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Insights on...
DIVERSIFICATION

While defined contribution (DC) plans may be dominating the retirement landscape, many  
plans could take some advice from their defined benefit (DB) counterparts’ best practices and  
enhance their diversification options. Traditionally, DB plans have created diversified investment  
programs that extended beyond asset classes typically held in DC plans, such as Treasury 
Inflation-Protected Securities (TIPS) and real assets like commodities and global real estate. 
These extended asset classes not only broaden a plan’s diversification, they also provide a level of 
inflation hedging that can help DC plan participants maintain purchasing power in retirement.  

REDEFINING DC PLAN DIVERSIFICATION: CONSIDERING A BROADER VIEW
Portfolio construction has evolved substantially from the days when most DC lineups consisted of 
a menu of stock and bond funds. DC plan sponsors face increasing challenges to provide sound 
retirement outcomes for plan participants and are looking for ways to enhance return while 
managing risk. 

We believe it is time for plan sponsors to think beyond what has been done in the past and 
embrace a broader concept of diversification that translates to additional asset class offerings.  
Investment managers should help shape the retirement plan of the future by supporting investment 
objectives that reflect DC plan sponsors’ goals and purpose, and that consider unique employee 
demographics and plan sponsor needs.

DB plans have long embraced investment strategies that included a broad array of asset 
classes, including TIPS, commodities and global real estate, each of which can enhance returns 
and reduce portfolio volatility. Historically, these asset classes exhibited low correlations (i.e., 
their returns behave differently) to the more typical equity and fixed income options. In normal 
market conditions, the asset classes should not all rise or fall together. In markets undergoing 
extreme stress and high volatility, such as those experienced in 2008, all asset classes experienced 
a similar response, which diminished the diversification benefits. Plan participants who use target 
retirement-date funds have benefited from the inclusion of these asset classes to enhance 
diversification and minimize risk, so it makes sense for plan sponsors to offer these asset classes  
to those participants who would prefer to build their own investment programs from a  
sponsor’s core lineup.

Embracing a broader array of investment choices in your 
DC plan can not only enhance your diversification options and 
reduce portfolio volatility, but also can provide participants 
with an opportunity to hedge against inflation. These choices 
may also satisfy more sophisticated DC plan participants 
who want a fuller investment toolkit to create more robust  
investment programs.

R E T H I N K I N G  D I V E R S I F I C A T I O N  I N  
D E F I N E D  C O N T R I B U T I O N  P L A N S

Broadening the concept of what constitutes a diversified fund lineup

Helping Hedge Against Inflation 

In addition to the benefits of diversification, extended  
asset classes – such as TIPS, commodities and global 
real estate – can offer inflation protection for your plan 
participants. They can help address one of the key priorities 
for participants who are approaching or in retirement: 
Combatting purchasing power erosion or the risk that their 
retirement assets won’t keep pace with rising prices  
for basic living essentials, such as housing, food and  
medical costs.
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An August 2011  
Mercer survey of 223  
plan sponsors indicated  
that 24% of respondents 
are using TIPS as a 
standalone option, while 
10% of respondents are 
considering adding inflation 
hedging options to their 
plans in the next year. 

U.S. TIPS
Relative to commodities and real estate, TIPS are the most common inflation-hedging asset 
class found on DC plan menus today. DC plan sponsors have embraced TIPS as a menu option 
because of their straightforward application for inflation protection. The bond principal and 
coupon payments embedded in TIPS are indexed to the Consumer Price Index for All Urban 
Consumers (CPI-U).* This can help make communicating the benefits, and performance, of 
TIPS to plan participants relatively straightforward. TIPS also have a low correlation to more 
traditional stock and bond assets classes, meaning they contribute strong diversification benefits  
to a portfolio.

However, TIPS by themselves cannot solve the inflation problem; TIPS are sensitive to  
interest rate fluctuations and market events, just like regular Treasury bonds, but they behave  
differently in various economic scenarios. A plan participant needs to complement an allocation  
to TIPS with other asset classes to account for the cyclical nature of the market and changing  
inflationary environments.

