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A monumental challenge—that is what fiduciaries are facing today. Confronted with inflationary 
pressures, uncertain returns, and a broad array of investment choices, boards of endowments and 
foundations face a formidable task—developing a strategy that is structured for today’s investment 
environment while remaining focused on their long-term mission. 

CHALLENGING TIMES AHEAD
Endowments and foundations have enjoyed robust returns since the 

global financial crisis roiled the markets nearly 10 years ago. Up almost 

12% annually since 2009, global equity markets have advanced at 

nearly twice the pace of the decade before the crisis.1 At the same time, 

falling interest rates have kept total bond returns solidly in positive 

territory. 

However, it is unlikely that this pace of returns will continue. We project 

lower equity and bond returns over the next several years, which, 

when paired with higher interest rates, potentially rising inflation, 

and increasing market volatility, could make it difficult for nonprofit 

organizations to sustain distributions and maintain, let alone grow, 

portfolio assets.

Luckily, these tectonic shifts are not immediate, nor will they occur all 

at once. Fiduciaries have an opportunity to set a sound and thoughtful 

investment policy to achieve their organization’s mission, starting with 

establishing an optimal strategic allocation that meets long-term goals 

for return and risk.

HOW SUSTAINABLE ARE YOUR DISTRIBUTIONS?
No matter how conservative or aggressive a portfolio was positioned 

over the past 30 years, its returns probably exceeded the historically 

low inflation rate of 2.2%, which made maintaining distributions almost 

effortless. 

Going forward, however, fiduciaries must consider the possibility of 

higher inflation. We project that over the next 30 years, a portfolio with 

a traditional balanced allocation of 60% in stocks and 40% in bonds 

will have just 1.7% for withdrawals after inflation, falling short of the 

average endowment distribution rate of 4% and even further away from 

the required 5% rate for private foundations (Display 1, next page).2 

Going to a full allocation to stocks only increases the withdrawal rate 

to 3.0%, still shy of the mandatory 5% rate for foundations, while also 

increasing risk, with a 71% chance of a loss of 20% over the next 

30 years.

Organizations that were once able to adopt a traditional approach may 

need to reassess their investment policies to achieve their targeted 

after-expense, after-inflation return. This starts with designing an 

appropriate strategic asset allocation policy.

DRIVING LONG-TERM PERFORMANCE
A strategic allocation policy must establish the total return necessary 

to satisfy withdrawals or distributions (investment objective), determine 

the expected life of the fund (time horizon), and understand the ability 

to weather a sustained drawdown (risk tolerance). Considering all these 

factors when establishing an allocation policy may be overwhelming, 

but an investment advisor that has experience designing and 

implementing nonprofit investment policies can provide invaluable 

advice and guidance. 

The strategic allocation policy sets a long-range plan, but it should also 

account for various possible market conditions, like the possibility of 

lower returns or higher inflation in the future. Organizations have three 

choices to address a change to return expectations that may impact 

distributions: obtain revenue from other sources, change withdrawals, 

or shift asset allocation. Assessing opportunities to source revenues is 

outside the scope of this paper, so we will focus first on the distribution 

policy, and second on asset allocation. The first step is understanding 

the objective.

1 MSCI World Index—net returns from Jan 2009 through Dec 2020 were 11.58%; from July 1998 through June 2007, 5.99%.
2 Refers to private, non-operating foundations throughout this paper.
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3 Based on the WFS: Assumes initial assets of $20 million and 3-year smoothing. Maintaining purchasing power is the probability of having $20 million in 30 years in real dollars. 
Assumes an asset allocation of 60% Global Stocks/40% Intermediate Taxable Fixed Income.

SPEND LESS NOW TO SPEND MORE LATER 
The investment objective for many organizations is to maintain the 

principal value of their portfolio after inflation while meeting a 3%–

5% annual distribution rate in perpetuity. Unfortunately, even when 

faced with a shortfall, reducing withdrawals for many organizations is 

often not possible. In fact, many nonprofits would often like to spend 

more, but withdrawing more today generally lowers the likelihood of 

maintaining distributions over time. That’s because the combination of 

inflation and higher spending will cut into the principal value each year. 

If a nonprofit decided to increase withdrawals, say by 1%, from 4% to 

5%, it would only have a 7% chance of maintaining purchasing power 

of the portfolio over the next 30 years.3 

In contrast, by withdrawing less today, eventually more is available for 

the future (Display 2, next page). The 4% withdrawal rate represents 

lower annual distributions initially, but gradually the gap between this 

rate and 5% annual distributions closes. At year 10, the difference is 

just 13%, and by year 20, it falls to only 3%. Once the crossover point 

is reached, the 4% policy will distribute more annually and still provide 

the endowment with higher remaining assets.

Unlike endowments, which have the flexibility to change distribution 

rates, especially during periods of lower market returns, private 

foundations are required to distribute at least 5% each year. So, if 

the intention is to last into perpetuity, both endowments and private 

foundations need to consider ways to increase returns to meet 

withdrawal needs. 

CHANGING THE MIX
A common way to boost returns is to increase the allocation to return-

seeking assets like stocks. Stocks tend to perform well over the long 

term and offer a better hedge against rising inflation, but can be quite 

volatile over shorter time periods. High-quality intermediate bonds, 

which tend to have a low correlation to stocks, are normally used to 

offset this equity volatility. Bond returns are far more predictable, but 

are historically lower than stocks.

DISPLAY 1: WE EXPECT LOWER FUTURE RETURNS PUTTING POTENTIAL PRESSURE 
ON SUSTAINABLE DISTRIBUTIONS
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*Represents projected pretax compound annual growth rates. Stocks modeled as MSCI World Index. Bonds modeled as intermediate-term taxable bonds.
**“Long-term Average” returns are rolling average ten-year compound annual growth rates over the past 30 years.
Based on AB’s estimates of the range of returns for the applicable capital markets over the periods analyzed. Data does not represent past performance and are 
not a promise or a range of future results. See Notes on Bernstein Wealth Forecasting System at the end of this document.
Source: Barclays, MSCI, S&P, and AB
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4 2020 NACUBO—Commonfund Study of Endowments

The decision to increase exposure to stocks or bonds is therefore the 

classic risk-return trade-off dilemma. When the percentage of stocks 

in a portfolio increases, say from 60% to 70%, returns improve by 40 

basis points, but the probability of a peak-to-trough loss also moves 

higher, from 35% to 46% (Display 3).

GOING BEYOND STOCKS AND BONDS
Diversifying strategies, which tend to have a low correlation to 

both stocks and bonds, can ease this risk/return dilemma. These 

strategies, often referred to as alternatives, include securities related 

to “real” or nonfinancial assets, such as real estate and commodities, 

as well as less liquid assets, such as hedge funds, private equity, and 

private credit.

While alternatives can add a layer of complexity, and fees tend 

to be higher than for traditional investments, the benefits can be 

substantial. For example, hedge fund returns over the past 20 years 

have been similar to those of stocks, but with less than half the volatility  

(Display 4, next page). Hedge funds tend to be most effective 

during equity market downturns, when they often serve their role as 

diversifiers by declining less than stocks. For a fund looking to achieve 

higher returns than bonds without the additional risk introduced by 

increasing equity, alternatives could be the answer.

ADDING TO ILLIQUID EXPOSURE CAN IMPROVE OUTCOMES
But achieving higher returns using diversifying assets can also mean 

accepting more illiquidity. Illiquid strategies often provide stronger 

returns, dampen volatility, and provide a source of returns that has 

a low correlation to the other liquid portions of the portfolio. And 

investors often get paid for holding these less liquid assets: the illiquidity 

premium, or the excess return from owning these assets, varies greatly, 

but typically adds several percentage points of annual return. 

Larger endowments and foundations have been using illiquid 

investments in their allocations for many years. In fact, in a 2020 

study4 of the largest college and university endowments, those with 

DISPLAY 3: INCREASING EQUITY EQUALS HIGHER 
RETURNS AND RISK
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As of December 31, 2020
*Projected pretax 10-year compound annual growth rate of median index 
returns. Data indicate the probability of a peak-to-trough decline of at least 
20% over the next 10 years. Because the Bernstein Wealth Forecasting 
System uses annual capital-markets returns, the probability of peak-to-
trough losses measured on a more frequent basis (such as daily or monthly) 
may be understated. The probabilities depicted above include an upward 
adjustment intended to account for the incidence of peak-to-trough losses 
that do not last an exact number of years. Based on Bernstein’s estimates 
of the range of returns for the applicable capital markets over the periods 
analyzed. Data does not represent past performance and are not a 
promise of actual future results or a range of future results. See Notes 
on Wealth Forecasting System at the end of this document.
Source: Barclays, MSCI, S&P, and AB

DISPLAY 2: ANNUAL DISTRIBUTIONS SPENDING 
US$ Millions, Nominal, 60% Stock/40% Bonds ($Thousands)
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Small-Mid Cap, 9.6% Us Low Vol Equity, 21.2% Developed International, 8.1% Emerging Markets, and 10.7% High-Risk International. Fixed Income is 100% US 
Intermediate-Term Taxables. See Notes on Wealth Forecasting System at the end of this document.
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assets over $1 billion allocated an average of 38% to traditionally 

illiquid alternatives, including private equity, venture capital, and real 

assets like private real estate. Endowments between $50 and $100 

million allocated only 11% to these three categories, while those below 

$25 million barely allocated anything at all, only 6%. Why this gap? 

Historically, larger endowments have access to more desirable 

managers and a greater array of investment products. But today, 

there are many more options that are accessible to portfolios with 

assets below $25 million. We believe the gap is explained by the fear 

of a liquidity squeeze, or the inability to access enough funds when 

needed, and the increased due diligence required to invest in these 

more complex, illiquid investments. 

But meeting withdrawals should not be an impediment to adding 

illiquid investments. Most annual withdrawal rates are 3%–5%, 

and even if 15% was allocated to illiquids, the remaining 85% of the 

portfolio is still available to meet liquidity needs. By working with an 

investment advisor who can help assess the investment strategy, 

risk/return characteristics, liquidity, and fees for illiquid investments, 

committees can ensure that they are acting prudently and performing 

the appropriate due diligence.

ACTIVE...OR PASSIVE?
When it comes to traditional stock and bond allocations, many 

fiduciaries wrestle with the choice between active and passive 

strategies. However, it does not have to be an either/or decision.  

Rather, fiduciaries can combine passive and active strategies to 

balance fees, expected return, and risk as efficiently as possible.

Passive equity index strategies can deliver market-like returns at a 

low cost, but do not actively manage for risk and have no chance of 

outperforming benchmarks. While passive equity strategies tend to 

do well during bull markets, they can lag in down markets or during 

periods when indices become over-concentrated in recent winners. 

Conversely, active equity strategies generally have clearly stated 

objectives for return and risk. Some, which are designed to outperform 

a specific benchmark, can deliver higher risk-adjusted returns than 

index funds, but are more expensive to manage and can lag during 

sustained bull markets. Other benchmark-agnostic, active strategies 

seek to maximize returns with fewer constraints. 

The benefits of passive and active strategies differ for bonds. Passive 

bond strategies lack the flexibility to balance interest rate and credit 

risk. The benchmark that a passive strategy seeks to replicate will be 

weighted to frequent issuers of debt, and to bond durations that are 

most popular at that stage of the cycle.  Active managers, on the other 

hand, are better able to reduce those risks by shifting to sectors that 

are at a different stage of the credit cycle or by adjusting duration.

Given the strong performance of passive strategies in recent years, 

many committees have questioned whether high-cost, actively 

managed portfolios should be replaced with low-cost, passive 

strategies. But the environment over the last several years was one 

in which it was very difficult for active managers to produce excess 

returns, after fees. 

Today there are signs that the investment landscape is transitioning to 

an environment where active investing will add more value than it has in 

recent years (Display 5, next page). 

Regardless of the current investment environment, the choice 

between active or passive does not have to be an either/or decision. 

Some organizations are employing a hybrid approach by utilizing 

passive index products to get exposure to the more efficient segments 

of the markets at a low cost while using actively managed strategies as 

satellites to generate alpha or manage risks. This allows organizations 

to focus their fee budget on strategies that deliver idiosyncratic returns.

NAVIGATING PERIODS OF HEIGHTENED UNCERTAINTY
Establishing an appropriate long-term strategic allocation is one of 

the most important tasks that committees tackle. Fortunately, they 

are not doing this work alone; investment advisors typically provide 

support and guidance along the way. However, even the most well-

designed policy faces challenges, particularly during periods of 

heightened volatility and uncertainty in the markets, that require 

tactical maneuvering. How should organizations balance the structure 

of a strategic allocation with the flexibility to make tactical changes? 

DISPLAY 4: HEDGE FUNDS HAVE HALF THE 
VOLATILITY WITH COMPARABLE RETURNS…
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Past performance does not guarantee future results.
Data from Jan 1990 to Feb 2020
Source: HFRI, S&P 500, and AB
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A well-worded Investment Policy Statement (IPS) should address 

tactical changes. It needs to answer questions such as: who is 

responsible for identifying market changes, what is the process for 

implementing these changes, and how is risk measured and managed 

around these moves? The IPS should be flexible enough to grant an 

investment manager the freedom to move around target allocations 

without seeking approval. These shifts should be geared toward 

managing short-term portfolio risks and mitigating the effect of 

extreme outcomes. 

MEASURING SUCCESS
Grading the success of a portfolio differs for each organization, but for 

everyone, measuring  progress toward the overall mission is paramount. 

A review of the investment funds’ performance, considering the stated 

objectives, guidelines, and policies, should focus on ensuring that the 

investments are meeting the organization’s mission in a way that is 

consistent with its risk budget and values. 

Performance should be assessed at least annually, but more frequent 

reviews are advised. The overall portfolio should be compared to 

a portfolio with similar risk and return attributes—a risk-weighted 

benchmark. Even though the benchmark will not be an exact match, 

this comparison is designed to measure the impact of the strategic 

allocation, tactical moves, and security selection decisions made by 

the investment manager(s). 

Each underlying investment strategy should also be measured 

individually against the appropriate benchmark to highlight 

any anomalous results. Importantly, investment results should 

not just be disclosed by an investment manager; they should 

be explained clearly so fiduciaries understand the source of 

returns and  feel confident that they are meeting their oversight 

responsibilities. They should always be viewed on a net-of-fees basis.  

UNCOVERING FEES
Investment fees and expenses are frequently a source of confusion 

because there is very little uniformity among investment managers. 

Often there are layers of fees, but they generally fall into two broad 

categories. The first are fees for investing the assets, commonly 

referred to as management fees. The second are fees for servicing 

the portfolio, like administrative and custodial services. Committees 

should regularly review these expenses with their investment manager 

to confirm that they are appropriate. 

DISPLAY 5: WHAT ENVIRONMENT IS LIKELY TO COME NEXT?
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Source: AB 

CONSCIOUS INVESTING
Many endowments and foundations are striving for a 
better world through investment—looking to protect 
the environment, promote fair labor practices, 
ensure economic sustainability, and encourage good 
corporate stewardship. They want to take a stand 
and invest responsibly by encouraging corporations 
to adopt sustainable, healthy business practices. 
Organizations approach Responsible Investing (RI) 
from several different angles, from basic screening 
techniques to investing in an RI-oriented portfolio. 
Many turn to active management to integrate an RI 
framework into security selection or engage a company 
through filing shareholder resolutions, actively voting 
proxies, and raising issues with corporate executives 
and boards of directors to effectuate change. While 
some organizations make more active engagements 
with RI, others simply look to RI to avoid investments 
that directly conflict with their values or undermine 
their respective missions. Frequently, organizations 
use one or more of these approaches at the same time 
to implement a conscious investing strategy.   
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A FIDUCIARY’S DUTY
Serving as a volunteer board or investment committee member is a 

great way to give back. But it also means that fiduciary requirements 

dictate acting prudently and in the best interest of the organization. 

