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At a glance
• Traditional balanced portfolios comprised of 60% equity/40% fixed income were originally designed
to provide investors the highest possible return for their acceptable level of risk
• The 60/40 approach served investors well for many years, however, fundamentals have changed,
and an evolution in portfolio construction and asset allocation may be warranted
• We believe fixed income returns will be lower for the foreseeable future and present unique risks
due to ultra-low interest rates and higher inflation
• Diversification, a primary benefit of a balanced portfolio, may weaken going forward as correlations
change, necessitating alternative sources of diversification and a more nuanced understanding of
portfolio construction

A 5-part series
The Asset Allocation Team has created a 5-part series
of papers that addresses the evolution in our approach
to asset allocation. The overarching theme is how the

60/40 portfolio has served investors well in the past, why
evolution is needed now more than ever and TD Asset
Management Inc.’s (TDAM) approach to asset allocation.
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At a glance
• Traditional balanced portfolios comprised of 60% equity and 40% fixed income were originally designed to
provide investors the highest possible return for their acceptable level of risk
• The 60/40 approach served investors well for many years, however, fundamentals have changed, and an
evolution in portfolio construction and asset allocation may be warranted
• We believe fixed income returns will be lower for the foreseeable future and present unique risks due to ultra-low
interest rates and higher inflation
• Diversification, a primary benefit of a balanced portfolio, may weaken going forward as correlations change
In 1952 two-thirds of families in the U.S. had a telephone and only one-third had a TV¹. Today, a small digital device in
your pocket can communicate or stream content to and from anywhere in the world. Modern Portfolio Theory’s
“60/40 portfolio” was also developed in 1952², however it has yet to materially evolve. Technology is always evolving to
serve us better, so why shouldn’t our investment portfolios?
With this theme in mind, the Asset Allocation Team has created a 5-part series of papers that addresses the evolution
in our approach to asset allocation. In this first paper, we discuss how the 60/40 portfolio has served investors well
in the past, why evolution is needed now more than ever and TD Asset Management Inc.’s (TDAM) approach to asset
allocation.

Advancing the 60/40 approach to keep pace with modern needs >
illustrated that fixed income has been a core part of a balanced solution
and that the negative correlation with equities has historically given
investors a “free lunch”, by providing both lower risk with similar returns.
However, record low bond yields have not only reduced the return potential
of fixed income but also driven investors to search for higher yield, which
further weakens the protection it provides.

¹ Pearson, Stephen. “The Year 1952.” The People History. Web. 20 Dec. 2016. http://www.thepeoplehistory.com/1952.html
²The Journal of Finance, Vol. 7, No. 1. (March, 1952) Portfolio Selection, Harry Markowitz
https://www.math.ust.hk/~maykwok/courses/ma362/07F/markowitz_JF.pdf
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At a glance
• Traditional balanced portfolios comprised of 60% equity and 40% fixed income served
investors well for many years; however, fundamentals have changed, and an evolution in
portfolio construction and asset allocation may be warranted.
• Structural changes and a new monetary policy regime have brought on large, long-lasting
implications for fixed income markets.
• We believe fixed income returns will be lower for the foreseeable future with unique risks
around inflation, liquidity and credit, requiring a re-think of the role and allocation to fixed
income within a portfolio.

The new challenges facing fixed income in today’s market >
highlighted how global central bank monetary policies have had a
significant and long-lasting impact that will affect all asset classes,
but particularly fixed income and its role as a “goalie”
for your portfolio.
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At a glance
• Traditional balanced portfolios comprised of 60% equity and 40% fixed income served
investors well for many years; however, fundamentals have changed, and an evolution in
portfolio construction and asset allocation may be warranted.
• Not all equities are the same and the various equity styles can experience different returns
and sensitivities when compared to the broader equity market.
• An allocation to equities over the long-term can potentially provide investors with strong
returns from the exposure to the positive compounding effect of economic growth through
the progress of society and innovation.

Not all equities are equal > discussed why equities should remain
a core allocation in an investor’s portfolio, the various risks to be
mindful of and the particular types of equities investors should be
considering.

