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MULTI-ASSET INCOME: RE-THINKING RISK

Investors who need income face unprecedented challenges in the current low-yield environment. The
traditional sources of income, investment-grade sovereign and corporate bonds, currently deliver much
less income than they have historically, and some investors are taking more downside risk from interest
rates to get it. In this paper we argue that there is a viable solution, with three elements. First, investors
should look to exchange a portion of interest rate risk for higher yielding exposures to stocks, credit,
and options strategies. Second, they should exploit the “free lunch” of risk-reducing diversification to
the full. And third, they should further enhance their portfolios through dynamic management of their
allocations to these alternative sources of income.



It is vital that investors reconsider what is going on in their
so-called “low-risk” income portfolios. In the past these
portfolios have relied on investment-grade bonds to generate
stable income with low price volatility. But today, investment-
grade bond yields are simply too low to allow most individual
savers to maintain their incomes and lifestyles. Those

low yields also increase investors’ exposure to the risk of
substantial capital loss: the higher bond prices are, the further
they can fall, and the more sensitive they become to changes
in interest rates (figure 1).

FIGURE 1: DOUBLE WHAMMY: AS BOND YIELDS COLLAPSE,
INTEREST RATE EXPOSURE INCREASES
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The good news is that we believe there is a viable solution for
income investors, with three elements:
1. Seeking higher yields from alternative sources of income
2. Exploiting the risk-reducing power of diversification
to the full
3. Managing asset allocation dynamically

In this paper we will look beyond investment-grade bonds
to find income available at higher yields from sectors of the

credit and equity markets, and from sophisticated investment
techniques such as equity-index options strategies.

These alternative sources of income are undeniably less secure
than the income from investment-grade bonds—and we
would advocate replacing only a portion of the investment-
grade allocation in an income portfolio. However, it is
important to understand that this is not simply adding risk to
portfolios, but rather exchanging one type of risk for a range
of others: we will show that combining alternative sources of
income diversifies away a lot of the extra risk associated with
holding them individually. We will also show how investors
can use sophisticated investment strategies and instruments to
enhance that portfolio diversification and further reduce total-
portfolio risk.

“This is not simply addling risk to portfolios, but
rather exchanging one type of risk for a range
of others.”

HIGHER YIELDS FROM ALTERNATIVE SOURCES

OF INCOME

Over recent years yields from alternative sources of income
have come down just as surely as they have from investment-
grade bonds. As figure 2 shows, however, yields from
investments such as high-yield bonds, bank loans and high-
dividend equities remain compelling on a relative basis.

Let's start with high yield bonds. Over the past 15 years,
monthly returns from U.S. high yield have exhibited 10%
volatility, versus 8% from the U.S. 10-year Treasury. But at
the end of September 2016, the high-yield universe offered
504 basis points more yield than investment-grade bonds. As
a result, the ratio of total return-to-volatility has been almost
identical for both asset classes.

FIGURE 2: YIELDS FROM ALTERNATIVE SOURCES OF INCOME MAY BE LOWER THAN IN 2009, BUT THEY REMAIN COMPELLING

RELATIVE TO INVESTMENT-GRADE BONDS
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FIGURE 3: OUTSIDE THE DOTCOM CRASH, ALTERNATIVE SOURCES OF INCOME HAVE OUTPERFORMED GOVERNMENT BONDS

DURING RECENT RISING-RATE CYCLES

RETURNS DURING CALENDAR YEARS THAT INCLUDE MORE THAN ONE RISE IN THE US FEDERAL FUNDS RATE
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Just as important in today’s environment is the fact that
moving from investment grade to high yield reduces exposure
to interest-rate risk. Figure 3 shows that, while interest rates
were going up, returns from high-yield bonds, as well as the
other alternative sources of income we will discuss here, have
tended to be higher than those of investment-grade bonds.
This makes sense: tightening monetary policy is usually a
response to robust economic activity, which allows companies
to generate the cash to service their debt. That benefits
investment-grade corporations, too, but the wider high-yield
credit spread can absorb a larger part of the rise in underlying
Treasury yields.

