT BIRTH
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wo considerations are relevant when talking about a long-term
time-scale. First, a 1% difference in return, in the long term,
implies a significant impact on the increase of capital. For
example, as we see in Figure 3, if an investor has an initial capital
of US$1,000, with a compound annual yield of 12%, after 40 years
he/she will obtain an accumulated balance that is 36 times higher
than the balance he/she would have obtained if the yield had been
3% per year.

Figure 3
EFFECT OF HIGHER YIELD ON THE ACCUMULATED BALANCE

Source: Prepared by the author.

Secondly, a 1% increase in inflation will substantially erode
purchasing power over time, thus becoming an enemy of the
investor. By way of illustration: with an annual inflation rate of
3%, the investor may lose 46% of his/her original purchasing
power after 20 years, in an investment whose principal value is
assumed to be invariable.

It can be said, by way of recommendation, that, given the
multiplicity of investment time-scales existing among
contributors, they need to have different investment and asset

$ 1,000 lump sum investment,
compounded monthly and
rounded to the nearest $ 10
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allocation policies, because their risk tolerance will differ
substantially according to the time-scale involved. This can be
seen if we compare the returns and perceptions of risk in stock
certificates and bonds, taking a reference term of one year,
compared with the reference term of 5, 10, 15 and 20 years (See
Figure 4). In conclusion, investors with longer time-scales should
have a different asset allocation policy than that of workers who
are approaching retiring age.

Figure 4
COMPOUND ANNUAL RETURN, MULTIPLE PERIODS 1926-2001

Source: Stocks, Bonds, Bills and Inflation: 2002 Yearbook, Ibbotson Associates.

The Maximization of Returns

The second requirement of the investment mandate is that the
maximum possible real returns be achieved. The first thing to be
said is that achieving a better real return for investors means
investing in real assets that have a better return. The first big
question that arises then is: “What assets should we invest in, in
order to maximize the real return?”.
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Clearly there is no certainty about which assets will obtain the
highest real returns in the future, so the only thing for us to do is
to look at how certain types of instruments have behaved
historically. In this respect there is a variety of studies on the real
historic returns of stocks and shares versus bonds, which offer
hard, conclusive evidence.

By way of illustration, Figure 5 shows the indexes of real return
on long-term bonds and stocks in the U.S.A. (between the years
1802 and 2001). It may be seen, as in other studies, that stocks
have been superior to bonds and bills in the long term (over at
least 30 years).

Now, if we know that inflation is a key factor in eroding the
purchasing power of the person investing in pensions, it is worth
asking ourselves which kind of asset will keep ahead of inflation.

Figure 5
INDEXES OF REAL RETURN 1802-2001

Source: Jeremy Siegel: Stocks for the Long Run (1802-2001).
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Well, as may be seen in Figure 6, the real-estate sector and stocks
historically produce real returns that are equal to or higher than
inflation, in any economic climate, whilst  bonds suffer
significantly in inflationary environments. It may be claimed that
bonds provide the certainty of nominal returns and a high degree
of capital protection, but little protection of purchasing power. In
fact, as a result of the devastating effects of inflation, bonds in
many countries were unable to provide positive real returns during
the past century (see Figure 7).

Figure 6
ANNUAL RATE OF RETURN ON ASSETS, ACCORDING TO

ECONOMIC ENVIRONMENT

Source: Morgan Stanley Investment Management & David M. Darst, 1871-2000
(“The Art of Asset Allocation”).
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In conclusion, it may be stated that in all the studies and countries
analysed, stocks have always done better than bonds, bills and
inflation in the long term. The historic analysis describes a range
of real returns for stocks between 2% and 8%, versus a range
between –2% and –3% for bonds. This better result is not just a
pattern from the past, but also coincides with the theory that
higher-risk securities must be priced lower than safer securities.
Risky stocks therefore offer better real returns and that,
consequently, makes them an attractive long-term investment for
investors with good risk tolerance. Meanwhile, bonds offer no
protection whatever in the case of inflationary scenarios: an
increase in expectations of long-term inflation could have very
negative effects on conservative portfolios that prefer fixed
income.

Risk Diversification

The third requirement of the investment mandate consists in
minimizing the impact of negative scenarios. In a mandate that

Figure 7
ACCUMULATED REAL RETURN (IN US$) OF THE

WORLD BOND INDEX, 1900-2000

Source: Elroy Dimson, Paul Marsh & Mike Staunton: Triumph of The Optimists
(“101 Years of Global Investment Returns”).
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calls for protection of purchasing power and increase of capital,
this objective can be achieved by adopting risk diversification
strategies.

