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wenty years ago, alternative investments were basically
real estate. At that time, such investments had fallen into
disfavour with pension funds. Today, however, institutional investors are paying more attention to alternatives
as a source of alpha, for de-risking, and to diversify their
portfolios.
On September 23, Benefits and Pensions Monitor’s Meetings
& Events division hosted an international panel on the role of
alternative investments – ‘Alternative Investments – The Wave Of
The Future.’ The panel –
◆ Ned Siegel, director, business development,
BNY Mellon Alternative Investment Services
◆ Gilles Guérin, chief executive officer,
BNP Paribas Capital Partners
◆ Kevin Fahey, director, investments, CAAT Pension Plan
◆ Michael McGowan, infrastructure market leader,
North America, Mercer Investment
– looked at the rise of alternatives such as infrastructure, private
equity, real estate, and hedge funds and what sets Canada apart
when it comes to these asset classes.
The following is an abridged version of that event.
Benefits and Pensions Monitor (BPM): What are investors
looking for when it comes to infrastructure, real estate, and private
equity?
Gilles Guérin: Some of the trends are the same here in Canada
with what we are seeing abroad. In general, when an investor is
looking at alternatives they are looking at a few things. The first
one is obviously yield. This has to do with people that are very
fixed income oriented, which is the case in Europe. Most of the
pension plan insurance companies in continental Europe are heavily geared to fixed income. Here they call it liability hedging, but
to them, they need yield so that they can basically serve and honour their liability. That is why, to some extent, real estate comes
first because it does provide both capital preservation and steady
cash flow, which is critical to them.
The second one would be private equity with more limits when
it comes to cash flow, but, hopefully, more capital appreciation.
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Then there is infrastructure. It is a very trendy asset class to the
point that you wonder whether or not there is too much dry powder
there. So, you need to be extremely selective when it comes to
finding a manager.
In the hedge fund world, European investors are still big in that
space, but they are looking at it from a diversification standpoint.
It is supposed to provide basically an equity-like return with lower
volatility than the equity market.
Michael McGowan: When we are reviewing infrastructure
investments, we look for three things: an investment that is relatively uncorrelated with other asset classes, can perform throughout various economic environments, and provides a stable and
growing cash yield with the potential for capital appreciation.
Kevin Fahey: From the plan sponsor’s side, each of those asset
classes brings something different to the table. We loosely categorize things in asset classes as being either return enhancing or
liability hedging. We would put real estate and infrastructure in our
liability hedging bucket and private equity in our return enhancing
bucket.
We also recognize that there is a spectrum. Even though we call
real estate and infrastructure liability hedging asset classes, if we
wanted true liability hedges, we would all be in nominal and real
return bonds. So we are looking for a little bit more juice than we
are going to get from bonds, given where interest rates are, and we
are looking for diversification as we go into those asset classes.
BPM: How long has CAAT been in these asset classes?
Fahey: We made our first infrastructure commitments in 2007.
The real estate allocation was approved in 2008 and we started
funding it in 2009. We also started funding private equity in 2009.
We have gotten to target with real estate and private equity, but
with infrastructure we are still making our way to the target.
BPM: Are there other benefits of going into these?
Ned Siegel: I certainly think it is a drive for diversification.
One, with real estate, you have geographic diversification. Our
clients are not just looking at the large traditional U.S. markets
like California and the northeast corridor. There’s been a lot more
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activity in the central U.S. and the southwest and it is across multifamily housing, high-end office complexes, luxury condos, and
hotels, but also industrial and commercial diversification.
This drive towards diversification is being driven partially by
some of the large European banks or insurance companies. Our
clients tell us ‘If we can’t get a large U.S. anchor investor into our
fund, then we are not going to get the European distribution as
well.’ So our clients are looking at establishing separate accounts
to pull in some European institutional investors as well as U.S.
investors.
We have also seen a drive towards a combination of yield and
total return. Take REITs for example. It has been a very strong
market in the U.S., but the focus, the change, has been a little bit
away from income cash flow towards more total return. Therefore,
there has been a lot of re-development by some of our clients in
terms of their REIT portfolios – call it value add. They are redeveloping properties and it has become more of a total return
play versus income.
The trends are geographic. Gilles talked about increasing allocations to Asia. We have also seen increased allocations to Latin
America. Many of our clients are looking at where and how they
might invest into Latin America with some of the larger markets
and where there is more infrastructure and, again, increasing diversification in their real estate portfolios.
Fahey: The diversification, return enhancement, and inflation
hedging in certain cases, those were the motivations on the way
in and they still remain the primary reasons why we are in these
asset classes.
BPM: Why is the U.S. moving towards private equity more than
infrastructure?
Siegel: In the U.S., with infrastructure versus private equity, a
lot of the investors and managers aren’t really differentiating from
a structure perspective in how they are setting these portfolios up.
Where that capital is coming from doesn’t seem to really care how
these funds are being set up as long as these assets can be put into
some kind of investment vehicle.
The bigger thing in the U.S. is it is taking a lot longer for
capital to be deployed. You are seeing higher valuations and
increasing competition for assets in private equity and real estate
as well as infrastructure. It is just taking a lot longer for this stuff
to happen.
