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In recent years, alternative assets 
such as agricultural land, real estate, 
and infrastructure have become sta-
ple investments in the portfolios of 
investors both large and small. This 

is for good cause. Alternatives provide 
new and compelling sources of yield and 
potential for capital gains that have low 
correlation to traditional capital markets. 
This relationship to traditional capital 
markets is the key to the valuable diver-
sification benefits that alternatives can 
bring to a pension portfolio. In this article, 
we explore the drivers of this diversifica-
tion through a risk factor framework.

Alternative investments have grown 
both in number and size since the 1990s 
and have also become widely recognized 
as one of the sources of outperformance 
of major Canadian pension plans. The 
‘Pension Investment Association of 
Canada (PIAC) Annual Asset Allocation 
Survey’ shows that defined benefit plans 
have steadily increased their participation 
in alternatives over the past 20 years. And, 
Preqin’s tracking of public pension funds 

confirms the same concept, with median 
allocations to alternatives in the funds 
covered rising from 18.1 per cent in 2010 
to 30.3 per cent in 2020 (See Chart 1).

Pension investors may seek alternative 
investments for reliable income streams, 
inflation hedging, risk management, low 
correlation to other asset classes, higher 
risk-adjusted returns, and, importantly, 
diversification.

In general, alternatives are understood 
to be investments other than traditional 

equities and bonds. Indeed, ‘Alternatives’ 
is a catch-all term which groups togeth-
er several sub-classes of non-traditional 
investments. These sub-classes include:

• Real assets, which provide direct 
investment into tangible assets such as 
agriculture, timberland, infrastructure, and 
real estate

• Private equity, which offers non-
public equity ownership in a company at 
varying stages of development, including 
buyout of public firms 
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• Private debt, or the acquisition of 
direct loans from privately held compa-
nies, as well as project financing contracts 
such as real estate or infrastructure financ-
ing

• Liquid alternatives, which include 
non-traditional liquid investments such 
as equity long-short, market-neutral, and 
multi-assets, with less constraints and 
correlation when compared to traditional 
long-only investments 

• Customized hedging solutions, 
which may include interest rate and infla-
tion hedging, currency hedging, or volatil-
ity overlays through financial securities 
such as options and swaps, with the pur-
pose of risk exposure control or downside 
protection

Using a single word to lump these 
strategies together implies some degree 
of similarity or coherence between these 
assets. Yet at first glance, they appear 
highly differentiated: some invest in pub-
lic markets, some in private markets; 
risk levels can vary from relatively safe 
to highly speculative; valuation may be 
daily, quarterly, or annual; and so on. The 
question thus becomes, ‘How are they dif-
ferent from traditional investments?’

Risk factor analysis can help to answer 
this important question. Digging below 
the surface, one finds that a portion of 
the returns and volatility of alternative 
investments is rooted in measurable  
macroeconomic risk factor exposure. And, 
despite their differences on the surface, 
alternatives do indeed differ from tradi-
tional investments and have similarities 
that allow investors to think of them 
as a group, albeit a non-homogenous 
ensemble. Understanding their underly-
ing exposure to common risk factors, and 
their relationship to traditional markets, 
allows investors to build truly diversified 
and efficient portfolios. 

Breaking Down Risk Factor Investing

Risk factor investing (RFI) posits that 
the return and, most importantly, volatility 
of asset classes can be explained though 
underlying, common factors. More sim-
ply, viewed through an RFI lens, the risk 
and return profile of any asset class or 
index can be seen as being driven primar-
ily by a combination of common eco-
nomic forces. Through our research, we 
found that 10 risk factors are successful in 

explaining the majority of the return and 
volatility pattern for most benchmarks and 
strategies (See Chart 2).

RFI brings a new perspective to asset 
allocation. It involves building portfolios 
by considering the underlying forces that 
drive the portfolio’s risk and return. When 
applied to portfolio construction, the 
result is portfolios that are better diversi-
fied and more efficient. No matter how 
many asset strategies are in the portfolio, 
the main exposures to risk and return will 
come from a limited amount of identified, 
underlying macroeconomic sources.