What kind of risk are we talking about? Well, we are referring not
to volatility risk, but to the risk of losing purchasing power. For
the long-term investor, the volatility of the return is not the main
risk. The main risk is the reduction of purchasing power due to the
erosive effects of inflation on consumer prices.

Risk diversification consists in combining assets that respond in
variable ways to the forces that drive the markets. This produces a
more efficient portfolio, since, by having more than one asset, the
investor is protected against the contingency of everything being
lost at the same time. So, as a certain level of risk, portfolios that
are duly diversified produce better returns than portfolios that are
less diversified and, at the same time, for a given level of return,
well-diversified portfolios offer a lower risk than portfolios than
are less diversified.

By way of example, Japanese investors who decided not to
diversify have seen how their investments have shrunk by more
than half after 27 years (see Chart Nº 8). In this context, non-
diversified securities cannot be considered as being secure in real
terms, even if the investor has a long-term time-scale (20 years or
more). By contrast, with a diversified portfolio, that risk is
considerably reduced.

In this respect, it must be said that there are two diversification
mechanisms. The first is international diversification. As may be
seen in Chart Nº 9, international diversification of portfolios has a
positive effect in reducing risk: by increasing the number of
countries in the portfolio from one to five, the risk is substantially
reduced (measured as the standard deviation of the return),
between 15% and 30%. Thus international diversification reduces
the possibility of a negative result of exposure for a country with
very negative returns.

The second mechanism is diversification by asset class. Since it is
so difficult to foresee which asset class will give the best/worst



200

Funded Systems: Their Role in Solving the Pension Problem

Figure 8
JAPANESE SECURITIES: NIKKEI INDEX

Source: Elroy Dimson, Paul Marsh & Mike Staunton: Triumph of The Optimists
(“101 Years of Global Investment Returns”).

Source: Bloomberg.

Figure 9
HISTORIC REDUCTION OF RISK AS A RESULT OF

INTERNATIONAL DIVERSIFICATION

Annualised standard deviation (%)
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returns in the coming years, the most sensible approach is to
diversify the risk between various asset classes. This makes it
possible for the investor to be protected against concentration in
assets that are performing very badly.

A diversification by asset class should include investing in small
capital and emerging markets, since historically these have had
higher returns compared with large capital and developed markets.
In this sense, diversifying risk does not mean that all the portfolios
are overloaded in developed economies. Investing in emerging
economies, as Figure 10 shows, provides great potential for higher
returns.

The real estate and infrastructure markets are also investments
that may add value in the long term, because they can diversify
risk and also increase return. This last may be seen in Figure 11,

Figure 10
INDEX OF REAL RETURNS IN EMERGING ECONOMIES

Source: MSCI.
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which shows the risk and return expectations for a group of
instruments, among which are the real estate and infrastructure
markets.

Corporate bonds have had better results than government bonds, as
was to be expected, due to the premium for insolvency risk of
private sector issuers. Another instrument is Private Equity, which
has had very strong returns recently, providing a great incentive to
collect funds from this asset class. Finally, we must not forget to
mention the importance of Hedge Funds, whose attraction as an
asset class lies in their low correlation with the markets and their
high historic returns.

By way of conclusion, the third requirement of the investment
mandate that we have been referring to means that the portfolio
manager has the duty to diversify to the greatest possible extent
(internationally and in different asset classes) to reduce the impact
of possible slump scenarios.

Figure 11
EXPECTATION OF RISK AND RETURN (30TH SEPTEMBER 2005)

Source: Roger Urwin, “Asset Allocation in a low-return environment”. CFA
Institute Conference Proceedings Quarterly.
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It is impossible to end this presentation without touching on the
recommendations made by the World Bank about pension fund
investment portfolios. On the one hand, governments have the
responsibility to ensure that the pension funds obtain decent
returns for their members, especially if contributions are
mandatory. On the other hand, the explicit and implicit guarantees
of the pension securities mean that governments also have a
financial interest in encouraging pension funds to perform well.

Now, this responsibility has been used to justify strict regulation
of the pension funds’ portfolios, the structure of the fund-
management industry and the returns on investment. And this is
the problem: these regulations have a price. The more liberal
schemes have had better pension fund returns than those with
stricter regulations.

Clearly, liberalizing the pension fund market should mean that
better returns are obtained, with greater competition between
funds, and that workers are able to choose a portfolio that will
match their individual needs.




