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Exploring the use of alternative investments in a portfolio
Paul Flood Portfolio manager, multi-asset team

Finding
the right

alternative

A

lternative investments have historically been an under-researched area of investing
in which many traditional investors have not participated, owing primarily to concerns
over transparency and liquidity. However, today there is a growing trend towards
alternatives as investors search for more reliable sources of returns.
Paul Flood, lead manager of the Newton Multi-Asset Income and the Newton Multi-Asset
Diversified Return strategies, explores some of the benefits and risks of alternatives, and how
they can be used as part of a well-diversified portfolio.

The term ‘alternative’ has been used very
flexibly in an investment context and can
encompass a wide range of assets beyond
the standard asset classes of equities, bonds
and cash. Such investments are of course
nothing new: commodities and precious
metals have been traded for centuries, and
investors have long recognised the
potential of property to enhance and
preserve wealth.

Nevertheless, over recent years there has
been a significant trend towards
alternatives among institutional
investors.

However, alternative investments have
traditionally lacked the daily liquidity
offered by bonds or stocks. This, combined
with the perceived complexity of many
alternative assets, and the costs involved
in managing them, has deterred many
investors from this investment path.

Income returns on traditional investments
such as government bonds remain low and
in some cases even negative. Moreover,
with quantitative easing having artificially
inflated the prices of many assets, both
equity and bond markets are increasingly
volatile and unpredictable.

In a low-growth world in which it is
difficult to obtain attractive returns on
traditional asset classes, investors are
turning to alternatives to try and achieve
their expected long-term returns.
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The powerful effect of diversification
Adding a range of alternative assets
to a portfolio has been shown to have
significant diversification benefits, which
can help to smooth a portfolio’s returns.
Exhibits 1 and 2 show the effect of
diversification when mixing assets in a
portfolio. Exhibit 1 shows a traditional
balanced portfolio consisting of 60%
equities and 40% government bonds.

Exhibit 2 shows a more diversified portfolio
that includes an allocation to alternatives.
The left-hand bar in each chart displays
the sum of the volatilities of each of the
holdings, and the right-hand bar shows the
volatility of each portfolio, the difference
being the benefit of diversification as the
different asset classes move in different
directions over time (bonds go up as

EXHIBIT 1: BALANCED FUND (TRADITIONAL 60:40)

equities go down, etc). In the portfolio
that includes alternatives, the sum of the
volatility of the individual components
is higher than in the 60:40 portfolio.
However, the volatility at the portfolio
level is actually lower, which demonstrates
that the benefit of diversification is much
greater in the portfolio with an allocation
to alternatives.

EXHIBIT 2: MULTI-ASSET FUND (INCLUDING ALTERNATIVES)
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The evolution of alternatives
Investors have long appreciated the return
characteristics of property, a real asset that
can provide stable and growing yields, but
many lacked the scale to buy, for example, a
whole office block, and did not have the
expertise to manage such a building. Property
funds and real-estate investment trusts
(REITs) were introduced as long ago as the
1960s to give all investors the opportunity
to invest in diversified portfolios of
property in the same way as they typically
invest in other asset classes. By securitising
illiquid assets and breaking them down
into investible chunks that can be traded

on a daily basis, REITs have enabled property
to become a viable investment for many.
In the 1990s and early 2000s, the
alternatives landscape was dominated by
hedge funds that often used leverage to
generate returns. However, although some
were successful, many of these funds took
on too much leverage and got into trouble
during the 2008 financial crisis.
Since then, the environment has evolved
considerably. More structured and less
economically sensitive alternatives such as

infrastructure, renewable energy and aviation
assets have given investors exposure to the
underlying stable cash flow characteristics of
these assets classes. This has happened partly
owing to the demand for simple low-risk
returns that matched the characteristics of
investors and members as they come up for
retirement, or as pension funds move towards
paying out liabilities. But it has also partly
been driven by changes in regulation that
have required banks to put up capital against
these types of assets that were historically
held on their balance sheets owing to their
attractive low-risk characteristics.
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The depth and breadth
of Newton’s alternatives
expertise

Structured and unstructured returns
Alternatives can be split into two broad categories –
structured and unstructured investments.
Structured alternatives
Structured alternatives are those assets
with very predictable characteristics,
with cash flow timings that are generally
well defined and dependable.
As an example, around 60% of the revenues
from many solar-power assets are fixed and
rise with inflation, as a result of inflationlinked government subsidies. The other
40% of revenues come from the sale of the
power output onto the wholesale market.

