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It has been said that in the context of an investment portfolio, equities afford clients the opportunity to eat 
well while bonds provide the comfort of sleeping well, analogous to their ability to provide the pillars of a 
long and healthy lifestyle. But, at certain stages of an economic cycle, challenges arise that can undermine 
these benefits in a traditionally constructed portfolio.

As the “new, new normal” environment of higher volatility and market uncertainty continues into early 2019, 
investor optimism has once again turned to heightened concern as the 10-year to three-month (10y-3m) 
portion of the U.S. Treasury yield curve inverted for the first time since 2007, concluding the longest period 
since the early 1960s without an inversion.
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the downside risk mitigation that has historically been the 
primary objective of the fixed income investor.

This “reach for yield” has implications beyond the wealth 
preservation portion of a client’s portfolio, as equities’ ability 
to drive returns can be impacted as well. One needs to look 
no further than the last several years of Index performance 
against a historical market cycle for the S&P 500 to see the 
massive cyclicality of risk-adjusted performance.

The following chart shows the rolling 7-year, risk-adjusted 
performance of the S&P 500 Index over the past 50 years, 
as measured by its Sharpe Ratio.2 Domestic equities have 
experienced several peaks and valleys over the years, with 
risk-adjusted performance peaking in the late 1960s,3 again 
in the late 1990s,4 and most recently at the end of 2018.5

Unsurprisingly, each historical peak was followed by a multi-
year period of disappointing returns for the Index. Following 
the peak risk-adjusted performance of the late 1960s, the 
S&P 500 produced a negative annualized return of (-3%) 

Every recession since the mid-1960s has been preceded by 
an inverted yield curve, but not every inverted yield curve 
has resulted in a recession. If the bond markets are to be 
believed, the likelihood of a global economic slowdown 
increases significantly as longer-term bond yields trade 
inside those on the shorter end of the fixed income curve. 

Another development in the bond market has received a bit 
less attention but is equally important. Bloomberg recently 
published an article1 entitled The $10 Trillion Pool of 
Negative Debt Is a Late-Cycle Reckoning, highlighting that 
“the stockpile of global bonds with below-zero yields just hit 
$10 trillion, intensifying the conundrum for investors hungry 
for returns while fretting the brewing economic slowdown.” 
The author goes on to point out how this phenomenon 
can lead to questionable investor behavior, as the reach 
for yield leads to the increased risk of diminishing return. 
Considering that fixed income exposure is designed to 
provide some level of capital protection within a diversified 
portfolio, negative yields in global bonds and deteriorating 
risk/reward opportunities in speculative debt can erode 
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END NOTES
1  https://www.bloomberg.com/news/articles/2019-03-25/the-10-trillion-pool-of-negative-debt-is-a-late-cycle-reckoning
2  Sharpe Ratio is the average return earned in excess of the risk-free rate per unit of volatility.
3 Rolling S&P 500 Sharpe Ratio of 1.0 in June 1969.
4 Rolling S&P 500 Sharpe Ratio of 1.4 in June 1998.
5 Rolling S&P 500 Sharpe Ratio of 1.6 in Sept. 2018.

over the subsequent 5+ years. During the bull market of 
the late 1990s, the risk-adjusted performance peaked in 
mid-1998, roughly 18 months before the market top in 
early 2000. Here too, forward performance was massively 
disappointing for investors as the Index generated a 
negative annualized return of (-5%) over the next decade. 
Given the tremendous environment for equities over the  
past 10 years — abnormally high returns, coupled with 
historically low levels of volatility with effectively zero 
interest rates, a reversion to the “risk-adjusted mean” 
appears exceedingly reasonable.

Given the low return environment for traditional bonds, 
and potential downside risk in long-only equities, the need 
to introduce alternative debt and hedged strategies to 
capture the benefits of market inefficiencies is increasing 
in importance. Even a moderate shift from traditional to 
alternative strategies (e.g. structured credit, catalyst-driven 
equities, dynamic multi-asset class investing, etc.), can make 
a huge difference in a client’s risk-adjusted performance 
over time. Considering what traditional markets are telling 
us about future returns and increasing risks associated with 
the status quo, the time to develop a prudent, strategic 
plan is now.

     
Joseph Burns  
iCapital Network Managing Director, 
Head of Hedge Fund Due Diligence
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This material is provided for informational purposes only and is not intended 
as, and may not be relied on in any manner as legal, tax or investment advice, 
a recommendation, or as an offer to sell, a solicitation of an offer to purchase 
or a recommendation of any interest in any fund or security offered by iCapital. 
Past performance is not indicative of future results. Alternative investments 
are complex, speculative investment vehicles and are not suitable for all 
investors. An investment in an alternative investment entails a high degree 
of risk and no assurance can be given that any alternative investment fund’s 
investment objectives will be achieved or that investors will receive a return of 
their capital. The information contained herein is subject to change and is also 
incomplete. This industry information and its importance is an opinion only 
and should not be relied upon as the only important information available. 
Information contained herein has been obtained from sources believed to be 
reliable, but not guaranteed, and iCapital Network assumes no liability for the  
information provided.

This information is the property of iCapital Network. No part of this material may 
be reproduced in any form, or referred to in any other publication, without express  
written permission.

Products offered by iCapital are typically private placements that are sold only to 
qualified clients of iCapital through transactions that are exempt from registration 

under the Securities Act of 1933 pursuant to Rule 506(b) of Regulation D 
promulgated thereunder (“Private Placements”). An investment in any product 
issued pursuant to a Private Placement, such as the funds described, entails a 
high degree of risk and no assurance can be given that any alternative investment 
fund’s investment objectives will be achieved or that investors will receive a return 
of their capital. Further, such investments are not subject to the same levels of 
regulatory scrutiny as publicly listed investments, and as a result, investors may 
have access to significantly less information than they can access with respect to 
publicly listed investments. Prospective investors should also note that investments 
in the products described involve long lock-ups and do not provide investors  
with liquidity.

Securities may be offered through iCapital Securities, LLC, a registered broker 
dealer, member of FINRA and SIPC and subsidiary of Institutional Capital Network, 
Inc. (d/b/a iCapital Network). These registrations and memberships in no way 
imply that the SEC, FINRA or SIPC have endorsed the entities, products or services 
discussed herein. iCapital and iCapital Network are registered trademarks of 
Institutional Capital Network, Inc. Additional information is available upon request.
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