RBC Phillips, Hager & North Investment Counsel Inc.

SPECIAL REPORT

The role of alternative
investments in your
portfolio

ThisPage
page2 ofhas
18 been intentionally left blank.

Page 3 of 18

Fifty years ago when people talked about investments, they were often referring
to the traditional public bond and stock markets. Alternative investments were
understood by most investors to mean alternatives to public stocks and bonds,
or everything else not available in the traditional public markets. Over the last
few decades, alternative investments have evolved and grown in popularity
among institutional investors like pension plans and endowment funds, and
more recently with private investors. The search for higher expected returns and
diversification of traditional markets have been two of the main drivers behind
the growth in this asset class.

Stuart Morrow, CFA
Chief Investment Strategist
RBC Phillips, Hager & North
Investment Counsel Inc.

Generally speaking, “alternative investments” refer to investments in the equity,
or debt structures of a privately-owned company, but may also include private
capital within publicly traded companies. Alternative investments include a
large cross-section of companies that range from very large companies that
may choose to avoid the costs and regulations associated with being a public
company, to companies that are too small or at too early a stage of development
to raise capital in the public markets. Alternative investments, for the most
part, encompass hedge funds, private equity, private debt, real estate and
infrastructure.
We hope that you find this guide to alternative investments to be helpful. For
some investors, the alternative investment industry jargon may be overwhelming
at times. We’ve created a quick reference glossary at the end of this article to
help clarify some of the most common terms you may encounter as an investor in
alternative investments.

Many “alternative” investments are high risk and complex, and therefore may not be appropriate for investors with limited investment
knowledge or experience, or with a low risk capacity or appetite. This report is intended to be educational only about alternative
investments as a general asset class. Should you have any questions or wish to discuss specific investments, please speak with your
Investment Counsellor.
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Sizing up the private
market opportunity
Figure 1: Capitalization of global asset classes
Total Market Capitalization as of Sept-2021
in US Dollars

Total Market Capitalization (Alternatives) as of
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Source: J.P. Morgan. Reprinted with permission. As of September, 2021.

Over the seven-year period from 2014-2021, the amount of
alternative assets almost doubled, growing at a compound
annual growth rate of 8.3% to US$22.5 trillion, a slightly
higher growth rate when compared to traditional fixed
income and equity investments, which grew 7.0% annually
over the same period. The total value of alternative
investments (private equity, private debt, real estate and
hedge funds) in 2021 was approximately 11.4% of the total
market capitalization value of all investable assets, up

significantly from 6.5% of total assets at the end of 2005.
Even further back than this, alternative investments have
been growing 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. According to the Pension Investment Association
of Canada’s annual asset allocation survey, defined
benefit plans have steadily increased their participation in
alternatives over the past 20 years.

Figure 2: Alternative investment exposure for Canadian Pension Plans as of Dec 2020
Source: Pension Investment
Association of Canada (link).
ASSET MIX OF DB PLANS
SPONSOR ORGANIZATIONS
REPRESENTED BY MEMBERS
AS AT DEC 31, 2020. The charts
identify the largest and smallest
exposure to each asset class
as a percentage of each fund’s
total asset mix noted by the lines
attached to the box. You will
also find the median exposure
denoted with the middle line,
and the top and bottom quartile
denoted with the line at the top
and bottom of each box. The
‘x’ mark identifies the average
fund actual exposure. Total
PIAC member fund DB plan AUM
was $2.454T at the end of 2020,
up 7.4% from prior year (2019 $2.286T). Information presented
here is for illustration purposes
only, and is not a recommended
asset mix for clients.

Source: Pension Investment Association of Canada (link). ASSET MIX OF DB PLANS SPONSOR
ORGANIZATIONS REPRESENTED BY MEMBERS AS AT DEC 31, 2020. The charts identify the largest and
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As shown in Figure 2, the average alternative investments allocation inside Canadian pension plans is 20%,
according to the most recent data available as of December 2020. The second chart in Figure 2 details the sub-asset
classes of alternatives held inside Canadian pension plans.
Meanwhile, individual investor exposure to alternative investments lags behind that of the pension plans (Figure 3).

Figure 3: Allocations to alternatives across different investor types (as of Dec. 31, 2020)
Portfolio allocation to alternatives by investor type
UHNW allocations eclipse institutional investor allocations
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Alternative investments in a risk/reward continuum
The growth in alternative investment assets has been driven by expectations of higher returns, while others are
driven by the expected diversification (i.e., risk-reduction) benefits when combined in a balanced portfolio of
traditional stocks and bonds. It helps to illustrate where the broad classes of alternative investments fit on this
two-factor spectrum of risk reducing and return enhancing. The categories of alternatives overlap across these two
factors as shown in Figure 4, given the breadth of individual strategies within each category.

Figure 4: Alternative investments in the risk/reward continuum

Hedge Funds

Real Assets (infrastructure, commodities, farmland)

