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Every year the editorial 
staff of Robb Report’s 

Worth, a magazine catering 
to the carriage trade invest-
ing clientele, compiles a list of 
100 wealth managers that they 
deem to be of unusually high 
quality. They call it their “100 
Best List.” Of course, it is 100 
of the best advisors of which 
they are aware, so it is hardly 
the final word. Still, it always 
makes for intriguing reading. 
The most interesting aspect 
of this year’s listing though 
is not the list itself, but rather 
a compelling change in the 
methodology utilized by the 
editorial board in making its 
selections.

Those considered for the list 
this year were held to the same 
standards as prior years with 
the notable exception that 
advisors were automatically 
disqualified if they were not 
utilizing something called 
“alternative investments” in 
their clients’ portfolios. The term alter-
native investments have been seen often 
in professional literature over the years. 
However, more recently, with interest 
rates low and stocks plunging four years 
ago and drifting since, the term has crept 

into the popular media as well. The reason 
for increased general interest in alternative 
investments is that they are diversification 
tools used in the pursuit of higher returns. 

What Are Alternative 
Investments Anyway?
Daniel E. Gooding, CFP

The very real danger is that they often entail 
a great deal of risk that is not always easily 
recognized.

Discussions of the various components of 
the alternative investments asset class in 

the non-professional financial press has 
been fragmented at best. That is too bad 
because a nutshell presentation of the main 
aspects of alternative investments can be 

useful to investors, if for no other reason 
than to enhance their general knowledge in 
the subject of investments overall. 

The first question that may come to mind 
when considering alternative investments 

is “To what are alternative investments 
an alternative?” The answer is something 
known in the financial services profession as 
the “traditional portfolio.” Traditional port-

“AS WITH ALL ALTERNATIVE INVESTMENTS, LEASING HAS ITS UNIQUE RISKS, 
DOES NOT PARTICULARLY CORRELATE WITH OTHER INVESTMENTS AND SEEMS 
TO HAVE A PERFORMANCE MIND ALL ITS OWN.”
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folios consist of three asset classes: equities 
(stocks), fixed income (bonds) and cash. 
Accordingly, anything other than these 
three broad classes of assets is considered 
an alternative investment.

Whether a particular investor should actually 
own alternative investments or not comes 
down to a matter of personal preference, 
objectives and risk tolerance. We are cer-
tainly not making any recommendations here. 
Rather, the goal is simply to provide some 
identification and description of the compo-
nents of the asset class for ready reference.

With all investment categories there are broad 
headings and all sorts of sub-categories. 
Let’s consider the asset class equities as an 
example. Under that class heading would be 
found large cap stocks, mid caps, small caps, 
international large caps and so on. Under 
one of those sub-headings would be more 
sub-headings. To illustrate, large cap value 
and large cap blend, among others, would be 
listed as sub-types of large cap stocks. 

Important members of the alternative in-
vestments asset class that would be listed 
most often are: real estate, hedge funds, 
futures, equipment leasing, direct energy, 
private equity and structured products. 
Investments in most any of these group-

ings are either illiquid or have some sort of 
limited liquidity. Thus, investors in these 
assets generally should have a long holding 
period in mind when they invest.

Participation in most alternative invest-
ments is restricted to investors that are 
qualified through meeting higher net worth 
or income requirements. However, a few, 
such as a direct investment in publicly 
registered, non-traded real estate funds 
and energy funds, are made available to 
investors of more modest means.

Real Estate and Hedge Funds
The “securitization” of real estate, that is, 
fragmenting the ownership of real estate 
into a bite-sized investment form, is under-
way in America at warp speed. Real estate 
can be held in various ways including the 
ownership of stock in the publicly traded 
share form. There is a growing number 
of sizable Real Estate Investment Trusts 
(REIT’s) that are traded daily on the public 
stock exchanges.

Some advisors contend that these traded 
REIT’s are a form of participation in an al-
ternative investment, thus should be classed 
under the heading of Alternative Investments. 
Other advisors consider stock of publicly 

traded REIT’s an 
insufficient foray 
into real estate to 
be true, alterna-
tive real estate in-
vestments. They 
regard such po-
sitions as stock 
plays and contend 
that an alternative 
investment in real 
estate needs to 
be into a direct 
and illiquid in-
vestment. They 
reason that such 
a holding will act 
like true real es-
tate, correlate less 
to other assets in 
a portfolio than 
traded REIT’s 
will and offer the 
typical apprecia-
tion possibilities 
over the hold-
ing period that 
traditional real 
estate investing 
possesses. Time 
will tell us who 
is correct. Mean-
while, clearly, the 

ownership of real estate is an alternative to 
stocks, bonds and cash and is becoming 
more common.