Commodities
Commodities exposure in DC plans is most commonly found in pre-mixed options like  
target retirement date funds. But commodities have begun to appear as standalone options in 
more progressive DC plans because of the diversification benefits they provide self-selecting plan 
participants. Correlations for broad commodities exposure relative to traditional stock and bond 
asset classes is fairly low. Normally, commodities are offered through a passive mutual fund or 
collective fund structure benchmarked against a diversified index to provide participants exposure  
to a broad array of commodity types. The S&P Goldman Sachs Commodity Index (GSCI)® 
Total Return Index and the Dow Jones UBS (DJ-UBS) Commodity Total Return Index are two 
common commodity benchmarks used to create and measure these funds. The composition of 
these indexes is shown in Chart 1.

*The Consumer Price Index for All Urban Consumers is published by the Bureau of Labor Statistics of the U.S. Department of 
Labor and measures changes in the price of a basket of goods purchased by urban consumers.

CHART 1: COMPOSITION OF COMMON COMMODITY INDEXES
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■ Industrial  7%
 Metals 
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S&P GSCI Commodity Total Return Index DJ-UBS Commodity Total Return Index

Source: Standard and Poor’s and Dow Jones, as of 3/31/12
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Commodities are “real” assets and tend to behave differently than financial assets, such as stocks 
and bonds, in changing economic conditions. Commodities also serve as a hedge against inflation  
because their prices typically increase as inflation is rising, which offers potential for attractive  
returns. As with TIPS, plan participants should consider any allocation to commodities in a 
broad context of asset classes that complement each other during different economic environments.

Global Real Estate
Providing plan participants with broad exposure to global real estate markets can improve their 
overall portfolio diversification. Real estate is a physical asset whose value is driven by rental 
income and capital appreciation that, when added to a mix of stocks and bonds, can help lower 
total portfolio risk. While the global real estate asset class tends to exhibit equity-like character-
istics in its correlations, a meaningful allocation to this asset class provides diversification via 
unique cash flows and property appreciation.

Most DC plans offering global real estate investments to their participants do so through a real 
estate investment trust (REIT), which provides the broadest diversification benefits within a real 
estate offering and, of great importance to DC participants, liquidity that generally is not available  
with direct real estate ownership. Typically, a DC plan’s global REIT exposure tracks a broad 
market benchmark like the FTSE EPRA/NAREIT Global Index.* Diversification within the 
benchmark is achieved through various property types, including office buildings, shopping 
centers, self-storage properties and regional malls, and through an array of various countries. 
Country exposures in this index are shown in Table 1. While the largest exposure is in the 
United States (41.82%), the index’s top 10 holdings do include significant exposure to Asia-
Pacific countries (24.85%), and to Europe (7.63%) and South America (2.95%) as well.

A global real estate portfolio can provide a strong hedge against inflation because it yields 
diversified returns from rental and leasing incomes across the globe, which tend to increase with 
rising inflation. In addition, investing in multiple local economies within a portfolio should 
provide a more stable long-term income stream.

*The FTSE EPRA/NAREIT Global Real Estate Index Series is designed to represent general trends in eligible real estate equities 
worldwide. Relevant real estate activities are defined as the ownership, disposure and development of income-producing real 
estate (FTSE: Financial Times Stock Exchange, EPRA: European Public Real Estate Association, NAREIT: National Association 
of Real Estate Investment Trusts).

1. United States 41.82% 6. United Kingdom 4.43% 

2. Hong Kong 9.87% 7. Singapore 3.87% 

3. Japan 8.39% 8. France 3.20% 

4. Australia 7.12% 9. Brazil 2.95% 

5. Canada 4.68% 10. China 2.72% 

Source: FTSE EPRA/NAREIT Global Index as of 3/31/12

TABLE 1: Top 10 Country Holdings of FTSE EPRA/NAREIT Global Index*
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HOW ENHANCED DIVERSIFICATION AFFECTS RISK AND RETURN
To examine how the addition of these asset classes can reduce portfolio volatility, we can look  
at the annualized 20-year returns of portfolios (as of December 31, 2011) ranging from those 
investing in just one asset class to those with broader diversification (see Table 2). As indicated  
in this table, Portfolio 1 invested entirely in U.S. equities and exhibits the highest level of volatility by 
nearly 6% relative to portfolios containing lower equity exposure. Portfolio 2 is invested entirely in  
U.S. bonds and while less volatile, offers a lower return than a more diversified portfolio would provide. 