Private Credit

Private Equity

Real Estate

Source: RBC PH&N Investment Counsel. For illustrative purposes only. Terms used “risk reducing” and “return enhancing” refer to the
individual alternative investment category such as Hedge Funds, or Real assets, and its historical effect on the risk/return profile for
a traditional balanced portfolio of 60% public equities and 40% public bonds. Risk reducing is generally measured using the standard
deviation of historical returns (i.e., how much the returns fluctuate over time) and the correlation coefficient of the investment to
another investment or a portfolio (i.e., how closely the historical returns of one investment correlate to another). Return enhancing is
generally measured using total return including income and/or dividends of the investment to another investment or a portfolio.
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Here is an overview of each category of alternative
investments:
• Hedge funds – a wide spectrum of investment strategies but
generally they are pooled investment funds that typically
have more flexible investment strategies than, for example,
mutual funds. Many hedge funds seek to profit in all kinds
of markets by using leverage (in other words, borrowing to
increase investment exposure as well as risk), short-selling
and other speculative investment practices that are not
often used by mutual funds. Hedge funds span the spectrum
from being risk reducing to return enhancing. For instance,
short-biased equity strategies are expected to lower a
portfolio’s overall equity exposure while producing some
degree of excess returns. Arbitrage and event-driven hedge
fund strategies, if executed properly, may also exhibit low
to no correlation with traditional fixed-income and equity
investments (i.e., provide diversification to help reduce risk).
• Real assets – includes commercial real estate,
infrastructure, farmland, timber, commodities and energy
assets. The common thread for these investments is
that the underlying investment is a physical asset with a
relatively high degree of correlation with inflation broadly
or with a sub-component of inflation, such as oil (energy
funds), agricultural products (farmland), or pulp and wood
products (timber). Real estate strategies range from core
(ownership of fully occupied properties and collecting
rents), to opportunistic (ground-up property development).
Real estate investments have shown to provide protection
against unanticipated increases in inflation. Infrastructure
typically displays similar high degrees of correlation to
inflation as real estate.

• Private credit – includes direct lending and investing in
“distressed” assets. Direct lending investments are typically
income-producing, and the investor assumes any default
or recovery risks. High-quality direct-lending funds typically
behave like investment-grade bonds, while low-quality funds
behave more like high-yield bonds. Distressed debt, on the
other hand, has a more equity-like profile, with an expected
return profile on the value of a company’s assets relative to
its debt. In this case, distressed debt may be considered a
higher risk strategy than direct lending.
• Private equity – a private equity fund is a type of private
fund that is managed by a private equity firm. Private
equity funds pursue a variety of investment strategies (for
example, buyout, growth equity and venture capital). A
typical investment strategy undertaken by private equity
fund is to take a controlling interest in a portfolio company
and engage actively in the management and direction of the
business in order to increase its value. Some private equity
funds may also specialize in making minority investments in
fast-growing businesses or startups. Private equity tends to
be viewed as a return enhancer in a portfolio of traditional
assets given an expected return premium due to illiquidity
and potential benefit for a private equity manager to add
value to equity investors through operational changes.
Given the higher correlation that exists between public and
private equity, there may be limited diversification benefits
when added to a portfolio with significant public equity
exposure.
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Why invest in
alternative investments?
In January 2022, RBC Global Asset Management published an
article titled “Recalibrating return expectations for the road
ahead" (https://www.rbcgam.com/en/ca/article/recalibratingreturn-expectations-for-the-road-ahead/detail). This article
cautioned investors that historical returns from stocks
and bonds are unlikely to be repeated in the future. While
constructive on public equity markets, RBC Global Asset
Management recognizes that the future returns from stocks
will likely be lower than the double-digit gains of recent past.
And over the long term, its forecast is for mid-single digits for
the S&P 500 Index, and somewhat higher returns (i.e. high
single digits) for other regions it follows.
This moderated outlook for forward-looking returns has
implications across an investment portfolio as stocks have
historically been the source of capital growth in traditional
portfolios. RBC Global Asset Management added that: “Over
the last year, a sample balanced portfolio (consisting of 60%
equities, 38% bonds and 2% cash) has generated a return of
12.0%. If we look at the 10-year trailing return for that same
portfolio, investors would have earned annualized returns
of 8.1%. Looking forward, using our long-term forecasts, the
expected annualized return over the next decade falls to a
range of 4-5%. So in a world where yields are expected to rise
from low levels and equity markets valuations are high relative
to history, investors need to adjust their expectations to
ensure that they can continue to meet their investment goals.”

outperformed public equities over different periods of time
as illustrated in Figure 5. The degree of outperformance by
private equity relative to public equity may be attributed
to a liquidity premium, or compensation by investors to
foregoing the right to liquidate a position at their discretion.
The additional return over public equities may also be
attributed to greater control over the underlying company
to make operational, governance and financing decisions
(e.g. increase leverage).
As seen in Figure 5, over longer holding periods, the volatility
of returns reduces significantly when compared to shorter
holding periods. This analysis was done using data dating
back to 1993 and looks at rolling returns over the given time
periods. As we see in Figure 5, even a reasonable five-year
holding period has significantly reduced volatility when
compared to the one-year period. We like the odds of positive
returns to equities over the long term.

Figure 5: Six-year Annualized Return (%) for the Median
Private Equity (PE) fund and the S&P 500 Index.

We agree that forward expectations need to be adjusted
downward across all asset classes, including alternative
investments when compared to historical returns. However,
we believe that including alternatives in a portfolio may
provide the opportunity for both return enhancement and
portfolio diversification opportunities as explained here.
At RBC PH&N Investment Counsel, our Investment
Counsellors take the time to understand your specific goals/
objectives, as well as your tolerance and capacity to take
risk, in order to determine if any alternative investments may
play a suitable role in your portfolio. Generally, the primary
reasons that alternatives may play a role in your portfolio
would be the potential for return enhancement and risk
reduction through diversification.
• Return enhancement: Return enhancement from
alternative investments may come from a combination
of factors. For instance, historically, private equity has

