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INTRODUCTION: THAT WAS
THEN, THIS IS NOW

Alternative investments can be defined as any asset class or investment
other than equities, bonds, or cash. Diversification can lead to alternative
investments as obscure as coins, diamonds, comic books, rare earth, art,
or even wine. One of my goals in writing my first book, Wave Theory for
Alternative Investments: Riding the Wave with Hedge Funds, Commodities,
and Venture Capital, was to help educate anyone interested in alternative
investments, whether they are institutional investors, high net worth cli-
ents, wealth managers, financial advisors, financial planners, consultants,
professors, trainees, or students. I would like investors to simply know more
about the exciting world of alternative investments. Besides this profes-
sional or institutional audience, many others have expressed an avid inter-
est in learning more about alternative investments. The world of financial
products for alternative investments is rapidly expanding and the number
of choices is substantial. In the past, the vast majority of research concern-
ing investments has been focused primarily on equities and fixed income.
However, times have changed and so has the investment process, which
has evolved to include alternative investments. It is my firm belief that vir-
tually any asset allocation model should include alternative investments.
As authors Bodie, Kane, and Marcus explain in The Investment Process in
Investments, “Investment assets can be categorized into broad asset classes,
such as stocks, bonds, real estate, commodities, and so on.”! Understanding
Alternative Investments covers how alternatives work and why it might be
wise for an investor to consider adding them to their portfolio. Essentially,
alternative investments can be utilized to build better investment portfo-

lios with less risk and higher returns if done in a prudent fashion.
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2 UNDERSTANDING ALTERNATIVE INVESTMENTS

Institutional money, otherwise known as “smart money,” as well as
ultra high net worth individuals, have utilized alternative investments for
years and invested even more in alternative investments after the Great
Recession. The Dow Jones Newswire reports that “A McKinsey & Co. study
from this year on the mainstreaming of alternative investments found that
year-round assets in global alternatives reached a record $6.5 trillion in
2011, growing at a five-year rate of more than seven times that of tradi-
tional asset classes. By 2015, retail alternatives are expected to account for
one-quarter of retail revenues, according to McKinsey & Co.”* Institu-
tions are currently adding more alternative investments than in the past.
According to KPMG, “The majority of institutional investors intend to
increase their allocations to alternative investments in the next 3 years.”
Institutional investors can drive the market. Billions of dollars are flowing
into alternative investments. In 2012 the New Jersey Division of Invest-
ment, Trenton, committed up to $1.745 billion to new and existing alter-
natives investments.* Retail investors are adding alternative investments
and mutual funds are creating vehicles for easier access. The rate at which
investors are putting money into alternative mutual funds is making them
mainstream. “According to data released by Cerulli Associates and Strate-
gic Insight/SIMFUND, alternative mutual funds account for 2.8 percent of
overall mutual fund assets today. But Cerulli projects they will account for
9.7 percent of all mutual fund assets in five years, and 15.8 percent of assets
a decade from now.”® Poor returns with equities during the tech bubble and
the Great Recession, as well as numerous complications with bonds, have
created curiosity amongst investors regarding alternative investments.

The market has grown and developed vehicles to enable many types of
investors to further diversify. In 2012, the mutual fund behemoth Fidelity
Investments offered investors access to hedge funds. “Fidelity Investments
is offering retail clients access to hedge-fund firms through a mutual fund
launched in partnership with Arden Asset Management.”® Private-equity
firms also set up new vehicles. Blackstone Group LP and Carlyle launched
their first mutual funds in 2013. On the one hand, it is good news that
alternative investments can be accessed for far less money than in the past.
On the other hand, it has created a new set of problems. Not all vehicles

being introduced today for alternative investments are worthwhile. “The

Copyrighted material - 9781137370181



Copyrighted material — 9781137370181

INTRODUCTION

Alternatives Are Experiencing Strong Growth in the Retail Market,
Particularly in U.S. Mutual Funds

Retail alternative funds asset growth1

AUM, $ billion
us. Non-U.S. +11% pa.
+21% p.a. 1,236
Share of all 2005 2006 2007 2008 2009 2010 2011 2005 2006 2007 2008 2009 2010 2011
long-term retail 3% 4% 4% 5% 6% 6% 7% 8% 10% 11% 12% 11% 11% 10%
fund AUM?

1Allernalives includes absolute return, commodities, currency trading dedicated short bias, equity energy, leveraged strategies
(both long and inverse), managed futures, market neutral, multi-strategy alternatives, natural resources, options arbitrage, precious
metals, real estate and volatility strategies; excludes distressed debt.

