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Introduction 
As we have discussed in past research, true diversification benefits primarily result from the thoughtful combination of 
differentiated return streams (i.e., betas). By contrast, many investors assemble portfolios that reflect diversification-in-name-
only (DINO), by adding an ever-growing number of portfolio segments that otherwise offer little differentiation against a 
traditional portfolio’s dominant risk characteristics. In this note, we utilize a generalization of Wilshire’s asset class grouping 
(i.e., bucketing) framework to examine the potential role of alternatives within institutional portfolios across two dimensions 
of diversification: 1) beta diversification (as noted above), and 2) implementation diversification (investing across the 
public/private liquidity spectrum). In discussing the potential benefits of these two layers of diversification, we attempt to 
quantify the specific diversification gains available through each layer and offer a framework for investors to measure portfolio 
trade-offs that go beyond the typical two-dimensional assessment of return versus risk (i.e., volatility). In examining the 
potential benefits of implementation diversification across the liquidity spectrum, we attempt to quantify the “cost of liquidity” 
implied within many traditional institutional portfolios. At the risk of spoiling one of the key takeaways, the cost of demanding 
excess portfolio liquidity is sufficiently high that it should motivate all investors to examine their underlying liquidity needs to 
ensure that material potential return is not sacrificed for liquidity that is above-and-beyond that needed to meet organizational 
cash flows. 

Beta Diversification (Investing in “More Stuff”) 
As a first step in quantifying the potential return advantages in building more diversified portfolios, we use Wilshire’s current, 
June 2022 capital market assumptions to compare a plain-vanilla global 60/40 portfolio (i.e., 60% global stocks/40% U.S. core 
bonds) to a portfolio constructed from a broader opportunity set of liquid public market assets. To protect against the pitfall 
of constructing a DINO portfolio, we resist the temptation of adding dozens of additional line items to our optimization process. 
Instead, we confine ourselves to four thematic asset class buckets: 1) Growth, 2) Diversified Credit, 3) Real Assets, and 4) 
Defensive. These thematic asset class inputs, which are detailed more fully in the Appendix, are consistent with Wilshire’s 
general bucketing framework and, when deployed through a modest and manageable set of optimization options, provide 
powerful investment flexibility as the basis for improved beta diversification. As can be seen in the table below, the global 
60/40 portfolio only carries exposure to the Growth and Defensive themes versus the optimized portfolio’s ability to expand 
into Real Assets and Diversified Credit. In building a portfolio with similar expected risk as the Global 60/40 portfolio (i.e., 
~10.7% expected volatility), the more beta-diversified portfolio can achieve an incremental 0.32% in expected return. We 
presume these results are unsurprising to most, as in this first layer of beta diversification we are simply establishing well-
understood points of comparison for our analysis of the potential benefits from implementation diversification. 
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Exhibit 1: Thematic Beta Diversification 

Asset Class Global 60/40 
Thematic Optimization 

Constraints 
Thematic Optimization 

(Public/Liquid) 
Growth (Public/Liquid) 60.00%  51.00% 

Growth (Private/Illiquid) 0.00%  0.00% 

Total Growth Assets 60.00% 0% - 100% 51.00% 

    

Diversified Credit (Public/Liquid) 0.00%  19.00% 

Diversified Credit (Private/Illiquid) 0.00%  0.00% 

Total Diversified Credit 0.00% 5% - 100% 19.00% 

    

Diversified Real Assets (Public/Liquid) 0.00%  10.00% 

Diversified Real Assets (Private/Illiquid) 0.00%  0.00% 

Total Diversified Real Assets 0.00% 10% - 25% 10.00% 

     

Defensive (Public/Liquid) 40.00%  20.00% 

Defensive (Private/Illiquid) 0.00%  0.00% 

Total Defensive Assets 40.00% 20% - 100% 20.00% 

    

Total Assets 100.0%  100.0% 

    

Expected Return - 10 Years (%) 5.88  6.20 

Standard Deviation of Return (%) 10.73  10.73 

Excess Return v. Global 60/40   +0.32 

    

Sharpe Ratio (10-Year) 0.25  0.28 

The 32 basis-point improvement in expected return stems from capitalizing upon the risk savings from improved diversification. 
As can be seen in the table above, the results are driven by a 9% reduction of the allocation to Growth (from 60% to 51%) and 
a 20% reduction in the Defensive sleeve (from 40% to 20%). This combined 29% of portfolio assets are redeployed to initiate 
diversifying allocation exposures to Diversified Credit (19%) and Real Assets (10%). While these exact results are dependent on 
prevailing capital market assumptions and, therefore, can (and will) change through time based on an evolving market outlook, 
they are indicative of the general diversification gains available by expanding the beta opportunity set. Further, while our 
analysis started with a 60/40 stock/bond portfolio to arrive at the 32 bps of incremental return, the same process can be 
applied to portfolios across the spectrum of implied risk levels to assess their potential incremental return gains. 