Investors who expand their high-yield exposure to include
bank loans can benefit from cash flows that actually rise with
interest rates: loan rates are usually re-set every 90 days at

a spread over 3-month Libor, as long as Libor itself is over
100 basis points. As Libor recovers from its post-financial
crisis lows, loan income will generally rise, and potentially the
capital value, too.

“Income investors should look to diversify
regionally, too.”

Income investors should look to diversify regionally, too.
Emerging markets debt still offers compelling yield relative to
developed market bonds, even after adjusting for slightly lower
credit quality. Again, emerging markets assets have tended to
perform well while global interest rates have been going up—
although some benefit can be lost when rising rates coincide
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with a stronger U.S. dollar, in which many emerging market
sovereign and corporate liabilities are denominated.

As we have observed, rising rates are often a sign of a growing
economy, which tends to be positive for high yield and
emerging markets debt. The same is true for equity markets.
Strip out the year 2000, when three rate hikes coincided with
the dotcom crash, and the S&P 500 Index has posted positive
returns in each of the last eight calendar years in which U.S.
rates went up.

Equities are considerably more volatile than bonds, and

high dividend yield can be a sign of low valuation—often

a powerful source of long-term returns, but sometimes a
reflection of problems at the company in question. For income
investors, therefore, we would advocate a strategy that seeks
the best combination of high yield and dividend sustainability.
MSCl's High Dividend Yield indices implement this kind of
approach and, as figure 4 shows, such an approach still
delivers substantial excess yield compared to broad equity or
bond markets.

We also encourage investors to consider specialist equity-
market sectors exposed to underlying assets that generate
high levels of income. Examples are Real Estate Investment
Trusts (REITs, or listed companies that own income-generating
property) and Master Limited Partnerships (MLPs, which
operate businesses in the income-generating corners of the
natural-resources sector).
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FIGURE 4: EQUITY DIVIDEND YIELDS OFFER HIGH SPREADS
AGAINST MOST CORE GOVERNMENT BONDS

GOVERNMENT BOND YIELDS VS. EQUITY INDEX DIVIDEND YIELDS
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Finally, investors can look beyond simple asset classes and
sectors and deploy sophisticated income-generating strategies.
Selling (or “writing”) options is a good example. Because
there tend to be more buyers than sellers in option markets,
especially for put options used to hedge downside risk, the
upfront premiums that sellers collect tend to be larger than the
volatility of the underlying assets suggests they ought to be.

Several different strategies can be pursued. Covered call
writing involves selling call options on shares already owned:
the buyer pays up for the right to buy underlying stock at

a specified price, while the seller accepts a limit on capital
appreciation in return for enhanced portfolio income.
Collateralized put writing, on the other hand, generates
premium income from allowing the put buyer to sell a stock or
index back to the put seller at a specified price.

“Investors can look beyond asset classes and
deploy sophisticated strategies such as
writing options.”

THE RISK-REDUCING POWER OF DIVERSIFICATION
Keep in mind that investors who replace some investment-
grade bond exposure with allocations to alternative sources of
income are not simply adding risk to their portfolios. Rather,
they are exchanging one type of risk (interest rate sensitivity,
or “duration”) for a range of other risks (credit, equity,
complexity and so on).

Take a look at Figure 5. The yield of a naive benchmark
portfolio constructed from these alternative income assets

and a component of government bonds (based on the

average allocations of commercial multi-asset income funds)

is considerably higher than the yield of an investment-grade
portfolio. Its interest-rate sensitivity is considerably lower,
however, and in the current low-yield environment that helps
to solve both of our key problems: lack of income and potential
downside risk to capital.

FIGURE 5: A DIVERSIFIED PORTFOLIO OF ALTERNATIVE
SOURCES OF INCOME CURRENTLY OFFERS A COMPELLING
DURATION-FOR-YIELD TRADE-OFF
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MSCI USA High Dividend Yield 23
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S&P/LSTA US Leveraged Loan 100 15
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Barclays US Long Government Credit 10

Source: Bloomberg, FactSet, Alerian. Data as at 30 September, 2016.