2Includes mutual funds, closed-end funds, ETFs and UCITs structures, and excludes limited partnerships and separately managed
accounts

Figure 0.1 The Growing Interest in Alternative Investment Mutual Funds.

Source: The Mainstreaming of Alternatives: The Next Wave of Growth in Asset Management, McKinsey &
Company, June 2012.

vast majority of the other 254 hedged mutual funds in the US—which
pursue market-neutral, long-short, managed-futures and multi-alternative
strategies—have proven to be even more lackluster.”” Alternative invest-
ments continue to gain momentum with retail investors (Figure 0.1).
Risk has increased into areas that are both transparent and hidden.
Hidden risk with alternative investments can be very troublesome, as seen
by the real estate problems that caused the Great Recession. “In the years
running up to the financial crisis, there was a much-discussed breakdown
between what investors actually bought and what they understood they
were buying...At its heart, the subprime debacle was a fundamental mis-
understanding of real estate risk, and the perils of applying historical mod-
els (about potential default rates, for example) to the current environment.
But it also represented a form of concentration risk, to the extent that so
many investors relied on a handful of ratings agencies and their models.”®
Many new financial products have shown up on the market since the
Great Recession, claiming to be “alternatives” or “alternative investments.”
These so called alternative products are entering the market at a rapid

rate and causing much confusion. I met with a well-known mutual fund
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4 UNDERSTANDING ALTERNATIVE INVESTMENTS

company that has historically specialized in fixed income and equities.
The fund company (like many others) are now self-proclaimed experts
with alternative investments. Essentially, all fund companies offer alterna-
tive mutual funds today. However, the majority of these fund companies
are merely renaming or dressing up old funds to make them appear to
be alternative investments. Another fund company even described one
of their fixed income funds as a “hedge fund” because the mutual fund
manager has the ability to short or sell bonds. Yet this is nothing new or
earth-shattering.

Hedge funds and mutual funds are not the same. Just because a mutual
fund can do something a hedge fund can do, does not necessarily mean it
can suddenly transform into a hedge fund. Another mutual fund company
that I know had a natural resources fund that morphed into a “commodi-
ties” fund. That is, representatives from the company are telling advisors or
investors they are commodities experts. However, investing in a gold miner
or exchange-traded fund (ETF) does not qualify them to be commodity
experts. Essentially, mutual fund companies are new to the world of alter-
native investments. Investors should be careful about such products and
perform proper due diligence. Historically, the biggest blowups often result
from investors not asking enough intelligent questions. For example, many
investors were duped by Bernie Madoff. They thought they were investing in
a reputable hedge fund with good performance. Bernie Madoff deliberately
made it awkward to ask detailed questions about his strategy and would
make investors feel intimidated as though they were being disrespectful.
Amaranth Advisors LLC was another blowup that could have been avoided
by investors asking astute questions. Amaranth was an American hedge
fund that collapsed in 2006 after losing billions in natural gas futures. The
collapse was not about unpredictable market events but rather an oversight
issue. Neither of these investments provided a clear or concise explanation
as to what they were investing in and investors lost billions of dollars as a
result. They were two of the worst investments anyone could ever make.

Investors should learn about how alternative investments function as
well as all their hazards and whether or not it makes sense to add them to
a diversified portfolio. Do they help or hinder the goals and objectives of
an investment portfolio? Depending on the alternative investment, they

can play a role in a prudent investor’s portfolio because of their intrinsic
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Historical Performance of Alternative Strategies vs. S&P 500
20 years of Quarterly Returns

Down Market: Quarters where Up market: Quarters where
the S&P 500 was negative the S&P 500 was positive

Percentage of Time
Alternative strategies
Qutperformed

in Down Markets

Percentage of Time
Alternative Strategies
Qutperformed

in Up Markets

Source Zephyr StyleADVISOR (April 1, 1993-June 30, 2012). Alternative Strategies are represented by the Hedge Fund Research, Inc. (HFRI)
Fund-of-Funds Composite, an equal-weighted index consisting of over 800 consultant hedge funds, including both domestic and offshore funds;
U.S. Stocks are represented by the S&P 500, a market capitalization-weighted index of 500 widely held stocks often listed as proxy for the

stock market. Past performance does not guarantee future results. lllustration does not reflect performance of Principal Fund and does
not take into account cost associated with investment. The Principal Global Multi-Strategy Fund is new and therefore does not have
investment performance. Index performance information reflects no deduction for fees, expensed, or taxes. Indices are managed and
individuals cannot invest directly in an index. Asset allocation/diversification does not guarantee a profit or protect against a loss.

