
Our Investment Policy Research articles provide an in-depth look at due diligence that has 
been completed by BAM’s investment policy committee (IPC). We hope you find these 
articles to be educational and that they offer insight into the policies formed by our IPC.

After the widespread and significant equity drawdowns experienced during the financial 
crisis and the low interest rate environment that followed, many advisors and investors 
have since searched for asset classes and strategies that can either protect the portfolio 
from drawdown, improve its return or both. This piece provides insight into how the 
addition of a diversifying, or alternative, asset affects the risk and return profile of a 
portfolio.

Stocks and bonds have long been the majority constituents of investment portfolios. Their 
low historical correlation and complementary performance make them very efficient for 
an investor to use in targeting a specific portfolio risk/return profile.
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Figure 1: Risk and Return: 1926-2015

Annualized 
Return

Volatility Sharpe 
Ratio

S&P 500 Index 10.02 19.99 0.42

5-Year U.S. Treasury Notes 5.18 5.65 0.37

60/40 Portfolio 8.60 12.14 0.47

Source: Dimensional Fund Advisors Returns 2.0 Program

Using the S&P 500 Index to represent stocks and five-year 
U.S. Treasury notes to represent bonds, Figure 1 shows that 
stocks have historically outperformed bonds at the cost of 
higher volatility. Additionally, Figure 1 shows that a traditional 
60/40 portfolio has experienced a return and volatility greater 
than that of bonds and less than that of stocks. Importantly, 
because stocks and bonds have historically had a very low 
correlation, the 60/40 portfolio has achieved better risk-
adjusted returns (as measured by Sharpe Ratio) than either 
asset class individually. Combining the two nearly uncorrelated 
asset classes has a diversifying effect, improving the risk/
return profile of the portfolio.

To add an alternative asset to a portfolio, we would have to 
expect similar improvement to the portfolio’s risk and return 
that we see when we combine traditional equity and fixed 
income, as shown in Figure 1. To examine the effect of adding 
a hypothetical alternative asset to the traditional equity and 
fixed income mix, we can make some simple assumptions 
and then examine expected performance for a variety of 
portfolios. Figure 2 shows the return, risk and correlation 
assumptions used for this illustration, which reflect the BAM 
2016 Capital Markets Assumptions. 

Figure 2: Risk, Return and Correlation

Risk and Return

Return Volatility

Equity 8.7 20.1

Fixed Income 2.7 4.1

Alternative 6.5 10.0

Source: BAM 2016 Capital Market Assumptions

Correlation

Equity Fixed Income Alternative

Equity 1.00 -0.01 0.25

Fixed Income -0.01 1.00 0.15

Alternative 0.25 0.15 1.00

Source: BAM 2016 Capital Market Assumptions

The figures highlighted in gray show the assumptions made 
for the hypothetical alternative asset. These figures were 
purposefully made to be conservative: return and volatility 
both between the respective assumptions for equity and fixed 
income and with modest correlations. With the assumptions 

in place, we examine the risk/return profile of three different 
portfolios with varying degrees of equity risk: aggressive, 
moderate and conservative. Figure 3 shows the results of this 
exercise. Portfolios designated “A” reflect traditional equity 
and fixed income portfolios. Portfolios designated “B” are 
portfolios that add a 20 percent allocation to the alternative 
asset which is funded pro rata from the equity and fixed 
income allocations.

Figure 3: Risk and Return

Portfolio Equity Fixed 
Income

Alternative Expected 
Return

Expected 
Volatility

Expected 
Sharpe 
Ratio

Aggressive A 80% 20% 0% 7.50 16.09 0.37

Aggressive B 64% 16% 20% 7.30 13.53 0.42

Moderate A 50% 50% 0% 5.70 10.24 0.39

Moderate B 40% 40% 20% 5.86 8.95 0.46

Conservative A 20% 80% 0% 3.90 5.16 0.40

Conservative B 16% 64% 20% 4.42 5.08 0.49

Source: BAM 2016 Capital Market Assumptions

Examination of the results shows some important highlights. 
In the aggressive portfolios, adding the alternative asset 
decreases both expected return and volatility. In the moderate 
portfolios, adding the alternative asset increases expected 
return and decreases expected volatility. In the conservative 
portfolios, adding the alternative asset increases expected 
return and decreases volatility. Importantly, for all portfolios, 
adding the alternative asset increases the expected risk-
adjusted returns (Expected Sharpe Ratio).

We can also examine how the funding of the alternative asset 
affects the risk/return profile of the portfolio. Figure 4 shows 
the results of a similar exercise to that of Figure 3 except that 
here we use a traditional 60/40 portfolio as the baseline and 
then compare it to portfolios containing the alternative asset 
which is funded from the equity allocation, from the fixed 
income allocation and pro rata.

Figure 4: Risk and Return

Portfolio Equity Fixed 
Income

Alternative Expected 
Return

Expected 
Volatility

Expected 
Sharpe 
Ratio

Baseline 60% 40% 0% 6.30 12.15 0.38

From Equity 40% 40% 20% 5.86 8.95 0.46

From Fixed 
Income 60% 20% 20% 7.06 12.75 0.42

Pro Rata 48% 32% 20% 6.34 10.44 0.45

Source: BAM 2016 Capital Market Assumptions

In comparing to the baseline, we again find important results. 
Funding the alternative from the equity allocation decreases 
expected return and volatility. Funding the alternative from 
the fixed income allocation increases expected return and 
volatility. Funding the alternative pro rata from equity and 
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fixed income leaves expected return about the same and 
decreases expected volatility. Importantly, and similar to the 
results from Figure 3, in all cases, adding the alternative 
increases the expected risk-adjusted returns (Expected Sharpe 
Ratio). The greatest increase in expected risk-adjusted returns 
occurs when the alternative is funded from equity because 
equity risk is the dominant risk in the baseline portfolio.

With an increasing amount of established fund managers 
providing access to systematic, low-cost and evidence-based 
alternative strategies in mutual fund form, these results are 
important for advisors and investors looking to improve the 
risk/return profile of their portfolios. Whether the purpose is 
to increase expected return, decrease expected volatility or 
both, adding an alternative asset to the portfolio allows an 

investor to improve the expected risk-adjusted performance 
of the portfolio regardless of its initial risk exposure or how 
the alternative asset is funded in the portfolio.
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