
 

 

 

Your Money – Why and How We Invest the Way We Do 
 

Part 6 – Alternative Investments 

 

This is the final installment in a series we’re sharing with clients about our investment philosophy. If you 

missed earlier segments and are interested in understanding why we invest your money the way we do, you 

can access them by clicking here. 

 

In our introduction to this series, we wrote that we hoped you wouldn't be offended if we told you that 

we're more interested in you than your portfolio.  

 

Such a comment doesn't mean we take investment management lightly. No, it's that we see your 

investment portfolio as a means of helping you accomplish your financial objectives, not as an end unto 

itself. It's helping you establish and meet your objectives. It's those things, what's important to you, that 

we're most concerned about. Your portfolio is an important element of the process, but only to the 

degree it helps you meet your objectives. 

 

Investors can survive "little" investing mistakes. You spend somewhat more this year than what you 

budgeted. You invest in Fund A instead of Fund B. You forget to update your IRA beneficiary designation 

form as soon as something changes in your family situation. Those are generally little mistakes, and with 

time, you can usually correct them or get along well despite them. 

 

Then there are "big" investing mistakes. These are the mistakes you may never recover from.  

 You put your entire IRA into dot.com stocks when you retired in 1999. (Oops! How did that work 

out for you?)  

 You took a lump sum distribution of your 401(k) and invested it in a taxable account instead of 

rolling it over into an IRA. (Wow! The taxes on that must have almost killed you.) 

 Or, during the financial crisis of 2008-2009, you really got scared, sold off your holdings at a big 

loss, and put the proceeds into Certificates of Deposits (CDs). You decided to wait for things to 

calm down, to find a good re-entry point. And you're still waiting. (Oh-oh! Don't give up that day 

job—you may not have enough to retire.) 

Getting out of the market, even if for a short period, can be one of those big mistakes as the following 

chart illustrates. It covers 20 years of history of the S&P 500. It illustrates the consequences for a portfolio 

if the investor bails out and consequently misses some of the best days of market performance. 

http://www.investecwealth.com/iws-investment-series-how-and-why-we-invest-the-way-we-do


 
Source: https://www.jpmorganfunds.com/blobcontent/647/343/1272924627455_JP-GTR.pdf 

Our job, as wealth management advisors, is to ensure our clients don't make these kinds of "big" 

mistakes. (Frankly, we don't enjoy seeing little mistakes either, but they're not as impactful as the big 

ones.)  

Human beings, unfortunately, are not hard-wired to make wise investment decisions: 

 We hate losses (even if only on paper) twice as much as we enjoy gains.  

 We fixate on what we paid for an investment, rather than on its prospects for future returns.  

 We buy what's familiar, and we're overly confident in our ability to invest.  

 We search out information that confirms what we believe and disregard conflicting information.  

 We are susceptible to the "herd instinct," buying because everyone else is buying and selling 

when everyone else is selling. The list can go on. 

https://www.jpmorganfunds.com/blobcontent/647/343/1272924627455_JP-GTR.pdf


Your investment manager needs to construct portfolios to earn a reasonable return over time on your 

money, for sure. But we also need to construct portfolios that help ensure that you don't make a "big" 

investing mistake.  

As shown above, one of the biggest mistakes is getting out of the market. That happens, generally, 

because you're scared that you're losing too much money. Fixated on a paper loss, you momentarily 

forget that the nature of investing is a series of ups and downs in the market. But history reiterates over 

and over that the long-term trend is upwards. 

The chart below shows the performance of the Dow Jones over 100 years on an inflation-adjusted basis, 

with recessions shown by the shaded bars. While there have been periods of low or negative returns, the 

trend line for this particular asset class (out of many) is clearly upwards pointing. And getting out during 

one of those temporary dips can become a "big mistake." 

 

 
          Source: https://www.macrotrends.net/1319/dow-jones-100-year-historical-chart 

 

Investec clients are human beings, prone to emotional reactions and various investing errors. (Yes, you 

may be different, but perhaps only to a degree.) So how can we construct portfolios to keep our clients 

invested in the market?  How can we keep you as a shareholder of great companies from around the 

world for those longer-term gains that owning stocks have provided in the past, and which we are 

confident will accrue to us in the future? 

 

To accomplish this objective, we do the following: 

 

1. You may depend on withdrawals from your portfolio to meet your monthly expenses. If that's the 

case, we put aside one to two years' worth of what your monthly cash requirements are. We 

invest that money in a very liquid (easily accessible) money market fund and/or short-term bond 

Dow Jones Industrials – 100 Year Historical Chart 

https://www.macrotrends.net/1319/dow-jones-100-year-historical-chart


funds. These investments typically generate a modest return, but most importantly, they won't 

fluctuate much if the stock market decides to swoon (or surge). You can sleep well at night 

knowing that funds are available to meet your expenses, independent of what the market does. 