Figure 0.2 Historical Performance of Alternative Investments in Both Down and Up
Markets.

Source: Dave Reichart, Senior Vice President, Principal Funds.

risk/reward characteristics. However, alternative investments are not a
get-rich-quick or riskless investment. No investment is risk free. Invest-
ing in alternatives without clear and precise knowledge, just like the pur-
chase of any other investment or product, seldom has beneficial results.
Invariable the results are poor.

Wall Street typically offers guidance but created long-term skepticism
among investors due to the subprime crisis and has since provided little
solace. Over the past two decades, alternative investments have performed
reasonably well in both down as well as up markets (Figure 0.2).

Understanding the magnitude of the problems and what led to them
as well as the global domino effect that followed are crucial to seeing the
role that alternative investments might play in a well-diversified portfolio.
“The robustness check for the financial crisis reveals that the importance
of alternative investments for risk diversification in defensive portfolios
was underestimated. In spite of the financial crisis the results for alterna-
tive investments are even stronger.”’ The world witnessed a rogue (some-
times referred to as freak) financial wave that helped form the Great
Recession, not too different from a rogue wave at sea. “An unusually high
single wave event observed offshore is commonly called a freak wave. This
definition is somewhat obscure since neither the cause of the occurrence

nor criteria to define freak waves have been clarified. Freak waves have

Copyrighted material - 9781137370181



Copyrighted material — 9781137370181

6 UNDERSTANDING ALTERNATIVE INVESTMENTS

been observed only rarely and these observations occurred under unex-
pected condition[s]: hence, only few measured data are available.”™ It is
also important to review this time period, otherwise known as the Great
Recession, because it highlights risks found with alternative investments
that can be either transparent or hidden.

The losses suffered by Wall Street were evidenced by the significant
write-downs by banks and investment firms. They were heavily involved with
subprime real estate. Years after, the Great Recession led to many financial
institutions being downgraded, especially large banks in the United States:
“S&P downgraded 15 big banks to reflect new rating methods the firm has
been putting in place over the past year. The new guidelines sharpen the
focus on how banks would hold up under market and economic stress, and
on the likelihood of governments providing extraordinary support to trou-
bled institutions.”!! When purchasing alternative investments, the firm used
to make the purchase was not so much a concern as it is today. Historically,
it was unheard of for a firm to go bankrupt. However, Lehman Brothers
sold alternative investments and went bankrupt, which caused numerous
problems for those who bought them. Moreover, alternative investments
can be illiquid or not easily moved from one firm to another. Once the
firm shut its doors, the former Lehman employees that sold the alternative
investments were all gone and investors had no one to turn to for infor-
mation. Certain proprietary products were completely wiped out. In other
words, the “seller” risk became an issue. New risks emerged that had never
been seen before. The Great Recession showed Wall Street and investors
unforeseen risk that no one had considered let alone incorporated in any
risk model, whether they were an institution or a retail investor.

Risk used to be somewhat simple to comprehend. “Each investment—
each stock, bond, or physical asset—is associated with two types of risk:
diversifiable risk and nondiversifiable risk. The sum of these two compo-
nents is the investment’s total risk.”'? But risk can change and new risk can
emerge such as evidenced by the Great Recession. Throughout this book,
transparent as well as hidden risks with alternative investments are cov-
ered. Figure 0.3 is a risk chart I devised to show both kinds of risk that one
might consider along with other variables before acquiring an alternative

investment.
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Alternative
Investment Risk

Hidden Transparent
Risks Risks
Seller .
(Distributor) 1 Advisor Leverage 1 Manager
Other Investors —— Analyst Performance Liquidity
Government | | |Correlation with Unrequlated ] Tax
Regulation Other Assets 9 Considerations
Market — Access Lockup ——  Valuation
Political — Volatility Benchmarks Fees and
Expenses
Theft — Timing Transparency —— Speculative

Figure 0.3 Transparent and Hidden Risks with Alternative Investments.

Source: Author.

How did banks become a risk to investors interested in alternative
investments? One way was through real estate. Real estate is an alternative

investment. Real estate is both commercial and residential:

Real Estate for the vast majority of the public means a home or a
condominium. And, that residential market is completely different,
with a different set of dynamics, from the commercial market. The
purchase of a home or condo is probably the last bastion of indi-
vidual decision making, where the wrong decision has an imme-
diate adverse impact on the purchaser. The commercial real estate

market is no longer dominated by individual purchasers. Rather it
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8 UNDERSTANDING ALTERNATIVE INVESTMENTS

is dominated by REITs, institutional investors, investment bankers
and pension funds. The individual investor participates indirectly as

a shareholder, pensioner, or investor in a pool."

