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$1�,1752'8&7,21�72�5($/�$66(76�DXWKRU��-D\�<RGHU��$OWLXV�$VVRFLDWHV�
Real assets, also commonly known as hard assets or inflation hedges, are of increasing interest 
to investors as they realize that the world markets will recover.  Such assets include real estate, 
energy, timber, and infrastructure.  Although most institutional investors are comfortable with 
real estate, the other assets may be less familiar.  In this paper, we briefly review and explain 
the strategic rationale for investing in real assets, today’s opportunities, the risks involved, and 
mitigating those risks.   
 
6WUDWHJLF�5DWLRQDOH
The advantages of adding real assets to a portfolio have been thoroughly demonstrated over the 
past two decades and are now well-recognized and accepted by institutional investors and 
consultants throughout the world.  These key attributes include attractive risk/return profiles, 
excellent diversification, inflation protection, and the ability of top managers to add value in 
inefficient sectors.  This paper will now take a closer look at each of these four benefits. 
 
6WURQJ�UHWXUQV�
Altius believes that returns in the mid-teens are achievable from a diversified portfolio of top-
tier energy, timber, and infrastructure funds.  Therefore, an allocation to real assets is likely to 
enhance the return of one’s portfolio. 

$QQXDOL]HG�5HWXUQV 
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Sources: MSCI Barra, Lehman Brothers, Altius, Macquarie, NCREIF Timberland Index, Yahoo Finance 
5HWXUQV� IURP�1&5(,)� 7LPEHUODQG� ,QGH[��0DFTXDULH¶V� XQOLVWHG� �SULYDWH�� LQIUDVWUXFWXUH� IXQGV�� $OWLXV¶� SURSULHWDU\� (QHUJ\� ,QGH[�
EXLOW�ZLWK� FDVK� IORZ�GDWD� IURP�(QFDS��)LUVW� 5HVHUYH��1*3��DQG�4XDQWXP��/HKPDQ�%URWKHUV�*OREDO�$JJUHJDWH� ,QGH[��6	3�����
,QGH[��06&,�($)(�,QGH[���$OO�UHWXUQV�DUH����\HDU�ILJXUHV�WKURXJK�0DUFK����������ZLWK�WKH�H[FHSWLRQ�RI�3ULYDWH�,QIUDVWUXFWXUH����
\HDUV�WKURXJK�0DUFK�����������DQG�3ULYDWH�(QHUJ\�����\HDUV�WKURXJK�'HFHPEHU������������
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As the graph above clearly illustrates, returns from private real assets have generally exceeded 
those of traditional asset classes over the past decade or so. 
 
It is important to note that data series for real assets are not nearly as robust or pure as those for 
traditional investments (VHH� GLVFORVXUH� DW� HQG� RI� SDSHU� IRU� GHWDLOV� RQ� DOO� FKDUW� GDWD).  And 
private energy returns have certainly benefitted from the unprecedented rise in energy prices 
over the past five years. 
 
([FHOOHQW�GLYHUVLILFDWLRQ�
The inclusion of real assets in one’s portfolio also contributes a second benefit: valuable 
diversification and volatility reduction for the overall portfolio.  Unlike most traditional asset 
classes and even equity-oriented hedge funds, most inflation hedges have low or negative 
correlations with stock and bond market returns.  This means that adding an allocation or real 
assets, typical inflation hedges will reduce the volatility of returns from a portfolio.   

&RUUHODWLRQV�:LWK�7UDGLWLRQDO�$VVHW�&ODVVHV 
86�6WRFNV 1RQ�86�6WRFNV %RQGV &DVK

Energy -0.13 -0.21 -0.29 0.21 

Timber 0.44 0.01 0.09 0.41 

Infrastructure 0.58 0.59 0.31 0.26 

�
5HIOHFWV�GDWD�VRXUFHG�IURP�-3�0RUJDQ��)RUHVW�5HVHDUFK�*URXS�DQG�,EERWVRQ�$VVRFLDWHV�0HULW�(QHUJ\���7KH�IROORZLQJ�LQGLFHV�
�RYHU� WKLV� WLPH� SHULRG�� ZHUH� XVHG�� 1&5(,)� 7LPEHUODQG� ,QGH[� ������������� ,EERWVRQ� 'LUHFW� (QHUJ\� ,QGH[� �������������
0DFTXDULH�*OREDO� ,QIUDVWUXFWXUH� ,QGH[� ������������ DQG� WKH�8%6� ,QIUDVWUXFWXUH� DQG�8WLOLW\� ,QGH[� ������������ IRU�1RQ�86�
(TXLW\�ILJXUH���7KH�WUDGLWLRQDO�LQGLFHV�XVHG�ZHUH�6	3������06&,�($)(��/HKPDQ�ERQG�LQGLFHV�ZKLFK�YDULHG�E\�VRXUFH��DQG����
GD\�7�ELOOV��

�

As shown in the table above, energy and timber have low or negative correlations with stocks, 
bonds, and cash.  Infrastructure, on the other hand, exhibits higher, but still modest, positive 
correlation with traditional investments.  Because high quality private infrastructure data are 
rare or non-existent, public infrastructure stock returns have been used to calculate the 
correlations in this chart.  Altius believes direct or private infrastructure returns have lower 
correlations and thus provide even greater diversification benefits than this chart would 
indicate. 
 