Source: Prequin, RBC Wealth Management. X-axis calendar years represent the starting point for each vintage
year. Annualized returns were calculated over a six-year period on the Prequin Global Private Equity (PE) Index
for each vintage year. IRR (Internal Rate of Return), reflects the performance of a private equity fund by taking
into account the size and timing of its cash flows (capital calls and distributions) and its net asset value at the
time of the calculation. Latest available data to 2020, hence the last year plotted on the chart is 2014 given
a six-year performance period. Data is quarterly, time-weighted, in U.S. dollars, and gross of fees, expenses,
transaction costs and taxes. Past performance is not an indication of future performance, and you cannot
invest directly in an index. Please see the disclosure section for details on the indexes used in this chart.
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On the fixed income side, there has also been a historical
premium for private versus public investments, though not
to the same historical spread that we have seen in private
equity over public equity, given different risk characteristics.
Fixed income investors have found incremental returns
in private credit over publicly listed bonds through the
liquidity premium and also through leverage. It’s important
to note that past performance is not an indication of
future performance, and alternatives may not outperform
traditional asset classes. However, over longer timeframes,
investors may earn incremental returns in alternative
investments over traditional asset classes for the risks they
assume (but this is not guaranteed). These risks include
manager selection, liquidity and leverage risk, to name a few.

• Diversification of public market investments: A second
important reason to consider alternative investments is
the diversification potential, which comes in two forms:
exposure to a greater assortment of potential investment
opportunities, and potential uncorrelated exposures.
For instance, in the United States alone, there are over
150,000 private companies (over 20,000 of which have
annual revenues greater than US$100 million) compared to
around 4,000 public companies. In terms of uncorrelated
exposures, private equity and credit can provide exposure
to companies in different stages of their lifecycles. Private
credit, real estate and infrastructure investments offer
opportunities to access potentially attractive income
streams from assets that may otherwise be inaccessible.
In Figure 6 we provide an overview of the correlation
coefficient for various asset classes including public bonds,
equities and alternative investments.

Figure 6: Correlation coefficient of public and private market asset classes (2000-2021)
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Source: RBC PH&N Investment Counsel, Morningstar Direct. This correlation coefficient is a single number that measures both the strength and direction of the linear relationship between two continuous variables. Values
can range from -1 to +1. The greater the absolute value of the correlation coefficient, the stronger the relationship. The sign of the correlation coefficient represents the direction of the relationship. Data series is from Jan
1, 2020 to Dec 31, 2021, except for Private Equity, see below. Data is monthly (except for Private Equity, see below), time-weighted, in Canadian dollars, and gross of fees, expenses, transaction costs and taxes. Proxies used
for each asset class: US Stocks (S&P 500 TR USD), Global Stocks (MSCI World NR USD), Govt Bonds (ICE BofA US Trsy & Agcy TR USD), Corp Bonds (ICE BofA US BBB US Corporate TR USD), Private Credit (Credit Suisse
Leveraged Loan USD), Private Equity (Cambridge Associates Private Equity (Quarterly returns - 01/01/2000 -12/31/2017), Farmland (NCREIF Farmland), Infrastructure (MSCI World Infrastructure NR USD), and Real Estate
(MSCI World/Real Estate NR USD). Past performance is not an indication of future performance, and you cannot invest directly in an index. Please see the disclosure section for details on the indexes used in this chart.

You can see from Figure 6 the green shaded sections indicate where there has historically been a low correlation between
asset classes. For instance, between Global Stocks and Global Bonds, -0.19 indicates that from 2000-2021, the price of
bonds and stocks moved somewhat in opposite direction. This is a leading principle in portfolio diversification. Assets
with low correlation help to reduce overall portfolio volatility. For alternative investments and traditional investment
asset classes, the correlations vary from high (less diversification) between private equity, US/global stocks, to low (more
diversification) between private equity and Global bonds, for instance. We’ve bolded the negative correlations across
the matrix to highlight those asset classes that have the greater potential for diversification benefits when combined
in a portfolio. Note that correlation coefficients are based on historical data and of course past performance is not an
indication of future performance.
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The role of traditional and
alternatives in a multi-asset
portfolio
Investors may categorize a particular asset class such as
public equities, hedge funds or real estate based on the
role that asset class may play in the overall portfolio. The
particular role and the corresponding weight (amount
invested) of the investment in the portfolio may be dependent
on a number of factors. Among others, these include the

investor’s goals and objectives, time horizon, risk tolerance,
risk capacity, liquidity needs and their investment experience/
knowledge. In Figure 7, we’ve provided an illustrative guide of
the particular role an asset class may have in a multi-asset
portfolio (i.e., a portfolio with more than one asset class).

Figure 7: The role of asset classes in a multi-asset portfolio
THE ROLE OF ASSET CLASSES IN A MULTI-ASSET PORTFOLIO
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Stepping back and looking at Figure 7, you can visually
appreciate the benefits of diversification from including
alternative investments with traditional investments like
public bonds and equities. The trade-offs between different
features in Figure 7, such as capital growth and liquidity
(private equity has high capital growth potential, but low
liquidity and transparency), is also important to note. And
to reiterate an earlier point, the diversification benefit of
having access to a wider universe of investment opportunities
in alternative investments over traditional investments is
underlined in Figure 7.