Like other alternative investments, real estate moves in waves. That is,
commercial real estate tends to be correlated with the business cycle. As
an investment, real estate can be quite compelling and provide a steady
income stream. There are a lot of ways to invest in real estate. One can buy
real estate outright, such as a house or apartment building. Investors can
lend money privately to those wanting to buy houses. Real estate invest-
ment trusts (REITs) can be private or publicly traded. Yet real estate is not
without risk. Wall Street took a segment of the real estate market and cre-
ated a security that ultimately led to the Great Recession. The riskiest part
of real estate, subprime real estate, involves loans being made to borrowers
with bad credit ratings.

In Wave Theory for Alternative Investments, three primary alterna-
tive investments were covered—hedge funds, commodities, and venture
capital. These are just a few of the many types of alternative investments.
However, there are many other alternative investments such as real estate,
managed futures, and LBO funds (private equity). Alternative investments,
just like any other security, can be found to move in waves that I call “Wave

Theory.”

Wave Theory is simply the belief that all securities move in waves
(patterns, cycles, or trends). History sometimes repeats itself, but
with alternatives an investor can typically see similar waves repeating
themselves. Equities move in waves. Fixed income moves in waves.
Cash moves in waves. There is now enough data to support the

notion that alternatives move in waves.'*

Many years ago, I devised the hypothesis that alternative investments move
in waves. Waves never stop as we know. “The seas off the eastern and west-
ern coasts of Australia provide constant waves, rolling in as they do from
half way across the world, in the Pacific Ocean on Australia’s western coast,
and really as far in the Indian Ocean that washes Western Australia’s shores.

A storm almost anywhere across two thirds of the world builds waves that
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eventually crash onto Australia’s two main coastlines.”'> However, there
was no reliable data that I could utilize to test this hypothesis so I had to
collect it myself. Over the years, I gathered large amounts of data to prove
my theory. I examined many alternative investments and found that they
move in waves. For example, there are LBO waves. “The leveraged buyout
(LBO) wave of the 1980s was an important phenomenon well studied by
academics and practitioners. The recession of the early 1990s, however,
brought most of that activity to an end, as many deals from later in that
period defaulted. Nearly 15 years later, however, the pace of LBO activ-
ity reached new record levels, renewing questions about whether and how
these deals create value.”'®

While data with alternative investments can sometimes be conflicting,
LBO funds have been shown to outperform the S&P 500. Robert Harris
of the University of Virginia’s Darden School, Tim Jenkinson of Oxford
University’s Said Business School, and Steven Kaplan of the University
of Chicago’s Booth School of Business examined private-equity perfor-
mance and found that it is “very likely” that private equity outperforms
the S&P 500."” Similarly, Dr. Riidiger Stucke, a research fellow in Finance
and Economics at the Said Business School and the Oxford-Man Institute
of Quantitative Finance, University of Oxford, states, “In particular, the
claim that private equity has not outperformed public equity is unlikely
to hold with true numbers.”'® LBOs are part of the alternative investments
area known as private equity. Private equity also moves in waves. As David
T. Robinson and Berk A. Sensoy explain in an abstract “Cyclicality, Perfor-
mance Measurement, and Cash Flow Liquidity in Private Equity,” “Public
and private equity waves move together.”'” Another area that I researched
was real estate. Like private equity, real estate moves in waves. “Real estate
is not a highly liquid asset and the key to successful investing is one of
timing...One thing is certain; whatever has happened in the past will be
repeated in the future, although probably in a different form.”* Figure 0.4
is a chart of real estate equity assets showing the market recovering and
forming a new wave for real estate despite the fact that the Great Recession
was caused by the real estate market collapse.

Real estate has moved in waves for centuries and there have been many

housing booms long forgotten. “A truly healthy housing market boom
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10 UNDERSTANDING ALTERNATIVE INVESTMENTS

Growth of real estate equity

U.S. institutional, tax-exempt assets managed internally,

in billions, as of Dec. 31. Includes timber.
+6.54%
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Figure 0.4 Real Estate Waves.