Returns can be calculated based
on the assets’ sensitivity to
these inputs, meaning that the
returns are structured and
very predictable
Although inflation and the wholesale
power price may vary from the original
assumptions, returns can be calculated
based on the assets’ sensitivity to these
inputs, meaning that the returns are
structured and very predictable. There is
therefore a long and clear road ahead with
very few opportunities to deviate, and as a
result there tends to be a very low dispersion

of returns between securities in the same
asset class. As with all assets, there are of
course risks that need to be taken into
account. A government could, for instance,
decide to change retrospectively the subsidy
it provides to solar-power assets, which
would be detrimental to returns.
Unstructured alternatives
The second category of alternatives,
which we term unstructured, is less
predictable.
It includes private equity and hedge funds,
where there is a high degree of opacity to
returns, and investors are very dependent
on the manager’s views and decisions,
which can have a significant impact on the
overall returns. In this area, there is a
much higher dispersion of returns, as the
difference between the top and bottom
performers can be significant.

We have been investing in alternatives
since the launch in 2003 of our Multi-Asset
Diversified Return strategy. We have a core
team of specialists who look specifically at
alternatives from different perspectives.
However, more importantly, when we find
opportunities, we have the ability to
consult experts from among our global
industry analysts, who focus solely on their
chosen sector. For example, when looking
at infrastructure assets, we involve our
construction analyst, who has significant
knowledge of private-finance initiative (PFI)
contracts and the related assets owing to
his experience of the construction companies
that bid for the contracts and build the
infrastructure.

When we find opportunities,
we have the ability to consult
experts from among our global
industry analysts, who focus
solely on their chosen sector
This understanding of alternative assets
also has implications for our understanding
of companies and industries that we invest
in on the equity side, and this has had
direct consequences for holdings in other
parts of the portfolio. As multi-asset
investors, this approach gives us an
advantage in understanding the relative
value across asset classes which are
competing for our clients’ capital.

When investing in such assets it is
important to understand what you are
investing in and how you can expect it to
react under different scenarios.
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A global, thematic approach
Alternative investments can demonstrate
strong thematic attributes, and, as with
other asset classes, we use our global
thematic approach to identify the long-term
trends and structural transformations in
the world around us that can guide us
towards investment opportunities.
Our state intervention theme, for example,
has often identified negative consequences
of market manipulation and regulation, but
it is actually intervention by governments,
through subsidy support, that has made
many renewable-energy investments, such
as solar-power assets, so attractive.
In coming years we are likely to see
increased spending on infrastructure as a
result of deteriorating infrastructure in the
western world, combined with the need to
develop new infrastructure in emerging
markets1 in order to support the growth
opportunities in these countries. This is
highlighted by our construction &
reconstruction theme. The trend towards
deregulation of previously state-owned
utilities, embraced by markets such as the
UK, has opened up new avenues of

opportunity for investors keen to gain
exposure to the infrastructure sector.
Typical infrastructure assets include
government-backed PFI projects like
hospitals or roads, where the returns are
based on the availability of the asset, and
are not dependent on how many patients
require treatment or how many cars use
the road, so are not tied to the
economic cycle.
Aviation financing (owning an aeroplane
and leasing it out on a long-term fixed
contract) is another area with strong
thematic backing. Air travel benefits
from trends identified by our population
dynamics theme; although the world’s
population may be ageing, it is still
growing and therefore likely to support
an increase in air transport. The rise of
the middle class in many emerging
markets1 will further boost demand.
China’s efforts to rebalance its economy
towards consumption, as highlighted by
our Chinese influence theme, is also likely
to lead to growth in aviation in the
Asian region, where usage is currently
much below Western levels.

Aircraft leasing should provide strong
cash flows, which are not dependent on
the utilisation of the aircraft or the
profitability of the airline. Such an
investment will always be somewhat
economically sensitive since the returns
are dependent on the airline making the
lease payments: should the airline fall
into bankruptcy, it will be necessary to
re-lease the plane in what is likely to be a
weak market. However, an aircraft is a
movable asset, and if there is little demand
in one region it can be transferred to
another route.
When we search for alternative
investments, we look globally in order to
have access to the widest opportunity set.
But we also consider the stability of the
regulatory regime and the impact of tax,
which is key to understanding the net
returns to investors. In the US, for
example, there are tax disadvantages for
international investors in certain
alternative asset classes, while the UK
offers more favourable regulatory and
tax regimes.

EXHIBIT 3: ALTERNATIVES CAN DEMONSTRATE STRONG THEMATIC ATTRIBUTES
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1 C
 ompared to more established economies, the value of investments in emerging markets may be subject to greater volatility owing to differences in generally accepted accounting principles
or from economic or political instability.
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An integral part of a diversified
spectrum
Within some strategies, alternatives can
play a crucial role. Where a portfolio’s
prime objective is to achieve a sustainable
income, assets such as renewable energy
and PFI infrastructure have some very
attractive characteristics, particularly
since the cash flows are uncorrelated with
the economic cycle and unlikely to be
cut during a recession. Our Multi-Asset
Income strategy has significant exposure
to such assets.