The price is higher volatility. But recall that creating this
portfolio entails moving from one major exposure to several—
economic growth, energy, emerging economies, real-asset
capital appreciation—uwhich not only diversify against
investment-grade bonds, but also against one another.

“A simple alternative income portfolio can provide
a higher yield than investment-grade bonds, with
lower interest rate sensitivity, helping to solve two
key problems: lack of income and potential
downside risk to capital.”
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As a result our naive benchmark portfolio would have
experienced slightly higher volatility than investment-grade
bonds, historically, but a much better return-to-volatility ratio.
In short, history strongly suggests it is possible to raise the
yield of an income portfolio without taking on substantially
higher volatility.

Investors able to access additional diversifying strategies,
including alternative risk premia, can improve the risk profile of
an income-oriented portfolio even further.

Alternative risk premia are exposures to risk “factors” such as
value, momentum and carry, which, if captured in isolation,
have been shown to be both compensated and highly
diversifying against traditional stock, bond, and inflation-
sensitive investments.!

In order to capture the factors and include them in a multi-
asset income portfolio, an asset manager generally needs to
use alternative investment techniques such as shorting (to
isolate the factors using long/short strategies) and derivatives
(to make strategies capital-efficient enough to benefit from
their strong diversifying characteristics without reducing
overall portfolio income). Where suitable, investors able to
adopt these sophisticated approaches can make alternative
risk premia a powerful tool for managing the volatility of
higher-yielding income portfolios.

MANAGING ASSET ALLOCATION DYNAMICALLY
Diversification is not only beneficial in itself. When asset
classes perform differently over time it creates opportunities
for tactical and dynamic asset allocation. Figure 6 shows how
the relative yields available on different income asset classes

FIGURE 6: CHANGING RELATIVE YIELDS CAN REWARD A DYNAMIC, OPPORTUNISTIC APPROACH TO ASSET ALLOCATION
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"For an introduction to alternative risk premia see “Beyond Beta” by Erik Knutzen and Jeremy Deutsch (September 2015) at http://www.nb.com/_
layouts/wwwi/transfer.aspx?URL=/insights/beyond-beta.aspx. For more details on selecting and creating portfolios from alternative risk premia, see
"Risk Parity and Alternative Risk Premia: A Happy Marriage” by Ajay Jain, Wai Lee and Vanessa Rosenthal (October 2016) at http://www.nb.com/_
layouts/wwwi/transfer.aspx?URL=/insights/risk-parity-and-alternative-risk-premia-a-happy-marriage.aspx
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are constantly changing rank—and note that these year-end
yields do not capture the windows of opportunity that open
briefly during bouts of market volatility.

For these reasons, we believe yields from a multi-asset income
portfolio can be maintained and returns significantly enhanced
by opportunistic asset allocation informed by top-down views
on business and credit cycles, as well as bottom-up security
selection within one’s chosen asset classes.

CONCLUSION

Today, yields from the investment-grade bonds at the heart of
traditional income portfolios are simply too low to allow most
individual savers to maintain their cash flows and lifestyles.
Low yields also increase the risk of substantial capital loss: the
higher bond prices are, the further they can fall, and the more
sensitive they become to changes in interest rates.

In this environment replacing a portion of a traditional
investment-grade bonds portfolio with some alternative

While this can add to portfolio volatility it is important to
remember that the process does not simply add risk, but rather
exchanges one type of risk for a range of others. Because these
other risks are mutually diversifying, much of the additional
volatility of the individual exposures can be diversified away
and the overall portfolio’s yield-to-volatility ratio can be
substantially improved.

In this paper we have briefly outlined some of the alternative
income-generating assets available to investors. Everyone will
bring their own parameters, preferences and tolerances to the
challenge, and many will seek out well-designed, dynamically
managed multi-asset income solutions rather than attempt to
pull these exposures together themselves.

We do believe that every investor needs to consider how

to adapt to today’s low-rate fixed income environment.
Investment-grade bonds will still meet some investors' specific
requirements. But for many others, adding an alternative
approach to income-generation will be a much better option—

sources of income begins to make sense for some investors. and, as we have seen, there are alternatives available.
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