Memories of the Dot-com crash, the Global Financial Crisis in 2008/09 and more recently the
COVID-19 Pandemic market crash of 2020, have led many to believe that investing in equities is
very risky. This belief isn’t necessarily wrong, it just depends on who you ask. If an equity investor
is unable to maintain composure and resist the urge to sell their investments during these
periods of heightened market volatility, it can be catastrophic to their portfolio and financial
plans. The old adage “time in the market being more important than timing the market” couldn’t
be more accurate. Timing the market is exceedingly difficult, so being prepared to hold and
resist the urge to sell a portfolio of equities for a long enough period of time is a crucial factor
for achieving investment goals.
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Investing in alternatives is the new norm > outlines how alternative
assets can be included in portfolio construction, to improve risk
adjusted returns in the current investment landscape.

At a glance
• Traditional balanced portfolios comprised solely of equity and fixed income served investors well for
many years; however, the fundamentals have changed, and an evolution in portfolio construction
and asset allocation is warranted
• Higher inflation and volatility in economic data requires investors to look beyond traditional
financial assets
• Alternative assets can be included in portfolio construction to improve risk adjusted returns,
protect against inflation, and improve yield
When traveling, packing requirements can be
very different depending on where the journey
takes you. For a simple day at the beach, you may
need little more than a towel and swim wear, but
for a week of camping, significantly more gear
is required to ensure a successful trip. The same
can be said of your portfolio. As the investing

environment has become more complex, investors
require more “gear” in the form of asset classes
as portfolios evolve to meet the challenges of the
investment landscape. This includes identifying
the right mix of assets to ensure an enjoyable and
successful journey.
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At a glance
• Traditional balanced portfolios comprised of 60% equity/40% fixed income were originally
designed to provide investors the highest possible return for their acceptable level of risk
• The 60/40 approach served investors well for many years, however, fundamentals have
changed, and an evolution in portfolio construction and asset allocation may be warranted
• We believe fixed income returns will be lower for the foreseeable future and present unique
risks due to ultra-low interest rates and higher inflation

Putting it all together: Now that we have outlined all the potential
components and strategies of a modern portfolio, we can discuss
how to combine them in a way that balances investor needs. In this
final paper, we will outline some key considerations TDAM keeps in
mind when designing a modern portfolio and how we are putting
them into practice.

• Diversification, a primary benefit of a balanced portfolio, may weaken going forward
as correlations change, necessitating alternative sources of diversification and a more
nuanced understanding of portfolio construction
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Cross asset factors
In each of the earlier papers, we discussed how different
sub-asset classes have their own unique exposures and
correlations that need to be balanced appropriately for
each asset class. This applies to the overall portfolio as
well. One way to conceptualize exposures is by looking
at factors. Factors are common exposures or drivers of
asset class performance. Some potential factors include
interest rate sensitivity, equity risk, currency and alpha.
These factors are present across various investments
and are something that need to be balanced in
portfolios.
To achieve optimal diversification, factors need to be
balanced. The new approach to a balanced portfolio
requires that we consider factors across asset classes
and not assume asset class weights are unique
exposures. For example, interest rate risk is present in
bonds but can also be present in equities. Unprofitable
high growth companies have most of their cash flows
far out in the future, just like a long duration bond. As a
result, stock prices have fallen as they have moved in
the opposite direction of rising interest rates.
Factors don’t just affect equities. Fixed income portfolio
construction should also consider the impact of factors.
An investment portfolio with a large allocation to fixed
income, particularly high yield debt, will not provide the
same diversification benefit as equities in an economic
slowdown. High yield has a high sensitivity to the equity
factor and will perform similarly in that environment.

Real assets can have exposure to the business cycle.
For example, hotel property or office ownership may
experience cash flow volatility in a recession. Further,
various commodities are also sensitive to the business
cycle as they are key economic inputs. It’s important to
understand what the portfolio is exposed to.
There are many more examples of how major investing
factors can be present across all asset classes. While
some investors use robust quantitative approaches to
determine their factor exposure, an individual investor
can still leverage this concept by thinking holistically
about their portfolio risk. Understanding what exactly
they are holding, what it is exposed to and in what
environments it will do well/poorly will help ensure
they have diversification that goes beyond asset
class weights.

Factors are common exposures
or drivers of asset class
performance
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Regime awareness
As investment regimes change, the way a portfolio is
constructed will need to change as well. For example,
the investment regime in the 2020’s is clearly changing.
We have experienced more than three decades of falling

interest rates, tame inflation and stable growth.
This regime is shown by low levels of both inflation
and growth volatility in the 1990s, 2000s and 2010s
as illustrated in the chart below.
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In the 2020’s, to date, we are experiencing much
higher volatility in growth and inflation, signaling a new
investment regime. Correlation between bonds and
equities have flipped to positive as opposed to being
negative. As we mentioned in papers one and two, this

erodes the diversification potential of a 60/40 portfolio,
leaves investors susceptible to simultaneous drawdowns
in both fixed income and equity and should prompt
them to think beyond traditional asset classes.

Bond and equity correlations during periods of high inflation
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Source: Bloomberg Finance L. P., TDAM. Data from January 1, 1950 to March 31, 2022. Chart illustrates bond and equity 2 year rolling correlations
using the S&P500 Total Return Index and the US 10 Y Bond Returns all in USD. The shaded area illustrates periods where inflation is consistently
higher than the 2% target over rolling 2-year periods.
Evolving the Traditional Balanced Portfolio – Today’s approach to the traditional 60/40 portfolio

Page 4

Fixed income volatility, as embodied by the Merrill Lynch
Option Volatility Estimate (MOVE) index is now greater
than equity volatility as seen in the VIX index. This
completely skews traditional portfolio construction as
fixed income was meant to be a smaller contributor to

risk. Alternatives that have lower correlation to financial
markets and can dampen volatility such as currency
strategies, option strategies, hybrids and private assets
now warrant inclusion in a portfolio.

Option implied volatility compared to 5 year averages
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Source: Bloomberg Finance L.P., TDAM. Data as of March 31, 2022. For a given investment, standard deviation measures the performance
variation from the average. An investment with a higher standard deviation will tend to have greater variations from its average performance
than an investment with a lower standard deviation.

A situation that highlights the importance of including
sources of income that are protected from inflation
(such as real assets and mortgages) is a period with
higher inflation, particularly like the type of inflation
we have begun to witness this year. Inflation eats into
income from yield producing assets, increases the
burden of holding cash and requires higher returns to
meet long term goals.
Lastly, higher volatility in GDP growth figures may lead
to shorter business cycles, more boom-and-bust periods
and more challenging equity markets as a result. Greater
equity market volatility means investors should focus
on their equity factors and consider the inclusion of

low volatility, quality or option protected strategies to
maintain equity weight.
Against this backdrop, investors need more sources
for diversification and to be prepared to transition to
what may be a very different new investment regime.
We believe that this is best addressed by including
alternative sources of return such as Public and Private
Alternatives as outlined in article 4 >. This also raises
the importance of active and tactical management
as higher economic data dispersion and asset class
performance creates opportunities and necessitates
risk management.

Higher volatility in GDP growth figures may lead to
shorter business cycles, more boom-and-bust periods and
more challenged or bumpy equity markets as a result.
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Putting theory into practice
TDAM’s new thinking around the evolution of the
traditional portfolio has moved beyond the theoretical
and is now in practice, with many of TDAM’s key

solutions encompassing the ideas, strategies and
investments needed to help investors reach their goals
now and in the future.

TD Strategic Managed Portfolios (SMP)
TD Strategic Managed Portfolios (SMP) is a fee-based
managed account program offered exclusively through
TD Wealth with TDAM handling day-to-day investment
management and trading activities. Traditionally,
portfolio risk levels are determined, and portfolios are
constructed by the allocation to equity or fixed income.
As financial markets have evolved, so has TD SMP. Some
examples of this evolution include:
• The inclusion of real assets (article four >), which
include Real Estate and Infrastructure, with the option
of also adding other Alternative investments when
possible

• A mix of active equity funds with the style and factor
mix to provide a smoother return stream
• Fixed Income Pools within the portfolios incorporate
the principles found in the second paper >, namely,
how fixed income assets provide diversification
which allows for the opportunity to take equity and
alternatives risk more comfortably
• The Tactical Pool within the portfolios provide a
dynamic allocation which is beneficial in the current
investment environment with is exhibiting high levels
of economic volatility. Tactical management helps
to protect the portfolio and find opportunities at the
same time.

Fixed Income Pools
At its core, fixed income should provide diversification
to equities and alternatives and provide liquidity when
needed most. Because of this, fixed income allocations
in the Pools are dynamic. They incorporate both tactical
fund ingredients and tactical levers as a static bond mix
doesn’t provide historical diversification benefits against
today’s backdrop of higher economic volatility and
inflation and low interest rates. Examples found in the
Pools that illustrate this evolution in thinking include:

• Global and unconstrained strategies within the
portfolio seek new sources of return such as global
bonds, loans and other securities
• Active asset allocation and security selection within
the pools which seeks to add value through the
economic cycle as interest rates and credit spreads
anticipate economic inflection points

• A tactical allocation to U.S Dollar long bonds to
provide diversification and positive returns during
periods of heightened market volatility, due to both
the currency and interest rate effect

Strategies
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TD Retirement Portfolios and TD Risk Management Pool
TD Retirement Portfolios are actively managed, all-in-one portfolios designed to deliver sustainable retirement
income through protected equity exposure and are powered by strategies that have been specifically developed to
manage risk, combining the higher return potential of equities with the stability of fixed income investments. The
TD Risk Management Pool is a risk reduction strategy that provides additional diversification benefits to the portfolio
and helps manage overall portfolio volatility, particularly by using options to define a narrow band of equity market
returns that the solution participates in. TDAM’s new approach to a modern portfolio can be found in these solutions
in various ways, which are also outlined in article three >:
• Both the TD Retirement Portfolios and TD Risk
Management Pool utilize equity options (derivatives)
to harness the benefits of equities while seeking
reduced volatility and return streams that are more
appropriate for risk-averse or later-stage investors.
• Tactical management is used to adjust exposure
to equities across the economic cycle to add value
and decrease risk and address the potential for
significant differences across sectors, countries and
styles over the economic cycle. Tactical allocations
to both duration and credit are also used to provide
diversification and income.

• Equity volatility poses a potential behavioral risk,
particularly for investors who need to withdraw
regularly. However, volatility can be harnessed and
managed through an active options structure that
limits equity losses and gains to provide a more stable
return. This active options structure is a feature of
both solutions.

The future of the 60/40 portfolio
The world has changed and so has the return outlook for major asset classes and the
relationship between them. New techniques and asset classes have enabled an evolution
in portfolio construction with new and innovative solutions that are better aligned with
client goals and provide higher returns, with improved risk profiles.
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Balanced
Connect with TD Asset Management

The information contained herein has been provided by TD Asset Management Inc. and is for information purposes only. The information has
been drawn from sources believed to be reliable. Graphs and charts are used for illustrative purposes only and do not reflect future values or
future performance of any investment. The information does not provide financial, legal, tax or investment advice. Particular investment, tax,
or trading strategies should be evaluated relative to each individual’s objectives and risk tolerance. Standard deviation is a statistical
measure of the range of a fund’s performance. When a fund has a high standard deviation, its range of performance has been very wide,
indicating that there is a greater potential for volatility than those with low standard deviations. Certain statements in this document may
contain forward-looking statements (“FLS”) that are predictive in nature and may include words such as “expects”, “anticipates”, “intends”,
“believes”, “estimates” and similar forward-looking expressions or negative versions thereof. FLS are based on current expectations and
projections about future general economic, political and relevant market factors, such as interest and foreign exchange rates, equity and
capital markets, the general business environment, assuming no changes to tax or other laws or government regulation or catastrophic
events. Expectations and projections about future events are inherently subject to risks and uncertainties, which may be unforeseeable.
Such expectations and projections may be incorrect in the future. FLS are not guarantees of future performance. Actual events could differ
materially from those expressed or implied in any FLS. A number of important factors including those factors set out above can contribute to
these digressions. You should avoid placing any reliance on FLS. The TD Strategic Managed Portfolios are comprised of the TD Managed Pools which
are managed by TD Asset Management Inc., a wholly-owned subsidiary of The Toronto-Dominion Bank. The TD Strategic Managed Portfolios and
the TD Managed Pools are available through TD Wealth Financial Planning and TD Wealth Private Investment Advice. Those TD Managed Pools are
shares of a mutual fund corporation are issued by TD Mutual Funds Corporate Class Ltd. Bloomberg and Bloomberg.com are trademarks and service
marks of Bloomberg Finance L.P., a Delaware limited partnership, or its subsidiaries. All rights reserved. TD Asset Management Inc. is a wholly-owned
subsidiary of The Toronto-Dominion Bank. ® The TD logo and other TD trademarks are the property of The Toronto-Dominion Bank or its subsidiaries.
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