Assets such as renewable
energy and PFI infrastructure
have some very attractive
characteristics, particularly since
the cash flows are uncorrelated
with the economic cycle and
unlikely to be cut during a
recession
A multi-asset portfolio without an income
bias has a wider opportunity set and
may have greater exposure to alternative
assets. For example, around 40% of our
Multi-Asset Diversified Return strategy
is currently invested in alternatives.
However, we do not use diversification
for the sake of diversification. Insurancelinked securities (ILSs) and catastrophe
bonds, for instance, can offer very effective
diversification, but we do not believe that
the return currently reflects the inherent
risks, so we do not own them.

Conclusion
Alternative investments are wide and varied and have some distinctive characteristics.
A broadly diversified strategy that invests in a range of alternatives could help improve
the quality of investing by holding assets that offer predictable return profiles and
differentiated risk exposures. However, alternatives should not become part of a
portfolio for their own sake; rather, it is important to take into account the risk and
return profiles, the variability of the returns, and the valuation, and to compare these
with other opportunities such as bonds and equities. Above all, investing in
alternatives is about understanding what you own and why you own it.
Paul Flood Paul is a fund manager and strategist at Newton.
He is lead manager of the Multi-Asset Diversified Return and the
Multi-Asset Income strategies, and provides leadership and analysis on asset
allocation, derivatives and convertible bonds for the wider house. He chairs the
derivatives process group, and is a member of the asset class strategy group.
Paul joined Newton in 2006, prior to which he worked at Mellon Investment
Funds Europe as a unit trust dealer. He is a CFA charterholder.
Past performance is not a guide to future performance. The value of investments and the income from
them can fall as well as rise and investors may not get back the original amount invested. Strategy
holdings are subject to change at any time without notice and should not be construed as investment
recommendations. Please read the important disclosure at the end of this document.

Strategies overview
Newton Multi-Asset
Diversified Return strategy
Aims to preserve capital and
provide long-term total returns
from a diversified, flexible portfolio,
including equities, bonds and a range
of alternative investments.
• F undamental, active and flexible
approach to selecting assets and
securities
• Controlling risk through
diversification at both asset class
and security level
• A wide opportunity set to deliver
strong risk-adjusted returns

Newton Multi-Asset Income
strategy
An unconstrained, directly invested,
actively managed strategy which
aims to deliver a sustainable monthly
income with the potential for capital
growth over the longer term.
• S
 eeks income across a broad range
of asset classes
• Aims to provide a sustainable
income without eroding capital
• Stable monthly income payments
• Directly invested and actively
managed
Your capital may be at risk. The value
of investments and the income from
them can fall as well as rise and
investors may not get back the original
amount invested.

Further information

Please contact:
Catherine Doyle
Telephone: 020 7163 2669
Email: catherine_doyle@newton.co.uk
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Important information

This is a financial promotion. This document is for professional investors only. The opinions expressed in this document are those of
Newton and should not be construed as investment advice or any other advice and are subject to change. This document is for information
purposes only and does not constitute an offer or solicitation to invest. Your capital may be at risk. Past performance is not a guide to future
performance. The value of investments and the income from them can fall as well as rise and investors may not get back the original amount
invested. Strategy holdings are subject to change at any time without notice and should not be construed as investment recommendations.
Past or current yields are not indicative of future yields. Any reference to a specific security, country or sector should not be construed as a
recommendation to buy or sell this security, country or sector. The value of overseas securities will be influenced by fluctuations in exchange
rates. Where the strategy is invested in sub-investment-grade bonds, which typically have a low credit rating and carry a high degree of
default risk, please be aware that this may affect the capital value of your investment. Where the portfolio has exposure to hedge funds, gold,
private equity and property via publicly quoted transferable securities, there are additional risks associated with these sectors. The strategy
may hold derivatives. An investment in derivatives may be volatile, but the volatility of the strategy is not expected to be any greater than that
of the underlying stock and fixed-income markets. Compared to more established economies, the value of investments in Emerging Markets
may be subject to greater volatility due to differences in generally accepted accounting principles or from economic or political instability.
You should read the Prospectus and the Key Investor Information Document (KIID) for each fund in which you want to invest. The Prospectus
and KIID can be found at www.bnymellonim.com
In the UK, this document is issued by:

Newton Investment Management Limited
The Bank of New York Mellon Centre, 160 Queen Victoria Street, London, EC4V 4LA
Tel: 020 7163 9000
Registered in England No. 01371973
Newton Investment Management is authorised and regulated by the Financial Conduct Authority.

BNY Mellon Asset Management is one of the world’s leading asset management organisations, encompassing BNY Mellon’s affiliated investment
management firms and global distribution companies. BNY Mellon is the corporate brand of The Bank of New York Mellon Corporation.

newton.co.uk
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