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While expected returns on traditional assets are trending lower than their historical averages, the same is not true for the associated risks.
Given this, setting investors’ expectations may be more important today than ever.

Risk and return are central to investing. But while investors generally agree on how to define returns, risk is the subject of much
disagreement, and as a result, often the source of forced selling when true risks do materialize. This study introduces a simple, intuitive
definition of risk to help investors set expectations for their own portfolios: what’s the worst I should expect to see over my investment
horizon?

We show these “worst outcomes” for periods lasting one year up to five years and quantify how diversification can help mitigate them.
Starting with traditional asset classes, we find stock/bond diversification tends to add value during these worst outcomes – especially over
multi-year periods.  

Good things come to those who wait (0:18)
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We also look beyond traditional assets by adding commodities to a stock/bond portfolio. Here again we discovered a consistent
improvement to worst outcomes. Of practical importance to investors, we find a little can go a long way – e.g., diversifying even “half-way”
can capture much of the benefits. 

You don’t need to be “perfectly” diversified (0:16)
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Many investors use alternatives to try to improve their overall portfolio’s risk-adjusted returns. To investigate the role these strategies can
play in risk reduction, we calculate the impact of reducing a portfolio’s volatility, while maintaining its average returns. This is arguably a
conservative goal for many alternative investors, and we show a meaningful benefit in expected worst outcomes. 

The impact of adding alternatives to a diversified portfolio (0:20)
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This document has been provided to you solely for information purposes and does not constitute an offer or solicitation of an offer or any advice or recommendation to purchase
any securities or other financial instruments and may not be construed as such. The factual information set forth herein has been obtained or derived from sources believed by the
author and AQR Capital Management, LLC (“AQR”) to be reliable but it is not necessarily all-inclusive and is not guaranteed as to its accuracy and is not to be regarded as a
representation or warranty, express or implied, as to the information’s accuracy or completeness, nor should the attached information serve as the basis of any investment decision.
This document is intended exclusively for the use of the person to whom it has been delivered by AQR, and it is not to be reproduced or redistributed to any other person. The
information set forth herein has been provided to you as secondary information and should not be the primary source for any investment or allocation decision. Past performance is
not a guarantee of future performance. 

This material is not research and should not be treated as research. This paper does not represent valuation judgments with respect to any financial instrument, issuer, security or
sector that may be described or referenced herein and does not represent a formal or official view of AQR. The views expressed reflect the current views as of the date hereof
and neither the author nor AQR undertakes to advise you of any changes in the views expressed herein. 

The information contained herein is only as current as of the date indicated, and may be superseded by subsequent market events or for other reasons. Charts and graphs provided
herein are for illustrative purposes only. The information in this presentation has been developed internally and/or obtained from sources believed to be reliable; however, neither
AQR nor the author guarantees the accuracy, adequacy or completeness of such information. Nothing contained herein constitutes investment, legal, tax or other advice nor is it to
be relied on in making an investment or other decision. There can be no assurance that an investment strategy will be successful. Historic market trends are not reliable indicators of
actual future market behavior or future performance of any particular investment which may differ materially, and should not be relied upon as such. 

The information in this paper may contain projections or other forward-looking statements regarding future events, targets, forecasts or expectations regarding the strategies
described herein, and is only current as of the date indicated. There is no assurance that such events or targets will be achieved, and may be significantly different from that shown
here. The information in this document, including statements concerning financial market trends, is based on current market conditions, which will fluctuate and may be superseded
by subsequent market events or for other reasons. 
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While alternatives can reduce the length and depth of losses in many portfolios, investors’ exposure to illiquid strategies may present more
risk than meets the eye. Although illiquids may report lower volatility than their liquid counterparts, we find their true risk from a worst
outcome perspective is larger than investors realize. 

Risk considerations of illiquid assets (0:12)
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