Hedge funds, introduced by Wall Street 
visionary Alfred Winslow Jones in 1949, 
are a managed pool of investors’ capital for 
which aggressive strategies that are unavail-
able to mutual funds are used. These include 
short selling, leverage, programmed trading, 
swaps, arbitrage and derivatives. In that hedge 
funds are exempt from many of the rules and 
regulations governing mutual funds, they may 
be quite flexible and aggressive in pursuit of 
their goals. While their name implies hedg-
ing, a technique that is normally linked to the 
reduction of risk, do not let the name fool you. 
Risk reduction and enhanced yield may have 
been what Dr. Jones had in mind in 1949, 
but today’s hedge funds typically are anything 
but risk adverse.

Structured as Limited Partnership Private 
Placements (privately offered securities 
that cannot be advertised and may only be 
presented to qualified investors) the num-
ber of investors per fund is restricted to 
either 99 or 499. Operators of these funds 
typically charge 1 - 2 percent annually of 
assets under management and contract for 
a healthy chunk, usually 20 percent, of the 
fund’s gains as well.

Hedge Funds are controversial if any-
thing. Over the years, some have delivered 
amazing performances while countless 
others have melted down and disappeared. 
Writers at Forbes were so disturbed by the 
performance and structure of hedge funds 
generally a few years ago that they crafted 
a cover story called “The $500 Billion Dol-
lar Hedge Fund Folly.” 1 Despite such vocal 
detractors, wealthy American investors love 
hedge funds and investment in them topped 
$950 billion in 2004. That is an increase 
from $67 billion in 1990. 

Futures and Leasing
The market for the alternative investment 
known as futures contracts or “futures” is 
the largest securities market in the world. 
This may come as a surprise, but the reason 
is simple. Futures contracts appeal to a wide 
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When paper money in the US 
was fi rst issued back in 1861, 
each note was signed by hand 
by a representative of the US 
Treasurer.  To make matters 
worse, signatures were only 
valid for one year.  Soon sign-
ers complained of writer’s 
cramp and petitioned for 
legislation allowing the sig-
natures to be engraved and 
printed directly on the bills. 

Source: SaveWealth.com

range of investors and to all sorts of busi-
nesses. Businesses and manufacturers make 

up the bigger part of the futures trading 
volume, in fact. They use futures contracts 
to make more predictable their supply and 
energy costs. For example, one might fi nd 
an airline purchasing a contract to buy 
aviation fuel some months from now at a 
specifi ed, fi rm price. If the price of fuel goes 
up, no matter, a lower price has been locked 
in thanks to the futures contract. 

Since the prices of a nearly endless array 
of contracts are fl uctuating all of the time, 
a market for speculation exists alongside 
the ongoing, straight forward, risk hedging 
use of the contracts. Professional futures 
trading fi rms have arisen to mine the busy 
futures market for profit. Some wealth 
managers feel that engaging a company 
or group of companies to manage futures 
portfolios is the safer way to go here. That 
sort of investment is a sub-category of the 
futures class known as managed futures. 
The other method, of course, is for an in-
dividual investor or wealth advisor to open 
a trading account on behalf of the investor 
and participate fi rsthand in the market.

As for leasing, it may be the world’s second 
oldest profession. Hannibal leased his el-
ephants, to give you an idea of the 

longevity of this business concept. Fast for-
ward to today and we have the alternative in-

vestment equipment leasing sometimes found 
in investment portfolios. In these investments, 
pools of capital are raised from investors for 
the purpose of purchasing equipment that is 
on lease or is contracted to be leased as soon 
as it is acquired. These pools usually have a 
planned life span of four to eight years and 
if all goes well, the investor receives a return 
of and on his capital. The investment’s re-
turn comes from the contracted for rental 
income, re-leased rental income, if any, and 
the residual value of the equipment. The latter 
of these is a big variable that can enhance or 
seriously impair performance over time. As 
with all alternative investments, leasing has its 
unique risks, does not particularly correlate 
with other investments and seems to have a 
performance mind all its own.