Source: “Graphic: Growth of real estate equity assets,” Pensions and Investments, http://www.pionline.com,
May 28, 2012.

occurred between 1940 and 1960. Supported by Fannie Mae as a quiet,
behind-the-scenes government corporation, the home ownership rate grew
from 40 percent to 60 percent. The company provided liquidity for FHA
mortgages and for U.S. Veterans Affairs’ zero-down payment mortgages for
returning World War II soldiers, which helped fuel the growth of the Amer-
ican middle class.”?' A plethora of information was put together in Wave
Theory for Alternative Investments, in order to show waves that each alter-
native investment (hedge funds, commodities, and venture capital) exhib-
its over time. Real estate, which caused the Great Recession, is recovering.
“Sales of previously owned homes were stronger than expected in October
2012, putting them on track to hit their highest annual level since 2007.”*
The residential real estate market is showing signs of recovery. (Figure 0.5).

New constructions is a way to gauge the real estate market. ETFs such
as the Dow Jones U.S. Home Construction ETF are now available. “Over the

past 20 years, home-related stocks have roughly tracked new construction,
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Figure 0.5 United States Residential Real Estate Recovering and Forming a New Wave.

Source: Rent vs. buy and inflation adjustments — S&P Dow Jones Indices — housing views.

itself perhaps the best indicator of the housing market’s health. Plus,
growth over a cycle can justify the high price/earnings ratios that hous-
ing stocks might have initially; future earnings and price appreciation can
make those formerly costly-looking stocks seem cheap in hindsight.”* The
lumber industry, home-improvement stores, and homebuilders were some
of the best performing industries in 2012.

Reminiscent of ocean waves, securities move in waves. Equities, for
instance, move in waves. “Bull and bear markets are a common way of
describing cycles in equity prices.”* Patterns, trends, and cycles can be seen
over time, again and again with alternative investments. Behavioral finance
helps explain this phenomenon. “The forecasted change in price level is
higher following a series of previous price increases than following price
decreases, suggesting that investors indeed chase trends once they think
they see them.”” Fixed income moves in waves, as evidenced by the Euro-
pean debt crisis where there was a wave of selling. Many have accepted the
fact that alternative investments move in waves and presently more research
is being done. Waves exist and they exist with alternative investments.

Prudent investors can use this knowledge regarding Wave Theory
to possibly help them make intelligent investment decisions as well as
to build better portfolios. “Several recent studies have attributed this

forecast ability to what has come to be known as the ‘stock market
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12 UNDERSTANDING ALTERNATIVE INVESTMENTS

overreaction’ hypothesis, the notion that investors are subject to waves
of optimism and pessimism and therefore create a kind of momentum
which causes prices to temporarily swing away from their fundamen-
tal values.”* Successfully investing money for institutions and high net
worth individuals for more than two decades, I found this information to
be quite useful. Based on the trends, patterns, or cycles that one observes,
alternative investments can be used to further diversify a portfolio. Waves
with different asset classes can also be found at the web site, http://www.
InvestingWave.com. For instance, managed futures might be used to take
advantage of these trends. “An initial under-reaction to a shift in funda-
mental value can potentially allow a managed futures strategy to invest
before the information is fully reflected in prices. The trend then over

extends due to herding effects.”?” «

Managed Futures” refers to the Bar-
clays CTA Index, an index that seeks to replicate the overall composition
of the managed futures industry. Managed futures did well starting in
1990 when the equity market was bad, as well as in 2000, 2001, 2002, and
2008 (Figure 0.6).

A number of savvy investment pros have seen the value of investing
when times are bad. “The secret is having the capital and courage when
thingslook pretty gloomy to say, ‘This will work,” says George Siguler, whose
New York-based Siguler Guff & Co. manages about $10 billion in private
equity and distressed debt, including investments in Oaktree.”® Many of
these successful pros are experts in alternative investments. Carlyle Group
frequently enters new areas before others, such as raising a sub-Saharan
Africa private-equity fund, giving the firm a first-mover advantage. The
largest hedge fund in the world, Bridgewater Associates, follows a strategy
somewhat similar in nature to Wave Theory. The founder of Bridgewater
Associates is Ray Dalio. Dalio, 62, built Bridgewater into the world’s larg-
est macro hedge-fund firm, with $110 billion in total assets, by tacking
against consensus. He’s created a distinct workplace culture and a research-
driven investing process that spreads risk across scores of markets. “Mak-
ing money is a zero-sum game, so to be successful you have to be willing to
stand apart from the crowd,” Dalio says, “And you have to be right.”® These
investments pros know when to buy or sell, unlike the typical investor that
sells precisely at the wrong time (the bottom of the market) and buys at the

wrong time (at the top).
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14 UNDERSTANDING ALTERNATIVE INVESTMENTS