Having established a well-diversified beta portfolio, we turn our focus to the potential benefits of deploying assets across the 
liquidity spectrum. By expanding the opportunity set to the private markets and marketable alternatives (i.e., hedge fund 
strategies), we attempt to quantify the potential gains investors might realize if accepting the embedded risks from these 
investments. 

Inclusion Across the Liquidity Spectrum 
In analyzing the potential benefits of implementing across the liquidity spectrum we introduce a less-liquid, private market 
alternative investment option within each of the four thematic sleeves. We otherwise constrain ourselves to the same thematic 
allocation limits imposed above. The underlying mix of assets and their return expectations can be found in the Appendix. Due 
to the importance of liquidity risk and its direct relevance to this evaluation, we have expanded the portfolio output below to 
include Wilshire’s proprietary liquidity metric for each resultant portfolio. Though a full discussion of these metrics is beyond 
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the scope of this note, we direct interested readers to Wilshire’s liquidity management paper,1 which first introduced our 
liquidity framework. In addition to finding the matching risk portfolio (as we did in the beta expansion step above), we 
incrementally loosen liquidity constraints to identify the suggested candidate portfolio at various levels of required liquidity 
(i.e., delivering 100%, 75%, 50% and 25% of the starting portfolio’s liquidity levels). To ensure that the results adhere to practical 
implementation considerations and investor acceptability, we further impose a liquidity constraint at the thematic level, 
limiting the less-liquid/private market alternatives’ weights to be no more than 50% within each of the four segments. As we 
discuss below, the increases in expected return at comparable volatility levels are compelling. 

Exhibit 2: Liquidity Spectrum Diversification 
   Overall Liquidity Score Constrained  

(relative to Public/Liquid Thematic Portfolio) 
A B C D E F G H 

Asset Class Global 60/40 

Thematic 
Optimization 

(Public/Liquid) 100% 75% 50% 25% 0% 
Growth (Public/Liquid) 60.00% 51.00% 21.60% 20.07% 18.99% 19.01% 0.00% 

Growth (Private/Illiquid) 0.00% 0.00% 21.60% 20.07% 18.99% 19.01% 28.03% 

Total Growth Assets 60.00% 51.00% 43.20% 40.14% 37.98% 38.02% 28.03% 

  

Diversified Credit (Public/Liquid) 0.00% 19.00% 4.99% 14.58% 16.01% 15.99% 0.00% 

Diversified Credit (Private/Illiquid) 0.00% 0.00% 4.99% 14.58% 16.01% 15.99% 41.97% 

Total Diversified Credit 0.00% 19.00% 9.98% 29.16% 32.02% 31.98% 41.97% 

  

Diversified Real Assets (Public/Liquid) 0.00% 10.00% 10.00% 10.00% 5.00% 5.00% 0.00% 

Diversified Real Assets (Private/Illiquid) 0.00% 0.00% 0.00% 0.00% 5.00% 5.00% 10.00% 

Total Diversified Real Assets 0.00% 10.00% 10.00% 10.00% 10.00% 10.00% 10.00% 

  

Defensive (Public/Liquid) 40.00% 20.00% 36.82% 20.70% 10.00% 10.00% 0.00% 

Defensive (Private/Illiquid) 0.00% 0.00% 0.00% 0.00% 10.00% 10.00% 20.00% 

Total Defensive Assets 40.00% 20.00% 36.82% 20.70% 20.00% 20.00% 20.00% 

  

Total Assets 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 

  

Expected Return - 10 Years (%) 5.88 6.20 6.91 7.27 7.48 7.49 8.37 

Standard Deviation of Return (%) 10.73 10.73 10.76 10.68 10.69 10.69 10.68 

Excess Return v. Global 60/40  +0.32 +1.03 +1.39 +1.60 +1.61 +2.49 

Excess Return v. Thematic   +0.71 +1.07 +1.28 +1.29 +2.17 

  

