electAlts
Wisely Managed Absolute Return Portfolios

THE SELECTALTS VALUE PROPOSITION
In my previous articles I’ve mostly explored investment strategies that I have employed. This
time, however, I want to lay out succinctly why you might want to consider allowing me the
privilege of investing at least a part of your assets.
Diversification
Most investors, particularly most individual investors, are poorly diversified but don’t realize
it. They believe that if they have a stock portfolio that includes a mix of value, growth, large,
small, U.S. and international stocks, they are well diversified.
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While that may have been true once, the
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Many asset classes that once provided
attractive diversification, such as
international stocks (in blue, lower right),
U.S. REITs (in green, lower right), global
REITs (in red, lower right), and emerging
market stocks (in purple, lower right) are
now all above 70%. Volatile market
environments such as we have had since
the Great Recession of 2008 tend to
make “all correlations go to one” (or
100%) and make the need for
investments that behave differently that
much more critical.
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The need for diversification has led many
investors into alternative investments,
including real estate, private equity, and
hedge funds. However, even hedge funds
have seen their correlations with the S&P
500 increase in the past few years. The
HFRI Composite Index (in black at right) is
perhaps the broadest and most
authoritative hedge fund index available.
The HFRI Fund of Funds Index (in red at
right) includes a wide variety of funds of
funds, which in turn invest in hedge
funds.
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Clearly, diversification has become harder to find.
Expected Return
Correlation measures only one aspect of an investment—its ability to diversify another
investment, such as U.S. stocks as measured by the S&P 500 Index. The lower the correlation,
the more likely an investment is to diversify. That’s good.
However, betting on a roulette wheel would also be a low correlation “investment,” albeit one
that has a negative expected return and a very high level of volatility. Ideally, you would like
your investments to have an attractive expected rate of return, particularly when adjusting for
their level of expected risk (or volatility).
Over long holdings periods, stocks tend to deliver attractive returns, so having a reasonable
percentage of your portfolio in stocks makes good sense. Much of the reason that stocks
provide attractive long-term returns is that they are able to raise their dividends as the
underlying earnings of the companies grow. They are also able to increase prices in step with
inflation, generally.
Not so with bonds. Although bonds, particularly U.S. Treasury bonds, are a safe haven
investment, and therefore often increase in value when stocks fall, their long-term returns do
not participate in economic growth nor are they indexed for inflation. With a bond, you know
at the outset what your expected return to maturity will be—the yield. That’s it.
The problem right now is that bond yields are quite low—below the expected rate of inflation
in many cases. So, although bonds go a good job of diversifying stocks, right now they do not
provide very attractive expected returns.
Investors need a better option than bonds for diversifying their stock investments.
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Alternative Investments
Investments in assets other than stocks, bonds, and cash are considered “alternative
investments.” These types of investments have often behaved differently than stocks and
bonds, though as seen above, not as much in recent years. Generally speaking, an investment
is usually labeled “alternative” either because of its asset class (e.g., real estate, commodities,
and private equity) or because of its form of organization (hedge funds). Often, leverage, shortselling, and incentive fees are involved.
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Unfortunately, many people have the
mistaken impression that alternative
investments are inherently risky. In fact,
the volatility of most alternative
investments, including hedge funds, is
considerably less than the volatility of
most equity mutual funds. As shown at
right, the average 36-month rolling
volatility of the hedge fund index has
been less than half of the S&P 500. Also,
to the extent that they have a low
correlation with both stocks and bonds,
including alternative investments can
reduce the risk of an overall portfolio.
Alternative ETFs

Until just a few years ago, the only way to invest in most alternative strategies was through a
hedge fund or other private vehicle. By law, hedge funds are limited to “accredited” investors,
generally those with $1 million in net worth (excluding their primary residence) or joint income
of $300,000 or more ($200,000 for individuals). These vehicles tend to be very illiquid and their
fees tend to be very high. Also (in part because of the high fees), in recent years, the average
returns have been disappointing.
Over the last few years, a number of ETFs (exchange-traded funds) that invest in alternative
strategies have been launched, including funds investing in the following (to name just a few):












Commodities
Currencies
Volatility-linked instruments
High-yield debt
Real estate securities
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Merger arbitrage
Global macro
Publicly traded private equity
Market neutral equity
MLPs