L

Source: RBC PH&N Investment Counsel, CFA Institute as of January,
2022. Definitions used: Capital growth (expectations for the
compound growth of invested capital over a market cycle ranging
from 5-20 years), Income generation (expectations of interest or
dividend income earned on invested capital), Preservation of capital
(the probability of losing any of your invested capital before fees,
expenses, transaction costs, taxes and inflation), Inflation / rate
sensitivity (the degree to which the underlying value of the invested
capital fluctuates over time with the change in inflation), Liquidity
(the ability to sell your investment during its term and/or without
impacting the price), Risk diversification (the correlation coefficient
over an extended +10-year period of time relative to public equities
such as the S&P 500 Index), Transparency (public markets are
valued on a minute-by-minute basis and quickly reflect new
information, valuations on private market assets are less frequent,
often delivered with a lag, and at times subject to estimates, and
therefore transparency is much lower compared to public market
asset classes), Ease of Access (public market investments like
stocks and bonds are available to almost all investor types while
most alternative investments are available to accredited investors
which is defined as an investor with over $1 million in financial
assets or $200,000 of annual income (or $300,000 of joint household
income). Note that all of the degrees of assigned features from “Very
high” to “Low” are expectations based on historical performance
and are subject to uncertainty. Past performance is no guarantee of
future performance, and you cannot invest directly in an asset class.

When we decide on integrating alternative investments
with traditional investments, we may have to sell some
traditional investments. Typically allocations to private
equity will come from public equities, while allocations to
real estate, private credit, and real assets like infrastructure
will come from public fixed income investments. Hedge
funds are a little different as they span the spectrum of risk
reducing and return enhancing as shown earlier in Figure
4. All of this to say, your RBC PH&N Investment Counselor
will customize your specific strategic asset allocation mix
based on your goals/objectives, risk tolerance and individual
unique circumstances such as accumulated gains in taxable
investment accounts.
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What are some of the unique
considerations when it comes to
investing in alternatives compared
to traditional investments?
• Investor qualifications: Private market funds do not have
a prospectus and are not registered with a securities
regulator. That means that they must, at a minimum, be
restricted to “accredited investors” defined as investors
with over $1 million in financial assets or $200,000 of
annual income (or $300,000 of joint household income).
Many of the leading U.S. funds that may become available
in Canada are registered in such a way that their
distribution must be restricted to individuals who meet
the U.S. definition of a “qualified purchaser” for which
the primary criteria is US$5 million in liquid assets for an
individual and US$25 million for an organization. These
funds will also have further restrictions on how and to
whom they are marketed, including some funds restricting
their use to those considered to be “sophisticated
persons” (i.e. a person who has knowledge and experience
in financial or business matters necessary to evaluate
merits and risks of a particular investment).
• Valuation of fund assets – these are generally not
“marked to market” (or valuated) on a daily basis. While
valuations are easily observable in the public markets,
they may not be readily available for private assets due
to a lack of comparable assets or visible transactions.
In many cases, fund managers must estimate a fair
value, often employing an independent third party in the
process. Certainly, there are industry best practices for
valuing buildings, businesses and credit risk, but the level
of judgement applied will vary with the nature of the asset,
and this forms an important part of the due diligence
process.
This also introduces a potential conflict in that higher
valuations may lead to higher reported performance for a
fund, and therefore higher fees, which is beneficial for the
manager but may come at the expense of new entrants
into the fund. Valuations are typically provided quarterly,
though some may be monthly or annually, and some may
be subject to material lags. Therefore, statement prices
may be outdated, subject to material annual revisions, and
for those that are particularly lagged, dealer systems may
flag them as stale and default to a zero valuation.

• Liquidity: Liquidity refers to the ease with which an asset
can be converted into cash without affecting its market
price. By definition, private assets do not benefit from
the price discovery or liquidity of the public markets.
Each investment is privately negotiated and there may be
limited alternative buyers with the means and expertise
to purchase any given asset. Even if a fund offers regular
redemptions or has been held for years, investors might
not be able to cash out when they wish. As a rule of thumb,
investors should expect a holding period of 5-10 years, or
longer depending upon the structure and strategy.
• Leverage: Some of the higher returns in private markets
reflect compensation for the risk that is associated with
the leverage profile of these investments. Roughly half of
the enterprise value of private companies is comprised
of debt, compared to less than 25% for public companies.
Leverage may also exist at the alternative investment
fund level. For instance, many private credit funds will
incorporate leverage to increase their return prospects
in order to cover the higher expenses related to running a
private asset portfolio.
• Capital calls / drawdown structures: One of the unique
features in alternative investing is the capital call or
drawdown structure in some investments. A capital call
is the process by which a fund manager asks the fund
investors to contribute their proportion of their fund
commitments which usually happens when a fund plans
to make a new investment or needs to pay expenses. It’s
important to note that capital calls are legally enforceable
and typically follow the rules set out in the fund’s limited
partnership agreement. Limited partners (LPs) who
default on capital calls risk penalties and legal action.
Here’s a simple example of how this works: you agree to
commit capital of $250,000 to a fund. At the first close of
the fund you only have to pay a portion of this amount,
perhaps $25,000 as mandated by the fund manager, known
as the General Partner (GP). You hold on to the remaining
$225,000 for the time being, until the GP will “call” the
remaining capital, usually in increments of 10-15% of your
initial capital commitment. As the LPs contribute capital
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to the fund, this is reported as “paid-in capital.” The
difference between committed capital and paid-in capital
is referred to uncalled capital, or the amount the LPs still
“owe” the fund.
• Fee structures: Most traditional investments (e.g., public
fixed income and equity funds) will embed a management
fee within the fund which unitholders pay for. Generally
speaking, alternative investment funds will charge two
types of fees: management and performance fees.
There are some nuances in some alternative investment
structures, but these two categories of fees are most
common.
• Management fees are designed to meet the routine
operational expenses a fund manager accrues in actively
managing a portfolio, including salaries, rent and
regulatory compliance costs, among others. Typically
management fees are paid for on an annual basis as a
percentage of an investor’s committed capital, though
some structures may charge a fee based upon called
capital. Depending on the alternative investment structure
and asset class, management fees tend to range from 1.0%
to 2.5% of committed capital during a fund’s investment
period, which is typically three to five years. Thereafter,
this fee is usually substantially reduced.

