
In today’s world, the decision on how much 
equity to hold in a pension fund is not easy.  
Most plan participants are many years away 
from retirement. Moreover, retired partici-
pants are living longer and so the “average dol-
lar” saved in pensions won’t typically be spent 
for many years. As such, pension fund asset 
allocations often include hefty doses of equi-
ties – the average corporate plan holds a little 

over 60%.1 Seems reasonable – conventional 
wisdom says that the inevitable stock market 
“storms” can be weathered in order to earn 
outsized returns with such a long horizon on 
the sponsor’s side.  
 Unfortunately, there are two sides to the 
pension coin: assets and liabilities. Liabilities 
– how much the pension owes to its partici-
pants – are calculated every year, just like asset 
returns. To determine the amounts needed to-
day for future retiree payments, plan sponsors 
calculate the present value of estimated future 
payments using a discount rate equivalent to 
current interest rates. Given that the amount 
needed today will be smaller if you can earn 
10% than it would be if you could only earn 
5%, future liabilities are less cumbersome with 
higher interest rates than with lower interest 
rates. Any portfolio that rises when interest 
rates fall (and liabilities grow) helps the pen-
sion plan sponsor minimize its risk. For this 
reason, investments that on average rise in 
value when interest rates fall (i.e., bonds) are 

excellent hedges to pension liabilities.
 With this brief primer in mind, it is no 
wonder that 2000-2002 was labeled the per-
fect storm for pensions – their equity-centric 
assets fell considerably while their liabilities 
skyrocketed in the wake of plunging interest 
rates. With diminished funded ratios and 
regulatory changes like the Pension Protec-
tion Act of 2006, many plan sponsors are now 
seeking strategies to more closely match their 
assets to their liabilities. This has spawned a 
variety of Liability Driven Investment (LDI) 
strategies designed to introduce more interest 
rate exposure – and therefore more liability 
matching behavior – into pension plan asset 
allocations. Regardless of the rate of adoption 
of LDI strategies, pension plans are still likely 
to allocate signifi cant sums to equities to ac-
cess their higher expected return potential.  
We, therefore, believe it important to better 
understand the role of equities in the asset 
liability puzzle. 

 A recent study by IPM of Sweden2 exam-
ined the performance of the Research Affi li-
ates Fundamental Index (RAFI™) approach 
versus that of a capitalization-weighted ap-
proach to assessing each equity portfolio’s 
interest rate sensitivity and liability hedging 
characteristics in the United States, Japan, 
Sweden, and Europe. The results show that 
in the U.S. market, RAFI displayed a higher 
correlation to government bonds (0.32 versus 
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1
 Independent Consultants Cooperative (ICC) Corporate Universe Median Allocation as of 9-30-06.  Courtesy of Wurts & Associates.

2 Djehiche, Boualem and Jonas Rinné. 2006. “Can Stocks Help Mend the Asset and Liability Mismatch?”  Working paper, IPM Informed   
  Portfolio Management AB Stockholm.
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at a time when liabilities are rising (because interest rates typically 
fall due to slow demand) and the ability to fund them is falling 

(because corporate earnings—the source for plan contributions—
are lower), RAFI produces larger excess returns than the capitaliza-
tion-weighted alternative. At the same time, RAFI still generates a 
meaningful excess return during the good times, unlike defensive 
and conservative equity portfolios.
 Th ese results suggest that a partial cure to the pension woes 
can be had by shifting pension equity portfolios from capitaliza-
tion-weighted indexes to a RAFI approach. 

0.23) and a longer empirical duration (3.6 years versus 2.5 years) 
to bonds than the S&P 500.3 However, unlike most interest rate 
sensitive stock portfolios with their large bank and utilities posi-
tions, RAFI earned a materially higher return than the S&P 500.  
Similar results were found in other markets.
 Higher returns and better asset/liability matching? Hard to 
believe but intuitively these results make sense. Recall that RAFI 
holdings and weights are selected using a blend of fundamental 
measures of fi rm size – sales, cash fl ow, book value, and dividends 
paid. In doing so, RAFI is able to break the return drag associated 
with a capitalization-weighted strategy that always overweights 
overpriced stocks and underweights underpriced stocks.
 Th e intuition is enhanced by looking at Figure 1, which shows 
RAFI performance in various economic environments.   
 Let’s look at the recession period, which is typically a tough 
time for pension plans. In a recessionary period, RAFI produces an 
average annualized return of 6.8% versus 3.0% for the S&P 500 
Index, or a premium of 3.8%, which is signifi cantly better than 
the strategy’s overall advantage of 2.1% for all environments. So 

