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Our Investment Policy Research articles provide an in-depth 
look at due diligence that has been completed by the BAM 
Advisor Services 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.

Over the years, I’ve gotten numerous questions about 
substituting other investments for high-quality fixed income 
holdings. As you might expect, there are no substitutes and 
virtually every strategy I’m asked about has higher correlation 
with stock market performance than high-quality bond 
market performance, meaning investors that pursue these 
strategies in lieu of high-quality fixed income are essentially 
just adding stock market risk to their portfolios. Utility stocks 
are no exception.

HISTORICAL ANALYSIS

It’s straightforward to examine the historical characteristics 
of a diversified portfolio of utility stocks (diversified across 
companies but, of course, hyper-undiversified by sector). 
Kenneth French's data library has long-run historical U.S. data 
on a wide range of sector strategies including utilities. Let’s 
look at the returns and risk characteristics of utilities over the 
period of 1970–2017 compared with the S&P 500 Index and 
five-year Treasury bonds.

Table 1: Returns and Risk (1970–2017)

S&P 500 Utilities 5Y Tsy

Compound Returns 10.5 10.5 7.1

Volatility 17.0 17.4 6.6

Worst Calendar Yr Return -37.0 -28.8 -5.1

Table 1 shows the return and risk characteristics of utility 
stocks have been virtually identical to those of the S&P 500 
and not remotely close to the return and, most important, 
risk characteristics of high-quality fixed income. The volatility 
of a portfolio of utility stocks has been more than 2.5 times 
higher than the volatility of Treasury bonds. This shows that 
just because a particular type of security may tend to have a 
high-dividend yield does not mean it is low risk.
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