• Performance fees may also be known as “carried
interest” or just “carry.” The performance fee is a share
of profits earned by the investment manager. Historically
this profit share has been roughly 20%, and in an ideal
investment scenario is where the manager earns most of
its money. Most alternative funds have a “hurdle rate” or
preferred return (usually around 8% accrued annually)
where returns below which the manager does not earn
a performance fee. In this sense, the interests of the GP
(manager) and the LPs (investors) are well aligned.
• Manager selection process and governance is critical.
Manager selection is a critical differences between
traditional and alternative investments. As shown in
Figure 8, there is a wide dispersion of historical top
quartile (top of the bar) and bottom quartile (bottom
of the bar) returns amongst alternative investments
compared to traditional public market investments.
Given the typical liquidity constraints with private equity
funds when compared to public equity funds, selecting
the right manager can make all the difference in terms of
outcomes. From an investor perspective, not being able
to sell an investment over a 10-15 year period which is
relatively underperforming other investment opportunities
can be painful to say the least.

Figure 8: Dispersion of returns (%) among public versus private funds

Sources: JP Morgan Asset Management, reprinted with permission. Data is based on availability as of Nov. 30, 2021, performance data in U.S. dollars, time weighted, and cumulative returns
including reinvestment of dividends or cash flows, gross of fees, transaction costs and taxes. Global equities (large cap) and global bonds dispersion are based on the world large stock and world
bond categories, respectively. Proxies for sub-asset classes referenced: Global equities: MSCI AC World Index. Global Bonds: Bloomberg Barclays Global Aggregate Index. U.S. Core Real Estate:
NCREIF Property Index –Open End Diversified Core Equity component. REITs –FTSE NAREIT / Equity REITs. Private Equity: Cambridge Associates Global Private Equity Index. U.S. Venture Capital:
Cambridge Associates U.S. Venture Capital Index. Timber: NCREIF Timberland –Total Return Index. Commodities: Dow Jones-UBS Commodity Index. REITs: Hedge fund indices include equity long/
short, relative value, and global macro and are all from HFRI. *Manager dispersion is based on the annual returns for global equities, global bonds, and U.S. core real estate over a 10-year period
ending 2Q 2021. Hedge fund returns are based on annual returns from February 2011 – November 2021. U.S. non-core real estate, global private equity and U.S. venture capital are represented by the
10-year horizon internal rate of return (IRR) ending first quarter, 2021. Note that you cannot invest directly in an index, and past performance is no guarantee of future performance.
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Alternative investments
require investors to think
long term
One of the most significant differences when it comes to
investing in alternatives compared to traditional investments
is the investment time horizon. Generally speaking, some
alternative investments may offer investors limited liquidity
throughout the term of the investment (e.g. quarterly
redemptions up to some percentage of the overall fund
assets may be redeemed). However, this sort of liquidity
should not be relied on in a similar way as with public stocks
and bonds. This may require a bit of a mind shift for investors
who have never invested in alternatives before.
Today, some investors are plagued with short-term thinking
– i.e. the dissecting the latest quarterly results, and following
what “experts” are saying about the latest central bank
meeting, and trying to pinpoint what level the S&P 500 Index
is going to finish at the end of the year. It’s not intentional,
and perhaps it’s more prevalent given the access to large
amounts of information and opinions.
And we know that investors are not alone in this short-term
approach. There are some companies who also suffer from
this “short-termism” by making capital allocation decisions
geared to positively impact the company share price over
short periods of time rather than thinking about capital
allocation decisions which may sustain growth over the long
term. Investors tend to quickly pass judgement based on the
near-term performance of a company’s stock, rather than
the performance over a long period of time. Remember that
public companies have to face investors every three months

and produce a set of results that at least match expectations
set out by research analysts. This may contribute to shortterm behaviour on behalf of the management team.
There are benefits to taking a longer-term approach1 which
include avoiding some of the typical investment performance
detractors like performance chasing, selling under pressure,
and reduced frequency of trading. These performance
detractors usually come from taking a shorter-term
investment approach. With some alternative investments,
like closed-end private equity, the portfolio manager does
not make allocations for short-term liquidity needs of
investors. Instead they tend to take a longer-term approach
to capital allocation. The underlying private companies
that the private equity manager invests in, can likewise be
assured their investor base also has a longer-term approach
than otherwise may be the case with public markets. This
extended time horizon can allow a company management
team to execute on more sustainable strategic initiatives to
drive long-term shareholder value. This would be one of the
contributing factors to return enhancement associated with
an alternative investment like private equity.
1
Source: Thinking Ahead Institute, “The Search for a Long-Term Premium,” Tim Hodgson,
Liang Yin, and Jeremy Spira. Website: https://www.thinkingaheadinstitute.org/content
uploads/2020/11/The-search-for-a-long-term-premium.pdf
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Risk management
considerations /
Governance oversight
At RBC Wealth Management, we believe alternative investments provide investors
with the opportunity to diversify public market exposure, enhance long-term return
prospects and, in some cases, supplement income needs in portfolios.
We take a measured and consistent firm-wide approach to manager selection with
respect to alternative investments. As highlighted in Figure 8, the wide dispersion
amongst alternative investment structures/managers reinforces the need for a
robust risk management and governance framework throughout the organization.
We offer alternative and private markets solutions approved for sale by the RBC
Wealth Management Private Markets team, which is overseen by an Alternatives
Investment Committee comprising senior leaders across the organization.
At RBC PH&N Investment Counsel, we regularly review all private market solutions
through our investment committee. This helps ensure that all funds available to our
clients are subject to extensive due diligence, supported by a team of dedicated
investment analysts and third-party providers.
Please feel free to contact your Investment Counsellor with any questions or
concerns related to any of the information contained in this article.
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Appendix: Alternative
Investment Glossary*

