5/26/2016

PERSONAL FINANCE

Your financial planner: Are alternative investments right for you? | The Kansas City Star

MAY 25, 2016 11:14 AM

Your ﬁnancial planner: Are alternative
investments right for you?

i
BY DAN MATHEWS
FINANCIAL PLANNING ASSOCIATION OF GREATER KANSAS CITY

http://www.kansascity.com/news/business/personalfinance/article79786362.html

1/5

5/26/2016

Your financial planner: Are alternative investments right for you? | The Kansas City Star

When I was a kid, picking something off the McDonald’s menu was easy because there
were limited choices. Today, my kids have several choices and they can even get breakfast
for dinner!
For investors, selecting a mix of stocks, bonds, and cash has traditionally been considered
enough to create a well-diversiﬁed portfolio. Much like the menu at McDonald’s, the menu
of choices for investors has evolved to include several “alternatives” to satisfy their appetite
for higher risk-adjusted returns.
So, what are these “alternatives”, why are they becoming so popular, and do they have a
place in your portfolio?
In order to understand what an “alternative” is, it’s important to understand how
investments are categorized. Investments have traditionally been categorized into what’s
known as asset classes. An asset class is a group of investments that shares common
risk/return characteristics and behaves similarly in response to economic and market
events. Stocks, bonds, and cash have traditionally been used as the core building blocks of
a portfolio because each has different risk/return characteristics and each behaves very
differently in response to various economic and market events.
An alternative investment is commonly deﬁned as an investment in an asset class other
than stocks, bonds and cash.
The list of alternative investments is long. Some are fairly well known and frequently used,
like real estate and commodities. Others are obscure, complex, and may restrict access to
the common investor. Examples of these include hedge funds, private equity and structured
products, among others.
One of the primary reasons for the rise in popularity in alternative investments is that
investors are seeking more assets classes that have lower correlations to traditional asset
classes like stocks and bonds. Correlation is the statistical factor that measures the relation
between two asset classes.
When correlation is high between two asset classes, they typically act similarly during
market cycles.
When correlation is low between two asset classes, they typically act dissimilarly during
market cycles. Put simply, when one asset class zigs, the other zags.
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By adding asset classes with lower correlations to each other, a portfolio becomes more
diversiﬁed, thus reducing its overall risk. In the case of commonly used real estate and
commodities, these asset classes can serve as inﬂation hedges in addition to providing more
diversiﬁcation.
So, are alternative investments right for you?
Before an investor can understand if alternative investments make sense to include in their
portfolio, the investor ﬁrst needs to understand his own goals and objectives. Once the
goals of the portfolio have been established, the investor is then faced with the question of
the optimal mix of various asset classes and understanding the role of alternative asset
classes within the portfolio. The mix or asset allocation of the portfolio has been shown to
account for 88% of the investor returns in studies by Brinson, Hood (1986) and conﬁrmed
by Beebower, Wallick (2012).
One of the ﬁrst barriers in determining the optimal mix is a thorough understanding of the
characteristics of the various asset classes.
As investment choices expand beyond traditional stocks and bonds, investors will ﬁnd that
alternative investments come with many different distinct properties. If an investor does
not possess a clear understanding of the inherent risks or aspects of a particular investment,
they should strongly consider excluding that investment because of the unintended
consequences it may have.
Because of the complexity of many alternative investments, special consideration should be
given to understanding the nature of these products. This should include but not be limited
to liquidity, taxes, impact on estate planning, historical returns, conﬂicts of interest and
fees. These many complexities don’t mean that alternative investments should be excluded,
simply that an investor should proceed with caution.
Even if you are ready to go alternative, you may face challenges ﬁnding investment
opportunities.
Most 401(k) plans, which are the primary savings vehicle for most investors, offer limited
alternative investment options. The Government’s Thrift Savings Plan is about as vanilla as
it gets with no alternative offerings. If you face this obstacle, look to see if your plan has a
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self-directed brokerage option where you can gain access to more investment choices. If you
are over age 59 ½, some plans allow an in-service withdrawal which can be rolled over to a
self-directed IRA where it can be further diversiﬁed.
For most though--especially those who want to keep things low maintenance--a simple
allocation to stocks, bonds and cash may be a better solution than the inclusion of
alternatives.

Dan Mathews, CFP® is a Private Wealth Manager at Creative Planning, Inc. in Leawood,
KS.
If you would like members of the Financial Planning Association of Greater Kansas City to
address a general ﬁnancial planning topic or answer your question on this blog, please
contact at brandy@fpakc.org. Provide your ﬁrst name, your age and hometown.









MORE PERSONAL FINANCE

YOU MAY LIKE

Sponsored Links by Taboola

Upgrade Your Business with a Top Ranked Credit Card
Credit Cards Offers

Aaron Rodgers’ brother called out by exgirlfriend for cheating after ‘Bachelorette’ premiere
SportsChatter

Rob Gronkowski appears to have settled down
SportsChatter

Johnny Manziel finally has a job offer, just not with an NFL team
SportsChatter

http://www.kansascity.com/news/business/personalfinance/article79786362.html

4/5

5/26/2016

Your financial planner: Are alternative investments right for you? | The Kansas City Star

COMMENTS
0 Comments

Sort by Newest

Add a comment...

Facebook Comments Plugin

SPONSORED CONTENT

A couple of mates native to Australia
recently traveled to Kansas City
Coedie and Burra are two koalas that went on exhibit
April 28 at the Kansas City Zoo and will stay until late
November. It is the ﬁrst time in...
By Kansas City Zoo

http://www.kansascity.com/news/business/personalfinance/article79786362.html

5/5