Chart 3 demonstrates how risk factor 
analysis can be used to understand the 
factors that drove the returns of the MSCI 
All Country World Index. The drivers 
of returns of this index are effectively 
explained by the underlying staked bars 
which represent the contribution of each 
underlying risk factor. 

What is the goal of investing by risk 
factors and how can they inform asset 
allocation for pension investors? In 

essence, it allows portfolio managers to 
better understand the main risk and return 
factors within the portfolio, enabling them 
to build more efficient customized port-
folios for investors. When considering 
the role of alternative investments in a 
pension portfolio, we may thus consider 
the following question: How different are 
alternative assets’ main sources of return 
and volatility?

Explaining The Returns Of 
Alternatives

When we think of the characteris-
tics of alternative investments in an RFI 
framework, the first question to con-
sider is if, and to what degree, traditional  
macroeconomic risk factors are effective 
in explaining the return patterns across 
asset classes, both traditional and alter-
native. This allows us to examine what 
alternative investments can offer investors 
that traditional investments do not.

One measure to evaluate the efficiency 
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of the risk factors is the co-efficient of 
determination – commonly known as the 
R-squared – which is a statistical metric 
that quantifies the proportion of the return 
pattern accounted for by the risk factor 
model. Simply put, an R-squared of 100 
per cent would indicate that the risk fac-
tors together account for all the returns of 
the index, while an R-squared of zero per 
cent would indicate that the risk factors do 
not explain the returns of the index at all. 

From our analysis, Chart 4 shows 
the R-squared for ‘traditional’ risk fac-
tors (i.e., real rates, inflation, developed 
market growth, emerging market growth, 
credit premium, slope premium, and com-
modity) for a number of indices for tradi-
tional asset class, and for alternatives.

The first observation is that traditional 
risk factors are overwhelmingly effective 

in explaining return and volatility pat-
terns of the traditional asset classes, to 
the tune of about 90 per cent or more for 
six out of seven of the traditional asset 
class indices included in this analysis. 
For alternatives, the traditional risk fac-
tors explain a much lower portion of 
risk, with between approximately 20 per 
cent and 90 per cent of risk unexplained 
by traditional factors for the nine market 
benchmarks considered. This means that 

while some of alternatives’ returns are 
rooted in measurable, macroeconomic risk 
factor exposures, their return patterns and 
risk exposures are clearly different to tra-
ditional investments.

Portfolio Construction

For pension investors, this fact show-
cases alternatives’ value in portfolio con-
struction, as these differences are what 
allow for effective diversification. These 
differences may be explored further, in 
order to identify the driving factors of 
alternative returns, understand their mech-
anisms, and, more importantly, to evaluate 
the return and risk potential of respec-
tive investment exposures. Through our 
research, we have found that the remaining 
drivers include factors related to real assets 
as well as to illiquidity characteristics. 

For pension plans, investing from a 
risk factor perspective allows portfolios to 
be built with consideration of the underly-
ing forces that drive the portfolio’s risk 
and return. Through our risk factor analy-
sis, we see that alternative investments’ 
returns are indeed driven by differenti-
ated forces to traditional investments. This 
confirms their value and role as diversi-
fiers in the construction and optimization 
of the pension portfolio. 

Alternative investments exhibit valu-
able qualities for investors and, depending 
on the strategy employed, provide oppor-
tunities for reliable income streams, infla-
tion hedging, risk management, low cor-

relation to other asset classes, high risk-
adjusted returns, and, most importantly, 
as we have shown, across their spectrum: 
diversification. These benefits have made, 
and, in our opinion, will continue to make, 
alternative assets increasingly popular for 
institutional investors. BPM
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ALTERNATIVE 
INVESTMENTS’ RETURNS 
ARE INDEED DRIVEN 
BY DIFFERENTIATED 
FORCES TO TRADITIONAL 
INVESTMENTS. THIS 
CONFIRMS THEIR VALUE 
AND ROLE AS DIVERSIFIERS 
IN THE CONSTRUCTION 
AND OPTIMIZATION OF THE 
PENSION PORTFOLIO.