Sharpe Ratio (10-Year) 0.25 0.28 0.34 0.37 0.39 0.39 0.47 

  

Total Public/Liquid Assets 100.0% 100.0% 73.4% 65.4% 50.0% 50.0% 0.0% 

Total Private/Illiquid Assets 0.0% 0.0% 26.6% 34.7% 50.0% 50.0% 100.0% 

  

Liquidity Score 57.8 47.3 47.3 35.5 23.8 23.8 0.0 

 

1 Wilshire Advisors (2017), Liquidity Management: Bridge Over Troubled Water, Foresti/Rush 



 

 

wilshire.com | T +1 310 451 3051 | ©2022 Wilshire Advisors LLC. All Rights Reserved.  4 

 

 

Focusing first on the unconstrained liquidity portfolio in column H above, we note a 2.17% improvement in return over the 
Liquid/Public Thematic Portfolio (column C) at the same ~10.7% risk level. While we do not view this portfolio mix to be 
practical, as it is fully invested in the less-liquid investment options, we find its result to be informative in highlighting how 
attractive the return/risk trade-offs appear to be to the optimization process, suggesting that, absent any liquidity 
considerations, 100% of investment assets would be directed to the less-liquid/private market alternatives. As we shift from 
the theoretical to the more practical use of these alternative categories, we compare the results for the liquidity constrained 
portfolios. 

In moving from right to left in the columns above (i.e., from columns G to D), we impose incrementally tighter liquidity 
constraints. To keep these constraints relative to the more liquid thematic public market portfolio shown in column C, we 
demand a level of liquidity relative to the Liquidity Score of that reference portfolio (i.e., 25%, 50%, 75% and 100% of its 47.3 
Liquidity Score shown on the bottom row of the table). Extracting the relevant figures from the main exhibit above, below we 
summarize the expected incremental return gains in the following chart. 

Exhibit 3: Incremental Return Opportunities 

 

As can be seen from the optimization results, the increasing allocations to the four less-liquid/private market alternative 
investments, which results from easing the amount of liquidity demanded in the portfolio, drives material improvement in 
expected return at the same level of expected volatility. In fact, since our assumptions account for the economic look-through 
nature of market volatility, rather than the lower realized risk experience that results from the valuation mechanics used for 
these investments, the portfolios’ realized risk would likely be lower than what is built into the optimization estimates. As for 
the implied incremental returns from this broader implementation opportunity set, assume that an investor holding the well-
diversified (in beta space) Liquid Thematic portfolio determines that their expected cash flow needs could allow them to reduce 
the portfolio’s liquidity characteristics (i.e., the Liquidity Score) by just 25%. As can be seen from the 75% Thematic Liquidity 
column in the chart above, the investor could expect a return gain of 107 bps as they move from an expected return of 6.20% 
in the Liquid Thematic allocation mix to 7.27% in the 75% liquidity portfolio that takes advantage of investing more broadly 
across the liquidity spectrum. As can be seen in the line plot, that portfolio allocates ~35% to the less-liquid private/alternative 
market segments. Even without sacrificing expected liquidity (from the lens of Wilshire’s Overall Liquidity Score), the 100% 
Thematic Liquidity portfolio capitalizes on a ~25% allocation to private/alternative market assets to harness an incremental 71 
bps in expected incremental return. While the above optimization analysis is generic in nature, it is helpful in hinting at the 
potential rewards investors might realize if able to accept lower levels of portfolio liquidity. 

Another valuable way to conceptualize these results is from the perspective of cost, specifically, the cost of liquidity. We suspect 
that many investors spend little time considering whether their portfolios reflect a greater level of liquidity than may be 
warranted by their organization’s cash flow needs, or what the opportunity cost is in not optimizing their liquidity circumstances 
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to pursue higher returns. Suppose that our example investor above had not reassessed their cash flow needs and, instead, 
remained invested in the Liquid Thematic portfolio’s allocation mix. While that portfolio is well diversified from a beta 
perspective, the investor’s inattention to untapped implementation flexibility could be thought of as imposing a ~1% annual 
return-drag on the portfolio. 

In making these observations and attempting to quantify their potential costs, we do not dismiss the many other risks beyond 
liquidity considerations that are associated with these less-liquid/private market alternatives (e.g., complexity, manager 
selection and access, etc.). To expand a bit on the importance of manager selection, we provide a footnote to the optimization 
analysis above, which is based on asset class expectations that account for some level of manager excess returns and fees 
within the alternative segments. We note the unusually large manager selection premium that exists in historical alternatives 
manager data. While alternatives betas themselves can be attractive, the potential realized benefits are magnified by accessing 
this performance through high-quality managers. For example, whereas the spread between the top-quartile and bottom-
quartile in the global public equity and global fixed income universes are 3.9% and 2.9%, respectively, that spread widens to 
13.4% and 7.4%, respectively, for global private equity and global private credit.2 Indeed, manager access and a robust selection 
process are critical features in unlocking the potential benefits alternatives have to offer diversified portfolios. For investors 
who are comfortable with these considerations and risks, we suggest that the potential rewards of investing across the liquidity 
spectrum are compelling and well worthy of analysis to determine if there are untapped opportunities with existing portfolios. 

  

 

2 Source: Wilshire Compass (public equity and fixed income) and Preqin (private equity and credit) 10-years through Q2 2021 
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Appendix 

Asset Allocation Bucketing Framework 

 Public/Liquid Assets  Private/Illiquid Assets 

Thematic Bucket Component (Weight) Return  Component (Weight) Return 

Growth Global Stocks (100%) 6.60% 

 

Private Markets (100%) 10.05% 

Diversified Credit 

High Yield (42.5%) 
EMD (42.5%) 
Bank Loans (15%) 
 

6.25% 
5.90% 
6.00% 
6.15% 

 
Direct Lending (75%) 
Alt Income/Yield (25%) 
 

7.25% 
7.20% 
7.25% 

Diversified Real Assets 

REITs/GLI (31%/12%) 
Commodities/Gold (33%/9%) 
TIPS (48%) 
Cash/Leverage (-33%) 
 

5.60% 
5.80% 
3.15% 
3.15% 
5.65% 

 
Private Real Estate (50%) 
Private Infrastructure (30%) 
Energy Partnerships (20%) 
 

6.50% 
5.55% 
7.85% 
7.05% 

Defensive Core Bonds (100%) 4.05% 

 
Equity Market Neutral (25%) 
Global Macro (12.5%) 
Relative Value (62.5%) 
 

5.10% 
6.30% 
6.10% 
5.90% 

Wilshire Capital Market Assumptions as June 2022 
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Important Information 
Wilshire is a global financial services firm providing diverse services to various types of investors and intermediaries. Wilshire’s products, 
services, investment approach and advice may differ between clients and all of Wilshire’s products and services may not be available to all 
clients. For more information regarding Wilshire’s services, please see Wilshire’s ADV Part 2 available at www.wilshire.com/ADV. 

This material contains confidential and proprietary information of Wilshire, and is intended for the exclusive use of the person to whom it is 
provided. It may not be disclosed, reproduced, or redistributed, in whole or in part, to any other person or entity without prior written 
permission from Wilshire. This material is intended for informational purposes only and should not be construed as legal, accounting, tax, 
investment, or other professional advice. Past performance is not indicative of future results.  

This material represents the current opinion of Wilshire based on sources believed to be reliable. Wilshire assumes no duty to update any 
such opinions. Wilshire believes that the information obtained from third party sources contained herein is reliable, but has not undertaken 
to verify such information. Wilshire gives no representations or warranties as to the accuracy of such information, and accepts no 
responsibility or liability (including for indirect, consequential or incidental damages) for any error, omission or inaccuracy in such information 
and for results obtained from its use. Information and opinions are as of the date indicated, and are subject to change without notice. 

This material may include estimates, projections, assumptions and other "forward-looking statements." Forward-looking statements 
represent Wilshire's current beliefs and opinions in respect of potential future events. These statements are not guarantees of future 
performance and undue reliance should not be placed on them. Such forward-looking statements necessarily involve known and unknown 
risks and uncertainties, which may cause actual events, performance and financial results to differ materially from any projections. Forward-
looking statements speak only as of the date on which they are made and are subject to change without notice. Wilshire undertakes no 
obligation to update or revise any forward-looking statements. 

This material is intended for informational purposes only and should not be construed as legal, accounting, tax, investment, or other 
professional advice; nor is it a recommendation or solicitation to purchase or sell any security or to adopt any specific investment strategy. 

Wilshire Advisors, LLC (Wilshire) is an investment advisor registered with the SEC. Wilshire® is a registered service mark. All other trade 
names, trademarks, and/or service marks are the property of their respective holders. 
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