Successful partnerships are built on having a clear understanding of 

responsibilities, risks, and ultimately, returns to meet the mission and 

objectives of the organization. Importantly, formalizing processes 

that underscore how to achieve these objectives is one of the best 

investments an organization can make (Display 6).

THE BIG PICTURE
With short-term trials present in any investment environment, it’s easy 

to lose sight of the importance of establishing a long-term strategic 

asset allocation. In the short term, optimizing for risk and return 

through tactical allocation can add value, but setting a proper, long-

term strategic allocation that considers a mix of asset classes and 

management approaches will provide the backbone to sustain an 

organization and meet its distribution goals over the long haul. Today 

that may mean moving beyond a traditional stock and bond portfolio, 

to one that uses diversifying, illiquid assets to enhance returns without 

a greater assumption of risk. It also means measuring outcomes, with 

the ultimate goal of achieving your mission.

DISPLAY 6: THE PATH TO BUILDING A SOLID FIDUCIARY FOUNDATION 
 

Source: AB 

Define Withdrawal Needs and Time Horizon1

Set the Strategic Allocation: The Risk Budget2

Agree on Policy Regarding Active, Passive, and Alternative Investments3

Provide Flexibility for Tactical Allocation4

Evaluate Total Fees and Expenses and Revisit Annually6

Educate New Members on the Context and History of Prior Policy Decisions8

Periodically Review and Refresh Investment Policies and Guidelines7

Establish Benchmarks and Measure Investment Returns5
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Notes on Bernstein Wealth Forecasting System

1. Purpose and Description of Wealth Forecasting System

AB’s Wealth Forecasting Analysis is designed to assist investors in making their long-term investment decisions as to their allocation of 
investments among categories of financial assets. Our planning tool consists of a four-step process: (1) Client-Profile Input: the client’s asset 
allocation, income, expenses, cash withdrawals, tax rate, risk-tolerance level, goals and other factors; (2) Client Scenarios: in effect, questions 
the client would like our guidance on, which may touch on issues such as when to retire, what his/her cash-flow stream is likely to be, whether 
his/her portfolio can beat inflation long-term, and how different asset allocations might impact his/her long-term security; (3) The Capital-
Markets Engine: our proprietary model that uses our research and historical data to create a vast range of hypothetical market returns, which 
takes into account the linkages within and among the capital markets, as well as their unpredictability; and finally (4) A Probability Distribution 
of Outcomes: based on the assets invested pursuant to the stated asset allocation, 90% of the estimated ranges of probable returns and 
asset values the client could experience are represented within the range established by the 5th and 95th percentiles on “box-and-whiskers” 
graphs. However, outcomes outside this range are expected to occur 10% of the time; thus, the range does not guarantee results or establish 
the boundaries for all outcomes. Estimated market returns on bonds are derived taking into account yield and other criteria. An important 
assumption is that stocks will, over time, outperform long bonds by a reasonable amount, although this is in no way a certainty. Moreover, actual 
future results may not meet AB’s estimates of the range of market returns, as these results are subject to a variety of economic, market and 
other variables. Accordingly, the analysis should not be construed as a promise of actual future results, the actual range of future results or 
the actual probability that these results will be realized. The information provided here is not intended for public use or distribution beyond our 
private meeting. Of course, no investment strategy or allocation can eliminate risk or guarantee returns.

