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Abstract: It is perhaps surprising that institutional investors in general, and pension funds in
particular have been so dramatically affected by recent market dowitemghat an
increasingly thorough range of investment vehicles have been developed over the past few
yearsallowing investors to tailor the risk-return profile of their portfolio in a more efficient
way than simple linear exposure to the return on traditional asset classes. The focus of the
present paper is to determine what fraction risk-averse institutional investors should opti
mally allocate to structured investment strategies (i.e., strategies involving a non-linear expo
sure with respect to underlying asset classes) in a general economy with stochastically time-
varying interest rates and equity risk premieralsé/ study the impact of the presence of
realistic levels of market frictions and heterogeneous expectations on volatility estimates. Our
conclusion is that typical institutional investatk a strict focus on risk management dri

ven by the presence of liability constrahtaild optimally allocate a significant fraction of

their portfolio to structured investment strategies.
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