Increasing diversification, even by simply dividing the portfolio between an allocation to 
equities (both domestic and international) and bonds, provides returns that are nearly as high as 
the all-equity portfolio – but with far less risk. Portfolio 3 shows the typical investment middle 
ground: a 60% allocation to equities, split between 40% U.S. equities and 20% international equities, 
and 40% U.S. bonds. This portfolio is typical of how many DC participants allocate their 
assets today and demonstrates strong portfolio diversification. This portfolio’s annualized returns 
are only 105 basis points behind the all-equity portfolio, but the risk, as represented by standard 
deviation of portfolio returns, is more than one third lower. Increasing fixed income diversification 
by introducing a 10% allocation to TIPS and adjusting the more traditional fixed income allocation 
to 30%, as shown in Portfolio 4, doesn’t meaningfully change the risk/reward tradeoff relative to 
Portfolio 3. 

Portfolio 5 adds a 5% allocation to commodities and reduces the U.S. equity allocation by 5% 
resulting in a decline in the portfolio’s risk, as measured by standard deviation, dropping it from 
9.48% (in Portfolio 4) to 9.08%. Taking this one step further, Portfolio 6 adds a 5% allocation 
to global real estate and reduces the international equity allocation by 5%, resulting in further 
increases to portfolio return while simultaneously lowering risk. This is our most diversified 
portfolio with a 20% allocation to extended assets classes — 10% to TIPS, 5% to commodities 
and 5% to global real estate. This allocation to extended asset classes is a meaningful addition 
to the total investment portfolio that helps lower volatility while increasing return. Relative to 
Portfolio 1, the volatility for Portfolio 6 was reduced by more than 6% during the 20-year period 
with less than a 1% decline in returns.

Return Risk (Standard Deviation)

Portfolio 1 100% U.S. equity 8.61% 15.43%

Portfolio 2 100% U.S. bonds 6.99% 3.82%

Portfolio 3 40% U.S. equity, 20% international equity and 40% U.S. bonds 7.56% 9.44%

Portfolio 4 40% U.S. equity, 20% international equity, 10% TIPS and 30% 
U.S. bonds 7.61% 9.48%

Portfolio 5 35% U.S. equity, 20% international equity, 5% commodities, 
10% TIPS and 30% U.S. bonds 7.49% 9.08%

Portfolio 6 35% U.S. equity, 15% international equity, 5% commodities, 
5% global real estate, 10% TIPS and 30% U.S. bonds 7.66% 9.06%

Note: U.S. equity is represented by the Russell 3000® Index; international equity by the MSCI EAFE Index; U.S. bonds by the Barclays U.S. Aggregate Bond Index; 
TIPS by the Barclays U.S. TIPS Index; global real estate by the FTSE/NAREIT Global Index; and commodities by the DJ-UBS Commodity Total Return Index. 

TABLE 2: 20-YEAR ANNUALIZED RISK AND RETURN AS OF DECEMBER 31, 2011
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HOW BROADLY SHOULD YOU DIVERSIFY?
If your plan participants are fairly sophisticated investors, you may want to consider an even 
broader selection of asset classes. Understanding how these asset classes fit into an overall portfolio, 
from a risk/reward perspective, can be helpful as you weigh their value in your DC plan. It also 
can help you assess the likelihood your participants would understand how to prudently allocate 
to these asset classes. 