3 Duration is a measure of price sensitivity to interest rate movements. For small interest rate changes, the duration is the approximate 
   percentage that the value of the asset will fall/rise for a 1% increase/decrease in interest rates. 
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© 2007 Research Affi liates, LLC. The material contained in this document is for general information purposes only. It relates only to a hypothetical model of past performance of the fundamental 
index itself, and not to any asset management products based on this index. No allowance has been made for trading costs or management fees which would reduce investment performance. 
Actual results may differ. This material is not intended as an offer or a solicitation for the purchase and/or sale of any security or fi nancial instrument, nor is it advice or a recommendation to enter 
into any transaction. The information contained herein should not be construed as fi nancial or investment advice on any subject matter. This material is based on information that is considered to 
be reliable, but Research Affi liates and its related entities (collectively RA) make this information available on an “as is” basis and make no warranties, express or implied regarding the accuracy 
of the information contained herein, for any particular purpose. RA is not responsible for any errors or omissions or for results obtained from the use of this information. Nothing contained in this 
material is intended to constitute legal, tax, securities or investment advice, nor an opinion regarding the appropriateness of any investment. The general information contained in this material 
should not be acted upon without obtaining specifi c legal, tax or investment advice from a licensed professional. Indexes are not managed investment products, and, as such cannot be invested in 
directly. Returns represent back-tested performance based on rules used in the creation of the index, are not a guarantee of future performance and are not indicative of any specifi c investment. 
Research Affi liates, LLC, is an investment adviser registered under the Investment Advisors Act of 1940 with the U.S. Securities and Exchange Commission (SEC).  

The trade names Fundamental Index, RAFI, RAFI-Global, Fundamental Global,  Fundamentals Weighted, Fundamental 1000, Fundamental 2000, Fundamental 3000, Global Fundamental, the RAFI 
logo, and the Research Affi liates corporate name and logo are the exclusive intellectual property of Research Affi liates, LLC.  Any use of these trade names and logos without the prior written 
permission of Research Affi liates, LLC, is expressly prohibited.  Research Affi liates, LLC, reserves the right to take any and all necessary action to preserve all of its rights, title and interest in and to 
these terms and logos.  Fundamental Index™, the non-capitalization method for creating and weighting of an index of securities, is the patent-pending proprietary intellectual property of Research 
Affi liates, LLC (Patent Pending Publication Numbers: US-2005-0171884-A1, US-2006-0015433-A1, US-2006-0149645-A1,WO 2005/076812 , US-2007-0055598-A1 and  EPN 1733352).

Defi nition of Indices:   

A.   The RAFI™ 1000 comprises the 1000 largest companies selected and weighted using our Fundamental Index™ methodology.
B.   The S&P 500 Index is an unmanaged market index that focuses on the large-cap segment of the U.S. equities market. 
C.   The Russell 1000 Index is a market-capitalization-weighted benchmark index made up of the 1,000 highest-ranking U.S. stocks in the Russell 3000.
D.   The RAFI™ 1500 comprises the 1001st to 1500th largest companies selected and weighted using our Fundamental Index™ methodology.
E.   The Russell 2000 is a market-capitalization weighted benchmark index made up of the 2,000 smallest U.S. companies in the Russell 3000.
F.    The FTSE RAFI Developed ex US 1000 Index comprises the largest 1000 non US-listed companies by fundamental value, selected from the constituents of the FTSE Developed ex US Index.
G.   MSCI EAFE (Morgan Stanley Capital International Europe, Australasia, Far East) is an unmanaged index of issuers in countries of Europe, Australia, and the Far East represented in U.S. Dollars. 
H.   The FTSE All World ex-US Index comprises Large and Mid Cap stocks providing coverage of Developed and Emerging Markets excluding the United States.

Note - It is not possible to invest directly in any of the indexes above.
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Figure 1: Fundamental Index 1000 Performance in 
               Different Economic Environments

Source: IPM (2006)



<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /All
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /Description <<
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000500044004600206587686353ef901a8fc7684c976262535370673a548c002000700072006f006f00660065007200208fdb884c9ad88d2891cf62535370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef653ef5728684c9762537088686a5f548c002000700072006f006f00660065007200204e0a73725f979ad854c18cea7684521753706548679c300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /DAN <>
    /DEU <>
    /ESP <>
    /FRA <>
    /ITA <>
    /JPN <>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020b370c2a4d06cd0d10020d504b9b0d1300020bc0f0020ad50c815ae30c5d0c11c0020ace0d488c9c8b85c0020c778c1c4d560002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken voor kwaliteitsafdrukken op desktopprinters en proofers. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /PTB <>
    /SUO <>
    /SVE <>
    /ENU (Use these settings to create Adobe PDF documents for quality printing on desktop printers and proofers.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /ConvertColors /NoConversion
      /DestinationProfileName ()
      /DestinationProfileSelector /NA
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure true
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles true
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /NA
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /LeaveUntagged
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice




