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INTRODUCTION
The global securities markets are undergoing a structural shift, and as a result, alternative investments are enjoying 
significant inflows. In 2017, the global assets held by hedge funds, private equity, funds of funds, commodities and 
infrastructure reached $7 trillion, according to a recent report from a global consulting firm. 

In addition, many investors have been flocking to alternative mutual funds as they search for securities with different risks 
from more traditional options, InvestmentNews reported. While investors have had access to alternatives like hedge 
funds and commodities for years, this expansion has resulted in much greater accessibility across all sizes and types, 
leading to a “mainstreaming” of alternative assets1.

FACTORS DRIVING ALTERNATIVES’ ADOPTION
One major factor helping to drive the adoption of alternatives is institutional investors. The majority of these investors - 
which control 60 percent of the funds flowing into these securities - have indicated they plan to either keep or enlarge 
their allocation to alternatives.

Historically, alternative investing was led primarily by large endowments, foundations and ultra-high net worth investors. 
But in the last 10 years, all types of institutional investors have increased their allocations, from pensions to insurance 
companies2. 

Another development helping fuel the use of alternatives is investors’ continued search for enhanced yield and return 
opportunities at a time when projected returns for asset classes are on the decline. As valuations in public equities 
continue to appreciate, interest rates rise, and inflation draws nearer, the opportunity set may be outside the traditional 
asset classes. Additionally, organizations facing profitability challenges require the portfolio to outperform. 

Many investors are also drawn to these nontraditional securities since they may offer enhanced diversification 
(demonstrated by the correlations in Figure 1) and the opportunity to meet broader business objectives. The challenges 
associated with diversification have become clearer in the past decade, as the financial crisis forced industry participants 
to reconsider their past assumptions about strong diversification equaling strong portfolio construction. 

S&P VALUATION CONCERNS
Investors may have to once again prepare for high correlations, as the valuations of S&P 500-listed stocks have been 
converging significantly.

Market participants interested in sticking with public investments might rely on the traditional offset offered by bonds. 
But these securities are also stressed as the Federal Reserve raises rates to fight potential future inflation. Investors that 
do not have to sell their bonds will not face the same concerns, but they too must decide where to allocate the next 
dollar - likely not into public markets. 

1. McKinsey, Mainstreaming of Alternative Investments
2. Pensions & Investments, NAIC Special Report, NACUBO Endowment Survey
Source for Chart Data: Hedge Fund Research Index (HFRI), Bloomberg, Cambridge Associates. 
Fixed Income represented by Bloomberg Barclays Aggregate Index, U.S. Equities represented by the S&P 500 Index, Hedge Funds are represented by the HFRI Fund Weighted Composite, 
Private Equity is represented by the Cambridge Associate Private Equity Index, Real Estate represented by the MSCI REIT Public Market Index, and Commodities represented by Bloomberg 
Commodity Public Market Index. 
Indices marked to market monthly. Investors cannot invest directly in an index, and unmanaged index returns do not reflect any fees, expenses, or sales charges.
Past performance is not a guarantee of future results. 

FIGURE 1: CORRELATIONS TABLE

FIXED INCOME 1.00

US EQUITIES -0.28 1.00

HEDGE FUNDS -0.22 0.87 1.00

PRIVATE EQUITY -0.35 0.84 0.83 1.00

COMMODITIES -0.15 0.56 0.73 0.69 1.00

REAL ESTATE 0.05 0.77 0.58 0.62 0.42 1.00

FIXED INCOME US EQUITIES HEDGE FUNDS PRIVATE EQUITY COMMODITIES REAL ESTATE

Sources: Cambridge, Bloomberg, HFRI, Miles Capital
Time Period: Quarterly data for trailing 10 years ending 12/31/2017
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GROWTH OPPORTUNITIES
While alternatives can help improve diversification, they may also bolster returns. Testing this theory, we compared the 
performance of two portfolios during the 25-year period through the end of December 2017. 

Over this time frame, a more traditional pool of public assets - which was 40 percent diversified domestic bond indices 
and a 60 percent diversified equity allocation - generated annualized returns of 8.4 percent1. 

Comparatively, a portfolio that contained 35 percent bonds, 45 percent stocks and 20 percent indices containing 
alternative investment strategies produced both lower volatility and similar annualized returns of 8.4 percent. 

There are similar results for an institution that invests more heavily in bonds, such as an insurer. A traditional allocation of 
85 percent bonds and 15 percent equities historically would have returned 6.3 percent over the past 25 years. However, 
including an allocation of 5 percent alternatives - split from the bonds and equities - would result in a similar return of 6.4 
percent at a much lower standard deviation or Value at Risk (Figure 2). 

PORTFOLIO DIVERSIFICATION
Over the last several decades, investors have typically harnessed some combination of stocks and bonds to achieve their 
objectives. For example, the typical small nonprofit allocation was historically 60 percent equity, and 40 percent bonds. 
A more typical allocation for a property and casualty insurer was 80 percent bonds, 15 percent equities and 5 percent 
other assets2. 

However, during the most recent economic downturn, most investors received a shock as correlations surged. This 
happened because many asset classes depreciated simultaneously, and followed each other closely. Amid this situation, 
many started reconsidering what they would need to diversify their portfolios, help mitigate risk, and guard against 
future volatility. 

Amid the current challenges, investors should keep in mind that most alternatives have low correlations to traditional 
asset classes, offering a potential buffer against market volatility. Investors must evaluate and select alternatives that have 
demonstrated consistency of correlations over time. 

1. Bloomberg, HFRI, Miles Capital
2. NACUBO Endowwment Survey, NAIC Special Report
Diversification does not ensure a profit or protect against market loss.

15% EQUITIES

12.5% EQUITIES

5% ALTERNATIVES

85% FIXED INCOME

82.5% FIXED INCOME

= 6.3% RETURN
OVER THE PAST 25 YEARS

= 6.4% RETURN
OVER THE PAST 25 YEARS

FIGURE 2. ALTERNATIVES EFFECT ON RETURN TRAILING 25 YEARS

Sources: Bloomberg, HFRI, Miles Capital
U.S. Equities represented by the S&P 500 Index, Alternatives are represented by the HFRI Fund Weighted Composite, Fixed Income represented by Bloomberg Barclays Aggregate 
Index. Indices marked to market monthly.
Time Period: Monthly data for trailing 25 years ending 12/31/17
Investors cannot invest directly in an index, and unmanaged index returns do not reflect any fees, expenses, or sales charges. Past performance is not a guarantee of future results.
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EXPANSION LED BY INSTITUTIONAL INVESTORS
As alternatives experience this robust growth, they are attracting the attention of pension funds, many of which are 
seriously underfunded. Many pension funds are expanding their allocations to alternatives as they seek to attain the 
projected actuarial returns of 7 to 8 percent. 

Pension funds are not the only major institutions turning to alternatives upon the realization that future forecasts appear 
stressed. Smaller endowments and foundations have organizational spending policies that must be met, as do the larger 
nonprofits. The amount quantifies the annual distribution level of the organization. 

If portfolios fail to attain a growth rate higher than the combined spending policy and consumer price index (or CPI plus 
Spend), these organizations face the difficult need of potentially dipping into the corpus of the portfolio. Over time, this 
severely dampens a nonprofit’s goal of achieving intergenerational equity. 

While historically, smaller nonprofits lacked the access to alternatives that larger entities enjoyed, the proliferation of 
vehicles and strategies has broadened accessibility, and smaller institutions are able to take advantage of the potential 
benefits of alternatives as well. 

In addition, insurance companies are assessed based on the adequacy of their regulatory ratios. If underwriting growth 
outpaces portfolio growth, the capacity ratio will be misaligned. Alternatively, if underwriting is not profitable for a period, 
the portfolio must achieve the target yield and growth to maintain operating Return on Equities, or ROEs. The alignment 
of business ratios with portfolio goals requires a broader asset class discussion. 

LINKING OF ALTERNATIVES TO INVESTMENT OUTCOMES
As institutions focus on obtaining specific outcomes instead of producing generalized investment performance, 
they should evaluate whether certain alternatives, including real assets, private equity and hedge funds, play a role. 
Outperforming benchmark indices is positive, but constructing a portfolio that will help a company achieve its business 
objectives is paramount. 

Institutions should also consider individual business risks, as these can potentially be offset with the right investments, 
enhancing diversification. When creating an optimal portfolio, thinking about how the entire business and portfolio fit 
into a larger goal is crucial. What are the largest risks?

Investors have frequently relied on gold and Treasury Inflation-Protected Securities as inflation hedges. However, due to 
technical characteristics, these securities do not always track inflation the way many investors believe. Some alternative 
assets, such as real estate and commodities, might be better for this purpose, as they have higher correlations to the CPI 
than others. 

CONCLUSION
Investing comprehensively and holistically in alternative assets requires the right skills, focus, 
and experience. Many investors are pitched, and invest in, products without considering the 
overall business or how these strategies fit. This may work for some, but for many we have 
seen, they are investing in the wrong asset classes to meet their objectives or are simply 
layering in risks that compound business concerns. Miles Capital has crafted a comprehensive 
and consultative framework for allocating to and managing these assets for clients. 
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ABOUT MILES CAPITAL
Investing for institutions requires a deep knowledge of the objectives, parameters, and regulatory constraints faced. And, each client is unique. At Miles 
Capital, we offer customized investing and relationships directly with portfolio management to help meet these needs. We take a holistic view of our 
clients’ needs, and build strategic partnerships that help support their broader goals. 

DISCLOSURES
The information provided herein is furnished by Miles Capital, Inc. solely for informational purposes and is confidential. It may not be reproduced or 
distributed to anyone else without prior consent. This document contains the current views of Miles Capital and is not intended to be, and should not 
be interpreted as, a recommendation of a particular security, product, or investment strategy. Such opinions and predictions are subject to change 
without notice. 

The strategies described in the presentation may not be suitable for all investors. There is no assurance that any of the objectives described will be 
achieved. This information contained herein does not take into account the particular investment objectives or financial circumstances of any specific 
person or entity who may receive it. You should consults your tax or legal advisor before making an investment, and investors are advised to thoroughly 
and carefully review financial, legal, and tax consequences of all investments to determine suitability. 

Investments in alternative assets may be illiquid and present significant risks. Past performance is not a guarantee of future results. There can be no 
guarantee that any investment strategy discussed in this Presentation will achieve its investment objectives. As with all strategies, there is a risk of loss 
of all or a portion of the amount invested. Diversification does not ensure a profit or protect against market loss.