Energy, Private Equity and 
Structured Products
Direct energy 
investments are 
gaining promi-
nence now that 
oil and gas pric-
es have spiked. 
However, they 
have been around 
for a long time 
and many advi-
sors have always 
appreciated them 
for their tax ad-
vantages and the 
long term cash 
fl ow streams that 
may be produced 
if the investments 
are successful. 
These alternative 
investments also 
are independent 
in their behav-
ior, not following 
stock, bond or 
real estate trends 
at all. For a de-
tailed discussion 
on these invest-
ments please see 
the article entitled 
“Natural Gas: A 
Fuel for Portfo-

lios” in West Virginia Executive, January/Feb-
ruary 2005. That discussion is also available 

on the magazine’s website at 
www.wvexecutive.com.

Private Equity, a favorite al-
ternative investment of some 
investors, is simply capital 
invested in companies that 

do not have stock traded freely on any 
stock exchange. A second, clever name 
for private equity is merchant banking. 
Whatever we call it, the idea is that a 
group of investors, or sometimes simply 
one wealthy investor, provide(s) the 
funds to purchase all or part of compa-
nies. These companies may be making 
some profi t, gaining ground toward a 
profi t or be in need of a turn around. 
Moving these fi rms to a higher level of 
operational effi ciency and to profi tability 
or increased profi tability is the goal that 
private equity companies seek to attain. 
Investment companies that work in this 
arena purchase all or a big piece of the 
company, and attempt to bring more ef-
fi cient management to the business and 
grow it accordingly. Assuming that they 
are successful in their effort, they will 
take the company public or sell it to a 
larger competitor or holding fi rm for a 

“THE MARKET FOR THE ALTERNATIVE INVESTMENT 
KNOWN AS FUTURES CONTRACTS OR ‘FUTURES’ IS THE 
LARGEST SECURITIES MARKET IN THE WORLD.” 



48  WEST VIRGINIA EXECUTIVE   ▼    www.wvexecutive.com

nice profit. If they are unsuccessful, the 
companies can fail and perhaps all of the 
investment will be lost.

Some consider venture capital, money 
invested in tiny start-up companies, a 
sub-category of private equity and others 
believe that the term private equity relates 
to more grown-up companies. Here it is 
regarded as a significant sub-category of 
private equity, however. If your advisor 
suggests diversification into venture capi-
tal take a deep breath and think about how 
you might feel if this investment did not 
work out and you lost the entire invested 
principal. Do that in a more than equal 
measure when compared to how you 
might feel if the investment ball were to 
be hit out of the park.

Alternative investments known as structured 
products include a wide range of offerings. 
Their workings are often more difficult to 
grasp than private equity and hedge funds, 
although hedge funds routinely hold various 
structured products. As the name implies, 
these assets are structured and in this con-
text, that word means complicated.

Structured products are securities derived 
from or based on other securities such as 
a single security, a group of securities, 

an index, a foreign currency, a debt is-
suance and so forth. These investments 
derive their value from their underlying 
asset(s) and are sometimes referred to as 
derivatives. They can be risk protected or 
may put all principal completely at risk of 
loss. They may be leveraged and are often 
highly volatile.

As to diversity and breadth, these invest-
ments are amazing. They can even be custom 
designed if one has enough money to ignite 
the interest of a structured product creator. 
Say, an investor likes to invest in biotech 
companies. These days he can acquire a fund 
of 15 of them structured to award him 75 
percent of the gain on the top five performers 
after five years. That is a structured product, 
to be sure. Suffice it to say here that these 
investments are in the realm of investment 
esoterica and should be handled with great 
care by the well informed.

The Riddle
A major issue facing advisors is determining 
just what effect alternative investments may 
have on the larger portfolios of which they 
are a part. The fact is that there is still much 
to be learned about them and judging effect 
is more art than science at the moment.

Investment professionals look to a process 
known as Modern Portfolio Theory to de-
termine how stocks, bonds and cash may 
interact over time. There is a credible 100 
year history on these asset classes. Advisors 
can adjust the balance among those assets 
in portfolios to meet various risk tolerance 
targets as required based on the known 
historical interactions. 

The behavior of alternative investments is 
harder to pin down though, in part because 
they are newer additions to the investment 
arena and their performance over a long 
period of time is not yet known. Further, 
data on these investments, with the excep-
tion of real estate, is not very well defined 
and is insufficiently credible. The result for 
investors and their advisors is that extra care 
and caution must be taken if venturing into 
the land of alternative investments. Still, 
they may be well worth the effort of careful 
analysis and consideration for the right in-
vestors and their advisors. As for others not 
so inclined, at least they should be aware of 
what the term alternative investment means 
and what constitutes the category.

Footnote 
Forbes, August 6, 2001