Using long-term historical returns, asset allocation tools such as efficient frontiers, shortfall 
analysis, and Monte Carlo simulation will all demonstrate that the risk/return characteristics of 
a portfolio with, say, a 10-25% allocation to inflation hedges are superior to those of a portfolio 
without this valuable asset class. 
 
,QIODWLRQ�SURWHFWLRQ�
Real assets also provide a measure of protection against unexpected inflation and sustained 
periods of general price increases.  Inflation - a rise in the general level of prices of goods and 
services - has been, and remains, one of the greatest potential threats to any long-term pool of 
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funds. It is likely that inflation will re-emerge once economies recover and before central 
bankers exercise methods to combat it. 
 
As shown in the graph below, returns from energy, timber, and infrastructure exhibit a positive 
correlation to inflation, while traditional asset classes (excluding cash) show negative 
correlation with inflation. 

&RUUHODWLRQ�ZLWK�,QIODWLRQ 
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Sources: JP Morgan, Forest Research Group, Ibbotson Associates/Merit Energy and MSCI Barra.  
5HIOHFWV�GDWD�VRXUFHG�IURP�-3�0RUJDQ��)RUHVW�5HVHDUFK�*URXS��DQG�,EERWVRQ�$VVRFLDWHV�0HULW�(QHUJ\���7KH�IROORZLQJ�LQGLFHV�
�RYHU�WKLV�WLPH�SHULRG��ZHUH�XVHG��1&5(,)�7LPEHUODQG�,QGH[��������������,EERWVRQ�'LUHFW�(QHUJ\�,QGH[��������������&DVK�
IORZV� RI� SXEOLFO\� WUDGHG� DQG� JRYHUQPHQW� RZQHG� LQIUDVWUXFWXUH� DVVHWV� ������������� /HKPDQ� $JJUHJDWH� %RQG� ,QGH[� ������
�������6	3������������������06&,�($)(��������������

 
Real assets have historically provided attractive real returns during inflationary times when 
traditional stocks and bonds have performed poorly.  In effect, an allocation to real assets 
serves as an insurance policy against the harmful effects of inflation. 
 
&DQ�D�6PDOO�$OORFDWLRQ�WR�,QIODWLRQ�+HGJHV�5HDOO\�0DNH�D�'LIIHUHQFH"
One often hears some version of this question relative to smaller asset or sub-asset classes.  In a 
study I directed several years ago, the impact that a 10% allocation to inflation hedges would 
have had over the previous three decades was analyzed.  A beginning market value of $1 
billion was assumed and actual historical returns were utilized.  It came as no surprise that a 
portfolio with inflation hedges would have had higher returns and lower volatility than one 
without.  The PDJQLWXGH of the differences, however, was astonishing: 
 

1. The portfolio with inflation hedges would have had DQ� HQGLQJ� YDOXH� �����PLOOLRQ�JUHDWHU than the portfolio without inflation hedges. 
2. The portfolio with inflation hedges would also have generated ����� PLOOLRQ� LQ�DGGLWLRQDO�GLVWULEXWLRQV�over this period (assuming annual distributions of 5%). 
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This shows that a 10% allocation can, indeed, make a significant difference to the performance 
of a portfolio.  Over several decades, the impact can be enormous. 
 
Investors may differ over whether inflation remains a serious threat today, but as Larry Siegel, 
Director of Policy Research at the Ford Foundation, has written, “For almost all investors, the 
prudent thing is to hedge against inflation.” 
 
*UHDW�YDOXH�DGG�SRWHQWLDO�
The final, but no less important, advantage of private equity investments in real assets is their 
market inefficiencies.  Traditional assets classes are efficient and it is difficult for even the best 
managers to consistently add value.  In addition, there is little or no persistence of out-
performance.  In contrast the real assets markets of energy, timber, and infrastructure are 
inefficient and the best managers add substantial value.  Sourcing and gaining access to these 
top-tier managers is difficult, but crucial.  If one cannot invest with the best managers, it is 
probably best not to invest at all, as average managers are likely to disappoint. 
 