2. Rebalancing

Another important planning assumption is how the asset allocation varies over time. We attempt to model how the portfolio would actually 
be managed. Cash flows and cash generated from portfolio turnover are used to maintain the selected asset allocation between cash, 
bonds, stocks, REITs and hedge funds over the period of the analysis. Where this is not sufficient, an optimization program is run to trade off 
the mismatch between the actual allocation and targets against the cost of trading to rebalance. In general, the portfolio allocation will be 
maintained reasonably close to its target. In addition, in later years, there may be contention between the total relationship’s allocation and 
those of the separate portfolios. For example, suppose an investor (in the top marginal federal tax bracket) begins with an asset mix consisting 
entirely of municipal bonds in his/her personal portfolio and entirely of stocks in his/her retirement portfolio. If personal assets are spent, 
the mix between stocks and bonds will be pulled away from targets. We put primary weight on maintaining the overall allocation near target, 
which may result in an allocation to taxable bonds in the retirement portfolio as the personal assets decrease in value relative to the retirement 
portfolio’s value.

3. Expenses and Spending Plans (Withdrawals)

All results are generally shown after applicable taxes and after anticipated withdrawals and/or additions, unless otherwise noted. Liquidations 
may result in realized gains or losses, which will have capital-gains tax implications.

4. Modeled Asset Classes

The following assets or indices were used in this analysis to represent the various model classes: 

Asset Class Modeled As Annual Turnover Rate

Municipal Cash Municipal money-market securities 100%

Cash Equivalents 3-month Treasury bills 100%

Intermediate-Term Diversified Municipals AA-rated diversified municipal bonds of 7-year maturity 30%

US Diversified S&P 500 Index 15%

US Value S&P/Barra Value Index 15%

US Growth S&P/Barra Growth Index 15%

US Low Vol Equity MSCI US Minimum Volatility Index 15%

Developed International MSCI EAFE Unhedged 15%

Emerging Markets MSCI Emerging Markets Index 20%

US SMID Russell 2500 15%

High-Risk Intl Country Fund 15%
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5. Volatility

Volatility is a measure of dispersion of expected returns around the average. The greater the volatility, the more likely it is that returns in any one 
period will be substantially above or below the expected result. The volatility for each asset class used in this analysis is listed on the Capital-
Market Projections page at the end of these Notes. In general, two-thirds of the returns will be within one standard deviation. For example, 
assuming that stocks are expected to return 8.0% on a compounded basis and the volatility of returns on stocks is 17.0%, in any one year 
it is likely that two-thirds of the projected returns will be between (8.9)% and 28.8%. With intermediate government bonds, if the expected 
compound return is assumed to be 5.0% and the volatility is assumed to be 6.0%, two-thirds of the outcomes will typically be between (1.1)% 
and 11.5%. AB’s forecast of volatility is based on historical data and incorporates AB’s judgment that the volatility of fixed income assets is 
different for different time periods.

6. Technical Assumptions

AB’s Wealth Forecasting System is based on a number of technical assumptions regarding the future behavior of financial markets. AB’s 
Capital Markets Engine is the module responsible for creating simulations of returns in the capital markets. These simulations are based on 
inputs that summarize the current condition of the capital markets as of December 31, 2020. Therefore, the first 12-month period of simulated 
returns represents the period from December 31, 2020, through December 31, 2021, and not necessarily the calendar year of 2020. A 
description of these technical assumptions is available on request.

7. Tax Implication

Before making any asset allocation decisions, an investor should review with his/her tax advisor the tax liabilities incurred by the different 
investment alternatives presented herein including any capital gains that would be incurred as a result of liquidating all or part of his/her 
portfolio, retirement-plan distributions, investments in municipal or taxable bonds, etc. AB does not provide tax, legal, or accounting advice. In 
considering this material, you should discuss your individual circumstances with professionals in those areas before making any decisions.

8. Tax Rates

The federal income tax rate represents AB’s estimate of either the top marginal tax bracket or an “average” rate calculated based upon the 
marginal rate schedule. The federal capital gains tax rate is represented by the lesser of the top marginal income tax bracket or the current cap 
on capital gains for an individual or corporation, as applicable. Federal tax rates are blended with applicable state tax rates by including, among 
other things, federal deductions for state income and capital gains taxes. The state income tax rate represents AB’s estimate of the ‘average’ 
rate calculated based upon the applicable state’s marginal tax schedule. Where an applicable state tax code permits the exclusion of a portion 
of capital gain income from gross income for purposes of calculating state income tax, such exclusions have been included in the calculation.


