Invesco Vision Case Study 8: Portfolio construction with

alternative assets
Evaluating opportunities for improved risk-adjusted returns

In this case, we examine the impact of introducing alternative assets into a typical multi-asset
portfolio. More specifically, we start by considering an efficient frontier comprised of a small set of
fixed income and equity indices. We then consider a scenario where we allow for the inclusion of a
handful of alternative asset classes, including Private Equity, Private Real Estate, Infrastructure,
and Mezzanine Debt. This allows us to directly evaluate the impact of including alternatives. Also,
given the complexities that are often involved with developing return, risk, and correlation
estimates for illiquid asset classes, we have chosen to conduct the analysis using robust mean-
variance optimization. This results in portfolio allocations that are more diversified and less
susceptible to return estimate uncertainty. This also helps to avoid highly concentrated weights to
alternatives that result as a function of their attractive risk to return characteristics. We have
included a hypothetical portfolio that does not include alternative assets for comparison purposes.

In Figure C8a, the first thing to note is that the scenario efficient frontier that includes the
alternative asset classes sits above the frontier of only traditional assets. This is to be expected as
several of the alternative assets have higher expected returns as well as low correlations with the
traditional assets. Second, when we examine the factor analysis for the selected efficient portfolio
on the scenario frontier, we see that it provides the same return as the current portfolio with much
better diversification across the macro factors. In this allocation, there is a very meaningful
reduction in the equity risk that is replaced by direct real estate, pure private equity, and credit
factor exposures. Finally, it is interesting to note that the exposure to alternatives is actually higher
than public equities across the entire frontier. This could be a concern for an investor that has
significant liquidity requirements. In such a situation, we could impose a constraint on the
maximum allowable allocation to alternatives.

In Figure C8b, we present the underlying correlations for the asset universe considered. As can be
seen, the correlation of alternatives with the other growth-oriented assets is lower than the
correlations of the original growth assets among themselves. This is a direct result of the illiquid
and idiosyncratic nature of these assets. It is interesting to note, however, that during stressed
periods, such as during the Global Financial Crisis, the correlation of alternative assets with
traditional assets does tend to increase. While this suggests that the benefits of alternatives may
be somewhat overstated during stressed financial periods, there are benefits to investing in assets
that provide access to a broad and differentiated set of return sources.
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Figure C8a: Portfolio construction with alternative assets
Comparison of frontiers with alternative investments (scenario frontier) and without (frontier)
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Figure C8b: Correlations of traditional and alternative assets
Comparison of alternative asset correlations on average and during the Global Financial Crisis
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Important information

This document has been prepared only for those persons to whom Invesco has provided it for informational purposes only.
This document is not an offering of a financial product and is not intended for and should not be distributed to retail clients
who are resident in jurisdiction where its distribution is not authorized or is unlawful. Circulation, disclosure, or
dissemination of all or any part of this document to any person without the consent of Invesco is prohibited.

This document may contain statements that are not purely historical in nature but are "forward-looking statements," which
are based on certain assumptions of future events. Forward-looking statements are based on information available on the
date hereof, and Invesco does not assume any duty to update any forward-looking statement. Actual events may differ
from those assumed. There can be no assurance that forward-looking statements, including any projected returns, will
materialize or that actual market conditions and/or performance results will not be materially different or worse than those
presented.

The information in this document has been prepared without taking into account any investor’s investment objectives,
financial situation or particular needs. Before acting on the information the investor should consider its appropriateness
having regard to their investment objectives, financial situation and needs.

You should note that this information:

B may contain references to amounts which are not in local currencies;

B may contain financial information which is not prepared in accordance with the laws or practices of your country of
residence;

B may not address risks associated with investment in foreign currency denominated investments; and

m does not address local tax issues.

All material presented is compiled from sources believed to be reliable and current, but accuracy cannot be guaranteed.
Investment involves risk. Please review all financial material carefully before investing. The opinions expressed are based
on current market conditions and are subject to change without notice. These opinions may differ from those of other
Invesco investment professionals.

The distribution and offering of this document in certain jurisdictions may be restricted by law. Persons into whose
possession this marketing material may come are required to inform themselves about and to comply with any relevant
restrictions. This does not constitute an offer or solicitation by anyone in any jurisdiction in which such an offer is not
authorised or to any person to whom it is unlawful to make such an offer or solicitation.