Diversification with companies is not too dissimilar from an inves-
tor making investment decisions. After all, both would like to increase
rates of return while ideally lowering risk to build a better, more solid
investment portfolio. “In today’s business world, institutional investors
are looking to outperform the foreseeable long period of low returns of
the public and fixed income security markets caused by the economic
turmoil of the last few years. They are looking to invest in alternative
vehicles such as venture capital and private equity firms that benefit
from demonstrable competitive advantages in territories where they
invest, which, in turn, provide real advantages to their portfolio com-
panies vis-a-vis their competitors from around the globe.”® In other
words, there appears to be many types of financial waves. Opportuni-
ties to invest exist in any environment but one needs to develop fun-
damental valuation principles, whether it is in a corporate setting or
an individual building a sound investment portfolio. Finding intrinsic
value is difficult with publicly traded securities but can be even more
cumbersome with alternative investments. Alternative investments can
be difficult to value since there might be no market for them nor a lot of
information to make a rational decision. Liquidity is also not a benefit
of most alternative investments.

Wall Street has been and still remains mainly devoted to stocks, bonds,
and cash. For instance, many recommendations revolve around these three
asset classes and in some cases do not mention or include real estate, pri-
vate equity, managed futures, venture capital, commodities, or hedge funds
as additional options. Bloomberg reporter Inyoung Hwang has made sev-
eral tables for strategists recommending allocations for stocks, bonds, and
cash.”®

The American Association of Individual Investors (AAII) presents
three different asset allocation models for investors called AAIT Asset Allo-
cation Models, which do not include alternative investments. That is, the
aggressive, moderate, and conservative models have no alternative invest-
ments (Table 0.1).

By focusing on just stocks and bonds without alternative investments,
investors are not considering an important part of the overall picture,
which might possibly increase returns while at the same time lower risk,

provided careful selection and appropriate timing are used.
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Table 0.1 AAII Asset Allocation Models

Aggressive Moderate Conservative

20% large-cap stocks 20% large-cap stocks 25% large-cap stocks

20% mid-cap stocks 20% mid-cap stocks 10% mid-cap stocks

20% small-cap stocks 10% small-cap stocks 10% small-cap stocks

20% international stocks 15% international stocks 5% international stocks

10% emerging markets stocks 5% emerging markets stocks 0% emerging markets stocks
10% intermediate bonds 30% intermediate bonds 40% intermediate bonds

0% short-term bonds 0% short-term bonds 10% short-term bonds

Source: “Suggested Allocation Breakdowns,” The American Association of Individual Investors, www.aaii.
com/asset-allocation, April 2, 2013.

Historically, asset allocation was considered the Holy Grail for invest-
ing by Wall Street. In the infamous study “In Determinants of Portfolio
Performance,” authors Brinson, Hood, and Beebower examined 91 large
pension plans over 1974-1983 and expressed the view that asset alloca-
tion is far more important than security selection or market timing.
They found that asset allocation is responsible for around 93.6 percent
of the variation in total plan return. While this study might have had
some validity almost four decades ago, times have changed, especially
with alternative investments. In Trends in State Pension Asset Alloca-
tion and Performance for 2012, Cliffwater states: “In fact, over the last
10 years, just the opposite has transpired. We find that asset allocation
explained a mere 8% of the variation among state fund returns while
manager/fund selection accounted for 92% of the variation among state
fund returns.”*? Oddly, decades after this study, there are still investors
who believe security selection and market timing do not play a signifi-
cant role. An interesting but little-known fact is that Brinson, Hood, and
Beebower did not incorporate alternative investments at the time par-
tially since these investments were not nearly as developed as they are
today. Brinson, Hood, and Beebower appeared to have been undecided
as to how to incorporate alternative investments. Recognizing alterna-
tive investments was one thing, but including them in their study was
another. Data was unavailable for them to use. Essentially, alternative
investments were not well known back then as they are almost 40 years
later.

Investing during the 1960s and 1970s was very different from today.
The 1960s led investors to believe one should buy and hold but this did not
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last for long. Investors liked buying the 50 most popular stocks and then
holding them for the long haul: “The Nifty Fifty were often called one-
decision stocks: buy and never sell. Because their prospects were so bright,
many analysts claimed that the only direction they could go was up.”* The
stock market declined in 1973-1974 and these stocks plummeted. By 1976,
they were considered undervalued.