We don't have to sell assets at a loss to raise cash for your living expenses. You can stay in the 

market.  

2. We diversify your portfolio so you're not entirely subject to the ups or downs of one particular 

market or even one particular asset class within a particular market. Investing a part of your 

portfolio in bonds, for example, should dampen volatility and generate income, even in a market 

in which stock prices are declining. You can stay invested. 

3. We may increase or decrease your exposure to certain assets classes if we think they are good 

values or over-priced. Such "tweaking" of your portfolio may increase returns as well as reducing 

potential losses if highly-priced assets readjust by falling in price. You can stay in the market. 

4. Under certain market conditions, we invest a portion of your portfolio in something called 

"alternative investments." We'll explain alternatives by answering the following three questions: 

 What are "alternative investments?" 

 Why would anyone invest in "alternative investments?" 

 Why might alternative investments be appropriate investments now? 

What are "alternative investments?" 

Investors typically think of investing as putting their money into conventional types of investments, such 

as stocks, bonds, or cash. "Alternative" investments are, at their simplest, other types of assets, such as 

commodities, real estate, private equity or hedge funds, or derivative contracts.  

Derivatives are investments whose returns are derived from the performance of another asset. One 

example is a "futures contract." A purchaser of a futures contract is acquiring the right to buy or sell a 

particular asset at a specified price at a specific point in the future. They don't irrevocably obligate 

themselves to actually take possession (if buying) or to deliver (if selling) the underlying asset (such as a 

commodity like oil or orange juice, or a currency like Japanese Yen). As the delivery date approaches, the 

holder of the futures contract may choose to sell that contract (at a profit or a loss) to someone else who 

may actually take delivery of the underlying commodity or currency or agree to provide it to someone 

else. 

Alternative investment funds are based on specific strategies their managers follow, which can include 

using "managed futures" or arbitrage strategies. These managers may follow trends or identify 

opportunities in the market that more conventional investors overlook. 

Why would anyone invest in "alternative investments?" 

Alternative investments generally do not correlate with stocks or bonds, and are expected to provide 

moderate returns regardless of the direction of the markets. There is historical evidence as well as 

economic and investor behavior to support the expectation that over a full market cycle, alternative 

investment funds should dampen portfolio volatility as well as provide a return comparable to that of a 



balanced conventional portfolio.1 In short, having alternative investments should help keep you in the 

market, as well as provide a reasonable return. 

 

Why might alternative investments be appropriate investments now? 

We are in the midst of a rising rate environment. Central banks around the world (led by our Federal 

Reserve Bank) are continuing the process of restoring short-term interest rates to more typical and 

higher levels. In such an environment, traditional fixed income investments may be challenged by those 

rising rates. 

 

In the U.S., many experts believe the record-setting bull market in U.S. stocks is aging and results similar 

to what we've experienced over the past nine years will not be achievable in the near future. Huge 

government deficits and an aging population are two additional headwinds for U.S. stocks. 

 

In this environment, it makes sense to us to invest a portion of most portfolios in alternative investments, 

whose returns are uncorrelated with conventional investments and which should provide a reasonable 

rate of return. While we have been disappointed with their relative returns over the recent past, we 

believe they have a distinct role to play in most portfolios. A chart shown during our 2Q18 State of the 

Markets webinar demonstrates the role one type of alternative investment fund, managed futures, can 

play during an extended stock market decline. 

 

 

 

 



 

 

A Summary Perspective 

Focusing as we have on five different asset classes over this series, it's tempting to look at a particular 

segment of your portfolio and find fault. Alternative investments might be one area with which to find 

fault. But as we've tried to explain during this series, different parts of a portfolio serve different 

purposes. It's a mistake to look at a particular part of one's investments and draw conclusions 

independent of looking at the portfolio as a whole. 

 

We would add that the ultimate purpose of the portfolio is to help you achieve your needs, wants, and 

wishes. Helping you stay on track to meet those objectives is the calling we've embraced, and we're 

honored to journey with you. Thank you for your trust and confidence in Investec. 

  
1For a more lengthy defense of alternative investments as a diversifier of your portfolio with expected 

positive returns over the long term, see Asness, Cliff, "Liquid Alt Ragnarok?" (September 7, 2018) 

accessed at https://www.aqr.com/Insights/Perspectives/Liquid-Alt-Ragnarok and/or read a cover story 

interview of him in Bloomberg Markets, Vol 27, Issue 5 (October/November 2018), accessible at 

https://www.aqr.com/About-Us/News/2018/Cliff-Asness-Featured-in-Bloomberg-Markets-Cover-Story 
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