7RGD\¶V�2SSRUWXQLWLHV�IRU�5HDO�$VVHWV
The strategic rationale for adding real assets to a portfolio is clear.  However, investors often 
ask if WRGD\ is a good time to invest.  In other words, is it tactically a wise move?  Before 
addressing that question, Altius stresses that it discourages market timing.  Rather, it 
recommends that investors make a long-term commitment to this alternative asset class (just as 
in private equity).  We claim no ability to predict short-term commodity price cycles.  That is 
why our investment strategy is designed to produce attractive returns even in unfavorable 
commodity price environments.  Still, there are compelling reasons why energy, timber, and 
infrastructure will remain attractive investments for the next decade.  Some of the drivers of the 
attractions of each real assets sub-asset class are described below: 
 
(QHUJ\�

• Rapid expansion taking place in China, India, and the Middle East is will continue to 
push energy demand higher, despite the current economic problems. 

• Little or no excess capacity exists anywhere in the world, due to 20 years of 
underinvestment.  This applies to virtually all energy sectors: production, transportation, 
storage, and refining.  

• Many of the world’s major oil fields are located in hostile countries with unstable 
political and/or social structures. 

• Power generation and transmission are in great need of expansion and upgrading.  The 
International Energy Agency projects the need for over $26 trillion of new capital 
expenditures on energy infrastructure between now and 2030. 

 
,QIUDVWUXFWXUH�

• Governmental entities at all levels are looking at privatization opportunities due to 
budget pressures. 

• The American Society of Civil Engineers estimates that the infrastructure investment gap 
over the next five years in the U.S. alone exceeds $1 trillion. 

• U.S. traffic (vehicle miles traveled) is growing 15 times faster than capacity, according to 
Fitch Ratings.  Trends are similar around the world. 



$1 ,1752'8&7,21�72�5($/�$66(76 

JANUARY 2009 5 

• A study by the Organisation for Economic Co-operation and Development projects that 
$1.25 trillion per year will be expended on non-telecom infrastructure between 2010 and 
2020.  

 
7LPEHU�

• Despite today’s poor housing market, global demand for wood products marches upward 
as populations grow and economies expand. 

• Timber has historically generated high returns during inflationary periods (over 20% 
annually from 1973-1981). 

• Institutional investors’ allocations to timber are expected to increase over the next 
decade.  A 2007 Merrill Lynch survey found that only 37% of U.S. pension funds and 
52% of endowments have invested in timber (and most of these have less than 2% of 
their portfolio in timber). 

• European pension plans are increasing timber allocations in pursuit of “low carbon” 
strategies to positively impact perceived climate change. 

 
Since it is not possible to accurately predict which specific sector will perform best in the 
future, Altius recommends that a real assets allocation include exposure to most of the main 
inflation hedges: timber, energy, infrastructure, real estate, inflation-linked bonds, and 
commodities.  
 
&RQFOXVLRQ
Large sophisticated investors have already made substantial allocations and commitments to 
real assets.  In fiscal year 2007, both Harvard Management Company and Yale University’s 
single largest policy allocation was to real assets, 31% and 27% respectively.   
 
There are clear advantages to adding real assets to a portfolio.  An allocation to the asset class 
allows investors to benefit from higher returns, reduced risk, a measure of protection against 
inflation, and the ability of top managers to add substantial value in these inefficient markets. 
 
-D\�<RGHU��&)$�LV�D�3DUWQHU�DQG�+HDG�RI�5HDO�$VVHWV���+H�KDV�RYHUDOO�UHVSRQVLELOLW\�IRU�LQYHVWPHQWV�LQ�UHDO�DVVHWV��IRFXVLQJ� RQ� HQHUJ\�� WLPEHU� DQG� LQIUDVWUXFWXUH�� �+H�KDV� RYHU� ��� \HDUV� RI� LQYHVWPHQW� H[SHULHQFH�� ZLWK� ��� \HDUV
�H[SHULHQFH�LQ�UHDO�DVVHWV���3ULRU�WR�MRLQLQJ�$OWLXV��-D\�ZDV�D�FR�IRXQGHU�RI�7XFNHUEURRN�$OWHUQDWLYH�,QYHVWPHQWV��ORFDWHG�LQ�0DUEOHKHDG��0$��ZKHUH�KH�PDQDJHG�D� UHDO�DVVHWV�IXQG�RI�IXQGV�� �3ULRU� WR�7XFNHUEURRN��-D\�ZDV�'LUHFWRU�RI� ,QYHVWPHQWV�DW�ERWK�6PLWK�&ROOHJH�DQG�9DVVDU�&ROOHJH��ZKHUH�KH�JHQHUDWHG�WRS�TXDUWLOH�UHWXUQV��+H�LV�DOVR�WKH�DXWKRU�RI�(QGRZPHQW�0DQDJHPHQW��$�3UDFWLFDO�*XLGH��SXEOLVKHG�LQ�������
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