Most of the 1990s revolved around large cap growth names that
investors bought and held like Cisco or Microsoft. A decade later, the
financial landscape has changed once again. That is, investors have found
a buy and hold strategy to be a troublesome strategy and bad for a port-
folio. “The buy-and-hold strategy finds a theoretical basis in the Effi-
cient Market Hypothesis (EMH), according to which stock prices always
include all available information and are priced correctly. As a result,
short term stock price movements are completely random and it is not
possible to predict them.”** While it is debatable whether or not the stock
market is truly efficient or not, alternative investments are often private
and not traded on an exchange, and it is difficult to obtain information
about them.

Regarding when and how an investor deploys funds to buy or sell any
security, timing is much more relevant today. Timing is not completely
irrelevant and might not be summarily dismissed. Investors frequently
have bad timing such as the tendency to sell winners too early or hold
losing investments too long. “Prospect theory predicts a disposition to sell
winners and ride losers when the proceeds realized are held, as opposed
to being rolled over into another gamble.”* Buying and simply holding

without considering the market can lead to large losses:

The main problem with the buy-and-hold strategy is the total lack
of risk control that can result in huge losses. Market volatility is
higher during drawdowns. Prices usually decrease quicker than
they increase, and thus the absence of risk management techniques
exposes a passive unmanaged portfolio, to large fluctuations thatin a
few days can completely wipe out positive returns that took years to
achieve. A buy-and-hold strategy may be extremely risky in declining

markets.?®
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Looking at the market is a prudent decision. Are we in an uptrend or a
downtrend? What is the condition of the market?

Even though alternative investments have been found and shown to be
useful for asset allocation purposes, Wall Street has been too timid to stray
from their traditional investments mainly around stocks, bonds, and cash.
That is, current asset allocation models frequently fail to include alterna-
tive investments despite the known benefits and merits of adding them
to a portfolio. Countless investment professionals and many big banks
to this day brandish pie charts showing asset allocation to be the biggest
determinant for how returns are generated. Selecting which security to buy
is important, as evidenced with the U.S. State Pension System. “Overall
10 year state fund returns were more influenced by manager/fund selec-
tion than by asset allocation; putting in question the conventional wisdom
that 90% of performance is asset allocation. Private equity and real estate
allocations were the primary driver behind the better performing state
funds.”¥ As investors, we typically frame securities; cognitive abilities of
investors are somewhat narrow and confined. As a result, investors tend to
box securities. In “Behavioral Portfolio Theory,” Hersch Shefrin and Meir

Statman explain:

Labels, such as “stock” or “bond” provide help in processing informa-
tion as they frame complex information into simple boxes. Behav-
ioral investors begin the process of security screening by eliminating
from consideration securities whose labels indicate that they are not
likely to be suitable for a given layer. For example, investors might
eliminate securities that carry the “stock” label from consideration
for the downside protection layer because they know that, in general,
stocks lack the desired properties for downside protection securities.
Labels always simplify information. Unfortunately, labels also distort

information.*®

Like the research done by Brinson, Hood, and Beebower decades ago,
Modern Portfolio Theory (MPT) is outdated and no longer modern.
A new method for investing, which T call Modern Portfolio Allocation

(MPA), might be more relevant in today’s world of finance. MPA includes
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adding alternative investments to a stock and bond portfolio in order
to create a well-diversified portfolio, with the goal of lowering risk and
increasing returns. Alternative investments typically have a low correla-
tion with stocks and bonds. As we saw with managed futures, they have a
negative correlation with equities and a low correlation with global bonds.
As part of our human nature, we tend to get caught up in the moment
and our vision becomes myopic. Investors frequently fail to look ahead
or even at what has happened in the past. While one could argue there is
no guarantee of past performance continuing into the future, panicking
and selling based on pure emotions tends to end in dire results. Once an
investor loses money, they walk away and invariably miss the recovery.
“Investors seem to attach disproportionate importance to short-run eco-
nomic developments.”*

Today, there is finally enough data to show alternative investments
move in waves. Equities, on the other hand, have a longer and more mea-
surable track record, as Professor Richard Sylla found (Figure 0.7).

An astute investor can devise strategies around the ebb and flow of the

stock market. “A wide variety of trading strategies call for buying stocks

Equity Waves
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Figure 0.7 Equity Waves.

