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Long-established investment doctrine calls for risk management through diversification, and the pursuit of 

uncorrelated return streams is central to this doctrine. All else equal, portfolio return volatility, a key measure 

of risk, falls as the correlation between assets decreases. Therefore, all else equal, including investments 

that are uncorrelated with one another can potentially provide a reduction in portfolio risk without sacrificing 

returns. 

 

If expected returns and return volatility across new investment opportunities are similar, the investments 

with the lowest correlation to existing portfolio assets will dominate. However, if expected returns and 

volatility differ substantially, this will not necessarily be the case. If the asset with greater correlation has a 

higher expected return, lower volatility, or a lower “beta”, the more correlated asset may be the better option 

for the portfolio. Even in situations in which the expected returns are similar, the correlation is greater, but 

the “beta” is lower, the more highly correlated asset may be preferable. 

 

Consider a simple hypothetical investment example to illustrate this point. The hypothetical investment is 

an asset with 10% invested in the S&P 500 Index and 90% invested in a fixed return strategy generating a 

1.5% per month fixed return (perhaps one of the popular “private credit” strategies that seem too good to 

be true). Here are the statistics for the hypothetical investment versus the S&P 500 Index: 

 

10 Years: Metrics (as of 12/31/2023) 
S&P 500 

Index 
Hypothetical 
Investment 

Annualized return 12.0% 18.9% 

Standard deviation 15.1% 1.5% 

Sharpe Ratio with 3% risk free rate 0.6 10.5 

Beta of hypothetical investment to S&P 500 Index -- 0.1 

Correlation of hypothetical investment to S&P 500 Index -- 1.0 

 

In this example, the hypothetical investment would offer substantial benefit to a 60/40 portfolio by both 

raising return and lowering volatility, even though the correlation with the S&P 500 is 1.0. Low correlation 

is a benefit, but it must be considered alongside the expected return, expected volatility, and expected beta 

of the new investment under consideration. 

 

A weakness of many “uncorrelated” strategies is the lack of risk premium capture. Expected return comes 

from the combination of risk premium and “alpha”, a measure of manager skill. Risk premiums associated 

with equities and debt are usually linked to the broad economy. Assets exposed to the broad economy will 

have some degree of positive correlation, even in the case of assets that are not fundamentally impacted 

by a weak economy but suffer in periods of liquidity contraction. At the same time, “pure alpha” strategies, 
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such as a balanced long/short equity portfolio, will have little or no correlation to broad markets, but will be 

entirely dependent on manager skill or “alpha” for excess return capture. Given that “alpha” is often a scarce 

commodity, this leaves the investor with a return very close to the risk-free rate if positive “alpha” is not 

generated, as there is no risk premium return component. This was particularly painful when the risk-free 

rate was very close to zero and explains the poor returns of many uncorrelated “pure alpha” strategies. 

 

While it’s true that, all else equal, little or no correlation across assets in a portfolio can provide the benefit 

of reduced risk, it is essential to look at correlation alongside the key variables of expected return, volatility, 

beta, risk premium capture, and realistic expectations for manager alpha. Failure to do so goes a long way 

in explaining some of the disappointing outcomes investors in uncorrelated assets and strategies have 

experienced. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Notes/Sources: 

Bloomberg Sourcing: Bloomberg Index Services Limited. BLOOMBERG® is a trademark and service mark of Bloomberg Finance L.P. and its affiliates 
(collectively “Bloomberg”). Bloomberg or Bloomberg’s licensors own all proprietary rights in the Bloomberg indices. Bloomberg does not approve or 
endorse this material or guarantee the accuracy or completeness of any information herein, nor does Bloomberg make any warranty, express or implied, 
as to the results to be obtained therefrom, and, to the maximum extent allowed by law, Bloomberg shall not have any liability or responsibility for injury 
or damages arising in connection therewith. 

Hypothetical Investment Disclaimer: Internal research. Hypothetical results presented are for illustrative purposes only and do not reflect actual trading. 
They should not be used to predict future performance. Hypothetical results are based on specific assumptions and may not accurately reflect real market 
conditions or individual investment strategies. Past performance is not indicative of future results. 

SSI Investment Management LLC believes all the information contained in the report to be accurate, but we do not guarantee its accuracy. The analyst(s) 
principally responsible for the preparation of this research report certify that the views expressed in this research report accurately reflect his/her (their) 

personal views about the subject security (ies) or issuer(s) and that his/her (their) compensation was not, is not, or will not be directly or indirectly related 
to the specific recommendations or views contained in this research report. None of the information reported or opinions expressed constitute a solicitation 
of the purchase or sale of securities or any commodities. 
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