For some investors alternative investment industry jargon
can be overwhelming. We’ve created this glossary for some
of the most common terms you may encounter. If you have
any questions about these terms, please feel free to reach
out to your Investment Counsellor.
A
Accredited investor: An investor who is deemed sufficiently
informed and sophisticated to handle private market
investments, which do not benefit from all of the oversight
offered by stock exchange regulations. In the U.S. this status
is defined by the Investment Company Act of 1940.
Active ownership: Actively using the rights and position
of ownership to influence the behaviour of the company.
In private markets this includes actively advising the
management of a firm.
Alternative assets: If traditional investments refer to listed
stocks, listed bonds and cash, alternative assets refer to
non-traditional investments. This includes private markets,
hedge funds, commodities and sometimes derivatives.
American waterfall: Variant of the schedule of distribution
of the performance fee (carried interest) of a fund manager.
According to this schedule, the carried interest (if any) is
distributed to the fund manager each time an investment
is sold profitably by the fund and the “hurdle” rate is paid.
If the fund sells investments at a loss, some or all of the
carried interest distributed to the fund manager has to be
recalled according to a “claw-back clause” to compensate
investors for their loss.
B
Break-up fee: Financial sanction that the seller of a
company in a leveraged buyout (LBO) transaction has to pay
when walking away from the transaction. “Reverse break-up
fee” means the prospective buyer who walks away.

Bridge financing: Short-term financing generally provided
as a credit to a company expecting a financing event in
the coming 6-12 months. The bridge financing can combine
debt and equity features. If so, this debt instrument is then
generally converted into shares at the time of the liquidity
event.
Brownfield: Refers to real assets, such as real estate
and infrastructure, which have been already developed
and are not currently in use. The underlying land can be
contaminated.
Business Development Company (BDC): Listed U.S.
closed-end investment vehicle created in 1980 through an
amendment of the Investment Company Act of 1940. If a
company elects to be a BDC and matches the criteria, it
pays little or no corporate income tax as a pass-through tax
structure.
C
Capital call: Operation through which the fund collects a
portion of the commitments of its fund investors to invest in
portfolio companies and pay for its expenses (and notably
the management fees).
Carried interest: The share of profit generated by a fund
manager that is dedicated to the investment team (fund
manager) without any initial financial contribution to the
fund. It is generally 20% of the profits generated by the
fund (“whole fund carried interest”, also called European
Waterfall).
Claw-back clause: Requires the fund manager to return
distributions to fund investors. This provision is associated
with the early distribution of carried interest to the
fund manager under an American Waterfall. The carried
interest distributed with the successful realization of early
investments may be clawed back if successor deals fail to
generate sufficient performance to return the capital to fund
investors (and associated potential hurdle rate).
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Closed-end: Feature of a fund created and dissolved at a
predetermined specific date. The life span of the fund is set
at the start. It is not opened to new investors after the end
of its fundraising period, and investors have no redemption
right before dissolution.

Fund-of-funds: A fund that takes equity positions in
other funds. Fund-of-Funds can invest in primary funds or
secondary funds. The purpose of these vehicles is to give the
investor in the fund-of-funds more opportunity and diversity
in private equity investments.

Closing: During the creation of a fund, the fund manager
gathers commitments of interested investors. The closing is
the effective gathering of a critical volume of commitments
and the signature of subscription agreements to the Limited
Partnership Agreement, or LPA. Fundraising can last a year
or more, and the fund manager can make multiple closings
(initial, intermediate and final) to indicate the progress of the
process, set up its operations and begin investing.

Fundraising period: The period from when a fund is
announced to the time when the final closing occurs. During
this period, the general partner will present an investor pitch
(“Road Show”) as well as negotiate the closing document
with prospective investors.

Co-investment: Option or right offered to invest alongside a
private market fund directly in a portfolio company or asset.
The investor usually also invests in the private market fund
itself and hence can choose to increase their exposure in
select companies or assets.
D
DPI (Distributions to Paid-In Multiple): The ratio that
is calculated by dividing the amount of the cumulative
distributions by the amount of capital that was paid in.
DPI is represented by a percentage and gives a private
equity investor insight into how much of the fund’s return
has actually been “realized” or paid back to investors. The
Distributions to Paid-in Multiple is sometimes known as the
realization multiple, since the capital paid out to investors
is usually the result of realized gains in the fund. A DPI of
greater than one means that a fund has returned its cost.
Dry powder: The amount of cash or other liquid assets
available for a fund to deploy, based on capital committed to
the fund by investors.
Due diligence: The process of reviewing a fund for investment
suitability. This will include analysis of performance,
comparison to benchmarks, meeting with fund’s management
team, and detailed analysis of the fund’s track record,
reference checks, and a report based on the analysis.
E
Exit: The sale of an asset or portfolio company. Exits occur
prior to distributions.
F
Follow-on Investment: An additional investment in a portfolio
company which has already received funding. In the case of a
venture capital fund, there may be several rounds of follow-on
investing.
Fund term: The number of years that a fund expects to be in
operation. Typically, a private equity fund will operate for 10
years, with the option to extend a few more years if the need
arises.