Source: Richard Sylla—Henry Kaufman Professor of the History of Financial Institutions and Markets;
Professor of Economics, Stern School of Business—New York University.
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when their prices rise and selling stocks when their prices fall.”** Waves with
equities are nothing new; waves have been observed quite some time ago.
“Early in the history of stock market indexes developed by Charles Dow,
editor of the Wall Street Journal from 1900-1902 and part-owner, com-
mentators viewed their evolution as a series of nested irregular ‘waves.”*!

Equity and bond information can be traced for centuries but data
regarding alternative investments has been difficult to obtain because of
its private nature. It is difficult to track. For example, Gjergji Cici, the
former associate director of research for Wharton Research Data Service
(WRDS) at the Wharton School of Business (presently an assistant pro-
fessor of economics and finance at William & Mary’s Mason School of
Business), developed the “WRDS Guide to IPO Databases and Research”
and warns that “the most widely used database in IPO research” must
be used with “caution” because “it has missing information and docu-
mented errors.”*> While data can differ from one organization to the next,
it is becoming more accurate. In the past, this was not the case. It is very
difficult to obtain information from a private transaction. More informa-
tion is available with publicly traded companies. An increasing number of
organizations are gathering data on LBO funds as well as on venture capi-
tal. Each organization might record data differently, which one needs to be
cognizant about before making an investment decision. For instance, are
we looking at apples to apples? Is the number of dollars raised or number
of private-equity deals the same between the organizations collecting the
data? One might record domestic data while the other records global data,
which might be drastically different, leading the investor to a false conclu-
sion about which way the private-equity market is moving. Private equity
moves in waves and appears to be different from country to country. The
venture capital/LBO market in Canada is different from that in the United
States. For one, venture capital is much more mature in the United States
as opposed to the venture capital market in Canada, which is more in its
infancy; the U.S. venture capital market has been around for decades while
the Canadian market has not been around as long. Therefore, waves associ-
ated with both might differ.

While the criteria are not the same, I believe that Thomson Reuters

and Dealogic are two helpful services to use for analyzing initial public

Copyrighted material - 9781137370181



Copyrighted material — 9781137370181

20 UNDERSTANDING ALTERNATIVE INVESTMENTS

Table 0.2 Initial Public Offerings (2011-2012)

Year #of IPOs Aggregate proceeds
2001 79 $34.24 billion
2002 66 $22.03 billion
2003 62 $9.53 billion
2004 174 $31.31 billion
2005 160 $28.27 billion
2006 157 $30.48 billion
2007 160 $35.69 billion
2008 21 $22.76 billion
2009 41 $13.17 billion
2010 92 $29.85 billion
2011 81 $26.97 billion
2012 94 $31.12 billion

Source: Jay R. Ritter, Cordell Professor of Finance, University of
Florida, “Initial Public Offerings: Updated Statistics,” March 29, 2013

offerings (IPOs). Likewise, Jay Ritter and Professor Alexander Ljungqvist
provide excellent research with IPO data (Table 0.2).

Data can be viewed differently, depending on the source, as well as the
search criteria used. Some databases are also hard to access or are extremely
expensive to use especially if one is not anticipating investing on a regular
basis in venture capital or IPOs. Finally, there are other databases that are
new and do not track data back to any meaningful length of time.

As anyone who understands anything about alternative investments
knows, they are not easy to monitor or track. Hedge funds, for example, do
not have the reporting requirements that mutual funds have and are also
unregulated. Hedge fund data historically is conflicting. Even indexes that
were created in recent years do not match up with one another despite the
fact that they were attempting to create the same reliable index. One index
might include hedge funds that went out of business while the other one
did not. I have found HFRI (Hedge Fund Research Inc.) to be quite helpful.
Like hedge funds, information for investors regarding commodities still
differs mid 2011. For example, consider commodity indexes. Commodity
indexes greatly vary in composition. Major commodity indexes dropped
sharply in the first week of May 2011, but some fell more steeply than oth-
ers, creating a significant performance gap among indexes and investment
products linked to them.* Considering over 2,000 hedge funds vanished in
2009, the impact was large and the numbers are very different depending

on whether or not one included the 2,000 hedge funds.
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Whether one is running a $20 billion dollar pension or invest-
ing $10,000 in an individual retirement account (IRA), there is a lot to
learn about alternative investments. To an extent, institutions and high
net worth investors have similar needs. “Institutional investors also face
complex decisions. Some institutions invest on behalf of their clients, but
others, such as foundations and university endowments, are more simi-
lar to individuals in that they seek to finance a long-term stream of dis-
cretionary spending. The investment options for these institutions have
also expanded enormously since the days when a portfolio of government

bonds was the norm.”**
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