I do not like to always bucket real estate, private equity, and
infrastructure. We understand they are separate asset classes,
but a lot of the clients that we are talking to manage all three as
asset classes. They are looking for many of the same types of
returns and reporting across each of these assets, but the underlying consideration comes back to capital sources and investment
opportunities.

BPM: What is the attraction of infrastructure to the Canadian
market?
McGowan: There are a couple of reasons why we may have
higher adoption of infrastructure in Canada than there is in the U.S.
The first is Canada has a fairly standardized method for procuring P3 contracts. In the U.S., this is coming, but they do not utilize
same standardized process that we have here in Canada.
In the U.S., there are also very deep capital pools. Infrastructure
assets are prevalent in the U.S., but they have been financed in a different manner. For example, U.S. utilities, railroads, and construction
companies have all historically been financed through public equity
markets. There is a very deep municipal bond market in the U.S. as
well that is used as a financing tool for many infrastructure assets.
BPM: Are there any other alternative investments that are gaining
traction?
Guérin: One area that has been growing and has been gaining a
lot of traction lately is private debt.
Private debt is an alternative to some extent and it has been
gaining a lot of traction because, given the evolution of regulation, a lot of banks are shying away from this type of financing.
So corporations need to go to the private market in a different way.
However, it does require a certain level of skill set. Whether
you are dealing with a homogenous market such as Canada or
more spread out markets such as Europe, how do you source the
yield? How do you go to the corporation or the banks and partner
up with the banks? That is a different skill set. The analysis on that
skill set, to some extent, is close to the one applied to some of the
extreme illiquid hedge funds.
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Private debt today is definitely increasing and will keep on
increasing given the evolution of regulation.
Fahey: We have not done any private debt yet, but it is something we have talked about and struggled over how to put it in
the portfolio. There are different kinds of private debt strategies.
Some we could think of as being fixed income or more of a real
liability hedge and, in those cases, what we have struggled with
is the fact that there are probably incremental returns at the margin to be realized above what is in our fixed income portfolio.
However, on the private side, we are going to be paying more
fees than we are for fixed income.
The other private debt strategies that we have looked at are
ones such as leveraged loans, direct funding strategies, and high
yield. They are getting returns up in the high single digits, low
doubles, and that looks pretty attractive, but we probably cannot
call that fixed income anymore. It is not doing what we are looking
for our fixed income to do.
Then it becomes, whether you like to acknowledge it or not,
a bucketing problem. Where do I put that? It is not high enough
to call it private equity. It is not infrastructure debt necessarily.
We have to find a home for these things so we are trying to find
a way to do that.
Guérin: The bucketing issue is one that I am seeing across the
world. Private debt is at the centre of it, but it is really a matter of
how you present it to your board and constituents and where you
are putting it. Some people will put private debt in fixed income
because it is easier for them. They will say it is a diversification
to fixed income. Others are putting it in the private equity space
and some even into infrastructure or real estate depending on
what they are financing.
Siegel: We have seen a lot in the private debt space too.
Insurance companies in the U.S., for example, are originating
debt so they are acting as lenders in the real estate market. That
has been a big driver in certain major markets and even some of
the smaller markets where the insurance companies are looking
for additional yield. However, they are not necessarily looking to
make the direct equity investment and manage a property management portfolio. That gets expensive and it starts to add additional
infrastructure so they are looking to become lenders.
McGowan: A lot of investors that we talk to are looking for
infrastructure private debt. The issue we find is a lot of investors

want investment grade private debt and the returns on that are very
low. The products that managers are offering are non-investment
grade private debt because returns from an investment grade private debt solution are insufficient to justify the illiquidity associated with a private markets strategy. The returns of private debt
strategies can be good and the underwriting can be good, but there
is a mismatch between what is being demanded from investors and
what is being offered by managers.
BPM: What are the current allocations to infrastructure for
Canadian funds?
McGowan: Talking with our field consultants and our actuaries,
allocations are different for each plan and are largely dependent
on the size of the plan and the tolerance for illiquidity. For clients
with a sufficient liquidity budget, our actuaries are advocating
allocations to alternative assets of up to 20 to 30 per cent. In terms
of infrastructure, the size of the programs can be up to half of the
total alternatives portfolio, generally 10 to 15 per cent.
BPM: What do you see as some of the challenges going forward
in the alternative space?
Siegel: It really comes down to where you are going to find
assets that are going to give you a good return. In the U.S., we are
seeing private equity being put into a lot of energy-related investments. There are investment opportunities in certain sectors where
greater returns are possible, but the analysis is taking a bit longer.
In private equity, we are seeing a lot of debt being placed into
these vehicles and there are limited liquidity provisions so they
are considered to be or deemed to be hybrid type entities. We
are seeing certain types of real estate assets being put into more
traditional private equity vehicles as a complement to some of the
existing assets. A lot of the managers that we are talking to are
looking not just in the U.S., they are looking abroad, particularly
in Latin America and certain Asian markets where the valuation
cycles are at the low end right now.
Guérin: The main challenge will be finding the right manager. If
you want that value added space, buying greenfield for infrastructure is one thing. Turning to brownfield is a different skill set. So,
the challenge when we are selecting managers will be doing our
homework and finding the right one that has been there, done that,
and has the right skills.
BPM
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