G
General Partner (GP): The manager of a private equity
fund. The GP is given unlimited liability for the debts and
obligations of the fund as well as the right to manage it.
Gross and Net IRR (Internal Rate Of Return): Gross IRR
is the performance calculation of a fund before a GP has
paid itself fees. Net IRR is the performance that the investor
experiences after all the fees have been paid by the fund,
but before investment management fees.
Growth Capital Strategy: An investment in an established
company with good growth characteristics. The company is
usually in a growing industry and/or a growing entity unto
itself.
H
Hurdle rate: The rate of return that the fund must achieve
before the fund manager can be paid the carried interest.
I
In market (number of months): Refers to the number of
months that a fund manager has been raising capital.
Investment Company Act of 1940: Created in 1940 through
an act of Congress, this piece of U.S. legislation clearly
defines the responsibilities and limitations placed on fund
companies that offer investment products to the public.
These include responsibilities and limitations concerning
promotion, reporting requirements, pricing of securities for
sale to the public and allocation of investments within a
fund portfolio.
IRR (Internal Rate of Return): The performance calculation
that is used for private equity investments. The IRR is
calculated as an annualized effective compounded rate
of return measure and takes the time value of money into
account. Although an IRR calculation result is often similar
to the Time Weighted Return (“TWR”) used in the public
markets, they are two different performance calculations.
IRR is the approved calculation for private equity
performance by the CFA Institute.
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J
J–Curve: A line graph which illustrates how capital flows into a
fund manager in the early years of the fund for use in making
investments, nurtures the investments and then produces
gains towards the latter years in the funds lifecycle. Plotted
over time, the J-curve shows the historical tendency of private
equity funds to deliver negative returns in early years as money
is invested and investment gains in the outlying years as the
portfolios of companies mature.

funds that are of similar vintage or funds that are mostly or
completely realized.
O
Opportunistic Real Estate Strategy: An investment
strategy involving properties that often need a high degree
of improvement and generally include investments in
development, raw land and niche property sectors. The most
aggressive involve a high-risk, high-return potential strategy.

K

P

Key Person Provision: A legal provision that takes into account
the lead managers in a fund and what action will be taken in
case one or all of those people are no longer able to manage
the partnership. This provision may include key man insurance.

Percent Called: The amount of money that the fund has called
from investors divided by the total amount of commitments to
the fund.

L
LBO (Leveraged Buyout): The acquisition of another company
using a significant amount of borrowed money to meet the cost
of acquisition. Often structured in such a way that the target’s
cash flows or assets are used as the collateral (or “leverage”).
Leveraged buyouts allow companies to make large acquisitions
without having to commit a lot of capital.
Leverage: The use of debt to finance an investment. Debt can
allow the investor to take a larger position in a holding without
contributing more equity. Leverage may increase the potential
risk and return.
Limited Partner (LP): An investor in a private equity fund. The
LP makes the commitment to the fund and provides capital
as requested. In return, the LP receives distributions (cash
or stock), periodic notifications of the fund’s progress, and
participates in fund update calls and/or annual meetings.
Lock-up Agreement: An agreement between the underwriter
of stock and certain stockholders that the holders will refrain
from selling their stock for a certain period. This prevents these
holders from putting too much of the stock on the market and
thereby diluting the stock price.
M
Management Fee: A periodic payment by investors in a fund to
the fund’s manager for investment and portfolio management
services. In the investment stage of the fund, the fee is usually
based on the capital commitment. As the fund matures, the fee
is then based on the assets under management.
Minimum Capital Commitment: The smallest amount of capital
that the fund will allow to be invested.
MOIC (Multiple of Invested Capital): The ratio that is
calculated by dividing the amount of the net asset value of a
fund plus the cumulative distributions by the amount of capital
that was paid in. The resulting ratio is a used as a performance
metric alternative to IRR. Although the MOIC does not take into
account the time value of money, it can be used to compare

PIC (Paid In Capital): The amount of money that has been
called by the fund from investors.
PME (Public Market Equivalent): A benchmarking calculation
that compares an investment in a private equity fund or
portfolio to an investment in a public market index, such
as the S&P 500 or the Dow Jones Industrial Average. There
are different versions of this calculation. The goal of each
calculation is to show how an investment in a private equity
fund or a portfolio compares to a similar investment pattern in
the public market index. Using a PME calculation, a practitioner
can get a more accurate comparison between investing in
private equity or public securities than by simply comparing the
private equity portfolio’s IRR to the public index return.
Pooled IRR: The IRR obtained by taking the cash flows from
inception together with the residual value for each fund and
aggregating them in a pool of cash flows. This calculation takes
into account both the size and the date of any investment and
therefore makes it more accurate than a simple averaging
of IRRs (which does not take into account the size of the
investments) or the weighted average IRR (which does not take
into account different investment dates).
Private Equity: Investments in privately held companies or,
in some cases, in public companies outside of an exchange.
A private equity firm attempts to invest in a private company,
improve the company’s value by improving financial and
operational performance, and then exit the investment with
a large gain. Occasionally, private equity managers will make
private investments into public corporations, usually through
an off-market transaction.
R
RVPI (Remaining Value of Paid-in Capital): The remaining
value of a fund divided by paid-in capital. RVPI is a measure
of how much of the return is unrealized. As a fund matures,
the RVPI will increase to a peak and then decrease as the fund
matures and eventually liquidates to a residual market value
of zero. At that point, the entire return of the fund has been
distributed.
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S
Secondary Private Equity Market: An over-the-counter
market for Private Equity interests. In this market, limited
partners sell both their existing assets and their unfunded
commitment in a fund.
Special Situations Strategy: A broad range of investments
including mezzanine, distressed debt, energy or utilities,
industry specific, and turnarounds.
V
Value Added Real Estate Strategy: Characterized by
managers buying properties, making improvements and
selling at a gain. Improvements can span solving management
or operational problems to physical improvements to solving
capital constraints. Considered a moderate risk, moderate
return strategy.
Venture Capital Strategy: Early-stage investments in a
project or company with the intention of creating an ongoing
business entity. At the time of investment, venture-backed
companies often do not have revenues and/or positive cash
flow and may require more capital prior to the company being
sold or taken public. These investments involve substantial
risk.
Venture Capital: Early-stage investments in a project or
company in which there is substantial risk.
Vintage Year: The legal inception year for a fund, typically the
year the fund makes its first investment.
*Source: RBC PH&N Investment Counsel, iCapital
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S&P 500 Index: The S&P 500 Index includes 500 companies across many sectors of the U.S. economy. The index is weighted by market capitalization so bigger companies make up a larger proportion
of the index than smaller companies. The index is designed to measure performance of the broad US economy through changes in the aggregate market value of the largest US companies.
Canada S&P/TSX Composite: Comprises the majority of market capitalization for Canadian-based, Toronto Stock Exchange listed companies. It is a benchmark used to measure the price performance
of the broad, Canadian, senior equity market. It was formerly known as the TSE 300 Composite Index.
MSCI World GR: The index measures the performance of the large and mid-cap segments of world equity securities. It is free float-adjusted market-capitalization weighted.
MSCI AC World Index: The MSCI ACWI captures large and mid-cap representation across 23 Developed Markets (DM) and 25 Emerging Markets (EM) countries. With 2,966 constituents, the index
covers approximately 85% of the global investable equity opportunity set.
Cboe Volatility Index (VIX Index): The VIX Index is a calculation designed to produce a measure of constant, 30-day expected volatility of the U.S. stock market, derived from real-time, mid-quote
prices of S&P 500 Index call and put options. On a global basis, it is one of the most recognized measures of volatility -- widely reported by financial media and closely followed by a variety of market
participants as a daily market indicator.
FTSE Canada Universe Bond Index: The index measures the performance of investment-grade Government of Canada, provincial, corporate and municipal bonds issued domestically in Canada and
denominated in Canadian dollars.
CAD Benchmark Bill - 1M: The index measures the performance of Government of Canada Treasury Bills for 1-month. Each index is designed to reflect the performance of a portfolio that only owns a
single security, the current on the run T-Bill for the relevant term, switching into the new T-Bill at each auction.
Bloomberg US Government TR Index: The index measures the performance of the U.S. Treasury and U.S. Agency Indices, including Treasuries and U.S. agency debentures. It is a component of the U.S.
Government/Credit Index and the U.S. Aggregate Index.
Bloomberg US Corp Bond TR Index: The index measures the performance of the investment grade, U.S. dollar-denominated, fixed-rate, taxable corporate bond market. It includes USD-denominated
securities publicly issued by U.S. and non-U.S. industrial, utility, and financial issuers that meet specified maturity, liquidity, and quality requirements.
ICE BofAML BB US High Yield (BB): The index measures the performance of US dollar denominated below investment grade corporate debt publicly issued in the US domestic market including all
securities rated BB1 through B3, inclusive. It is capitalization weighted.
S&P GSCI Gold Spot: The S&P GSCI Gold Index, a sub-index of the S&P GSCI, provides investors with a reliable and publicly available benchmark tracking the COMEX gold future. The index is designed
to be tradable, readily accessible to market participants, and cost efficient to implement.
Bloomberg Commodity TR: The index measures the performance of future contracts on physical commodities which traded on US exchanges and London Metal Exchange. The commodity weightings
are based on production and liquidity, subject to weighting restrictions applied annually.
Credit Suisse Leveraged Loan Index: The index measures the performance of investible universe of the $US-denominated leveraged loan market.
The Dow Jones Commodity Index is a broad measure of the commodity futures market that emphasizes diversification and liquidity through a simple, straightforward, equal-weighted approach.
The Cambridge Associates LLC US Venture Capital Index® is a horizon calculation based on data compiled from 1,807 US venture capital funds (1,161 early stage, 210 late & expansion stage, and 436
multi-stage funds), including fully liquidated partnerships, formed between 1981 and 2018.
HFRI Equity Hedge Index: The HFRI 500 Equity Hedge Index is a global, equal-weighted index of the largest hedge funds that report to the HFR Database which are open to new investments and offer
quarterly liquidity or better. The index constituents are classified into Equity Hedge, Event Driven, Macro or Relative Value strategies.
NCREIF Farmland: The NCREIF Farmland Index is a quarterly time series composite return measure of investment performance of a large pool of individual farmland properties acquired in the private
market for investment purposes only. All properties in the Farmland Index have been acquired, at least in part, on behalf of tax-exempt institutional investors - the great majority being pension funds.
As such, all properties are held in a fiduciary environment. US focused
NCREIF Timberland: The NCREIF Timberland Index measures property-level performance on a gross and unlevered basis. US focused
NCREIF Property: The NCREIF Property Index (NPI) is a quarterly, unleveraged composite total return for private commercial real estate properties held for investment purposes only. All properties in
the NPI have been acquired, at least in part, on behalf of tax-exempt institutional investors and held in a fiduciary environment. US focused
MSCI World/Real Estate NR: The index measures the performance of the large and mid-cap real estate (industry group) segments of world equity securities. It is constructed using GICS-Global
Industry Classification Standard. The index is free float-adjusted market-capitalization weighted.
MSCI World Infrastructure NR: The MSCI World Infrastructure Index captures the global opportunity set of companies that are owners or operators of infrastructure assets. Constituents are selected
from the equity universe of MSCI World, the parent index, which covers mid and large cap securities across the 23 Developed Markets (DM) countries.
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