Gold: The Upside and Downside
Investing in a single asset class is usually highly speculative, but gold is unique: it is not only a 
commodity, but acts as a currency alternative to the U.S. dollar. Over the long term, gold has a 
strong negative correlation to the dollar and short-term real interest rates, a positive correlation 
with inflation and no measurable correlation to the stock market. The lack of correlation with 
stocks reduces overall portfolio volatility, while gold’s correlations with the dollar, interest rates 
and inflation bring the potential for portfolio benefits during periods of financial stress and 
inflation. On the flip side, however, gold prices historically have been fairly muted during periods  
of financial stability.* 

The downside of offering your plan participants the opportunity to invest in gold is that 
participants may not understand how it is likely to move in response to certain market environments.  
Finding a cost-effective way to provide exposure to gold also can be challenging for plan sponsors. 

Infrastructure Assets: Relatively Stable
Investments in infrastructure take advantage of the global need for building and maintenance of 
roads, bridges, highways, pipelines, utilities and airports. Infrastructure offers strong diversification 
benefits due to its wide array of underlying sub-sectors. The simplest way to gain infrastructure 
exposure for your plan is through a listed vehicle that provides exposure to one of the more 
common indexes, such as the S&P Global Infrastructure Index. This index is composed of 75 
listed infrastructure companies from around the world balanced across three distinct clusters: 
utilities, transportation and energy. Investing through a listed vehicle provides daily liquidity, 
lower fees and generally better transparency. 

Infrastructure investments can provide inflation protection because cash flows via fees from 
these assets often are linked to inflation. Whether including an infrastructure option in your DC plan 
offering makes sense will depend on your participants, and they should be aware of the potential for 
company overlap between this asset class and other equity investments within the plan. 

Gold and infrastructure are not widely offered today even in pre-mixed professionally  
managed vehicles such as target retirement date funds. Plan sponsors are focusing more on TIPS, 
broad commodities and global real estate. Few DC plan sponsors have looked further along 
the asset class horizon toward offering specific commodity exposures, such as gold, or infrastructure  
investing, which are fairly new asset classes.  We believe plan sponsors should consider this 
broader array of asset classes as their comfort with adding investment options grows and they gain 
access through appropriate, efficient pre-mixed investment vehicles.

*Northern Trust: Gold: More Currency Than Commodity, 2/26/2010.
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Separate Account Commingled Fund Mutual Fund

TIPS – Passive 6–18 bps 5–10 bps 11–20 bps

TIPS – Active 7–35 bps 7–30 bps 25–88 bps

Commodities 30–150 bps 25–150 bps 40–113 bps

Global Real Estate – Passive 20–25 bps 20 bps n/a

Global Real Estate – Active 60–110 bps 70–100 bps 35–127 bps

Source: eVestment Analytics

ACTIVE VERSUS PASSIVE: EFFICIENCY IN IMPLEMENTATION
After determining the asset classes that would most benefit plan participants, plan sponsors 
must determine how to effectively implement these options. We believe a simple, cost efficient 
implementation through passive exposure to these asset classes makes the most sense.  In considering 
costs, expanded offerings have a range of expenses associated with them, as indicated in Table 
3, and plan sponsors should consider the effect of fees because costs will erode participants’ DC 
account balances. 

Active TIPS strategies don’t track the broad TIPS index very closely, as indicated in Chart 2 on page 
8. If you opt to pursue an active TIPS offering, you will need to pay particular attention to the 
environment in which you begin implementing your strategy, as well as which managers you 
choose. For example, an active portfolio with seasoned TIPS will most likely experience negative 
returns in a deflationary environment, so understanding the portfolio before implementation  
is critical. 

With an average fee range of 5 to 10 basis points, a passively managed TIPS commingled fund 
typically offers the lowest-cost exposure to this asset class. 

With real estate, passive management is clearly less expensive, but this asset class offers the 
opportunity to capture excess returns over time using actively managed investment options 
(see Chart 3 in the Appendix on page 9). However, consistency in maintaining strong results in 
an active approach might pose a challenge and higher fees certainly will erode the performance of 
these active managers.

Of all the extended asset classes, the range of returns exhibited by the commodities universe 
(shown in Chart 4 on page 10) is the most volatile, which should come as no surprise because the 
offerings in this asset class are the most varied. The strategies represented in this universe include 
various real assets, along with sector funds such as gold, energy, water, etc.  With commodities, 
you may want to offer a broad-based, diversified passive option so your participants aren’t 
affected by wild swings in a particular commodity asset class or sector.

TABLE 3: FEE RANGES* FOR EXTENDED ASSET CLASSES

*Representative fee ranges shown are for extended asset classes composed of at least $10 million in total DC plan 
assets as of 3/31/12.
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HELPING PARTICIPANTS MAKE BETTER CHOICES …
Choosing to embrace a broader definition of diversification and offering extended asset class 
offerings in your DC plan is a wise decision but plan sponsors need to consider how best to 
educate participants about investing in TIPS, commodities or global real estate. Proper education 
can help participants take full advantage of the benefits of these asset classes and understand  
their limitations.  

That is why educating participants is crucial. In particular, with these asset classes, education 
should focus on:

1. Cautioning participants against allocating too much — these asset classes are not meant to  
  serve as primary holdings. 

2. Reminding participants that asset allocation should be tied to their retirement  
  time horizon. 
Commodities and global real estate tend to exhibit higher volatility than TIPS, so allocations 
to these asset classes should differ, depending on the participant’s age. For example, someone at the 
start of his or her career might appropriately allocate a total of 20% to these asset classes, with 
commodities and global real estate comprising the largest allocation and TIPS the smallest. On 
the other hand, a person close to or in retirement might find that a substantial allocation to TIPS 
is appropriate, not only for inflation protection but to minimize return volatility as well.

… HELPS DRIVE BETTER PARTICIPANT OUTCOMES
For many DC plan participants, the anticipation of retirement is tempered by their worries that 
they may not have saved enough, especially as defined benefit entitlements are withering and  
Social Security’s future is uncertain. Forward looking DC plan sponsors are already helping 
participants improve their probabilities for a sound financial future by offering additional asset 
classes to help hedge against inflation while also minimizing volatility. In addition to increasing  
savings, creating strong, well-diversified investment programs can drive better participant outcomes 
at retirement. 

Educate. 

Engage. 

Empower. 

Identifying the appropriate range of asset classes to offer in your plan is key to empowering your  
employees and improving their probabilities of a sound financial future. But moving beyond the 
traditional asset class offerings can be complicated. As you weigh the benefits and limitations of the 
available options, thoughtful guidance is crucial.  

  The Northern Trust Defined Contribution Solutions Group is experienced in helping defined  
contribution plan sponsors design and manage their plans. If you have questions or concerns about  
your plan offerings, or would like to explore moving beyond the traditional mix of equities and fixed  
income in your plan, contact us at 312-444-7272 or visit our defined contribution resource center  
at northerntrust.com/dcsolutions.
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APPENDIX: ASSET CLASS RETURNS 

CHART 2: TIPS RETURNS
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Barclays U.S. TIPS Index

4Q11 1 Year 3 Years 5 Years 7 Years 10 Years

No. of observations 68 68 59 52 46 19

Barclays U.S. TIPS Index 2.69% 13.56% 10.38% 7.95% 6.10% 7.57%

Results as of 12/31/11.

Source: eVestment Analytics
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CHART 3: GLOBAL REAL ESTATE RETURNS
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FTSE EPRA/NAREIT Global Index

Universe: eA Global REIT 

4Q11 1 Year 3 Years 5 Years 7 Years 10 Years

No. of observations 49 49 48 34 13 5

FTSE EPRA/NAREIT Global Index 6.74% –8.14% 15.91% –5.37% –– ––

Results as of 12/31/11.

Source: eVestment Analytics
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CHART 4: COMMODITIES RETURNS
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4Q11 1 Year 3 Years 5 Years 7 Years 10 Years

No. of observations 77 74 58 41 29 11

Dow Jones – UBS Commodity Index 0.35% –13.32% 6.39% –2.07% 1.58% ––

Results as of 12/31/11.

Source: eVestment Analytics
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