Because these ETFs are nearly all passively managed based upon an index, their fees are quite
low compared to hedge funds—typically 0.75% or less. That is a world away from the “2 and
20” of the typical hedge fund! Unlike the $1 million minimum typical of most hedge funds,
alternative ETFs can be bought in very modest dollar amounts. As registered vehicles, ETFs
provide solid investor protection against fraud. Also, because they are traded on public
exchanges every day, these ETFs facilitate tactical shifting as return and risk conditions change.
This means that, perhaps for the first time ever, it is possible to quickly, easily, and cheaply
increase or decrease allocations among various alternative strategies.
Merger Arbitrage
Hedge Funds vs. ETFs
70%
60%

Cumulative Total Return

Perhaps best of all, these alternative ETFs
perform quite well compared to the
average hedge funds in their strategy
categories. In fact, I did a recent
comparison and found that the ETFs beat
the return of the average hedge funds in
each and every case! I show one
illustration at right comparing the largest
merger arbitrage ETF (and its underlying
index) with the HFRX Merger Arbitrage
Index which averages hedge funds using a
merger arbitrage strategy. (Merger
arbitrage involves buying long the stock
of takeover targets and shorting the stock
of acquirers.)
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Managing the Asset Mix
By far the most important investment decisions have to do with managing the overall asset
mix of a portfolio. How much to allocate to stocks, bonds, cash, and alternatives will depend
upon an investor’s financial goals, risk tolerance, wealth level, and many other factors, all
beyond the scope of this article.
My two strategies (Multi-Strategy and Long/Short Multi-Strategy) are designed to enable me
to actively manage the asset mix for my clients. Alternative investments cover a wide range of
risk exposures, some more related to stocks and bonds, and some less. I work to tactically shift
these exposures to take advantage of changing risk and return conditions. The long-only MultiStrategy Portfolio tends to have a level of sensitivity to the stock market in the range of 20% to
80% (aka a “beta” of .2 to .8), with much lower levels of bond market sensitivity. Because of
increased flexibility to hedge risks, the Long/Short Multi-Strategy Portfolio has much lower
levels of risk, with stock market sensitivity generally in a range of 0% to 60% and near zero for
bond market risk.
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Co-investing with Me
I am fully committed to my two strategies. 100% of my IRA is invested in the Multi-Strategy
Portfolio, and 100% of my taxable savings is invested in the Long/Short Multi-Strategy
Portfolio. My clients and I share in the same returns. This is my own money and I manage it
very intensely. Every day that the market is open I am critically examining the portfolio to see if
its return/risk tradeoff can be improved.
My investment process is highly active and highly selective. I want only the best 20 to 25 ETFs
in the portfolio, long or short, at any point in time. Although I use index-based ETFs to
implement my two strategies, the result is anything but index-like. In fact, I strive to be quite
different from (and have a low correlation with) stock and bond indexes over the long-term.
The process I use to select and weight ETFs is based upon my own proprietary risk and return
models designed specifically for alternative ETFs. The return forecasts combine yield,
momentum, and value using an empirically-driven process to blend these various elements. In
essence, I measure statistically how well these various factors have worked over the long-term
(10 years) as well as the short-term (last 3 years) to blend them into an overall return
forecasting model. This is the kind of factor modeling work I have done very successfully for
more than 25 years.
The Goal: Higher Returns
Many alternative investments are more about risk reduction than about return enhancement.
Although my intent is to provide a return with a relatively low correlation to both stock and
bond returns, I will not be satisfied unless I provide an attractive level of absolute return. In
particular, my investment process is designed to emphasize “residual” return, or return not
explained by risk.
The most tangible satisfaction I hope to receive will be when I tally up the extra return I have
earned for my clients over many years, knowing that I have helped them achieve their financial
goals, which for most of us (myself included) means a more secure retirement. This will be my
last job, and I expect to be at it for many years to come. In fact, I don’t really feel like I’m
working at all because I love what I do!

If this sounds appealing to you, I’d very much like to hear from you.

Kevin Means, CFA
Principal
Select Alternative Investments LLC
March 17, 2014
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SELECT ALTERNATIVE INVESTMENTS LLC
GENERAL DISCLAIMER
THIS DOCUMENT IS BEING PROVIDED ON A CONFIDENTIAL BASIS SOLELY TO ITS DIRECT RECIPIENT AND
SHALL NOT BE REPRODUCED, QUOTED FROM OR DISTRIBUTED WITHOUT THE EXPRESS CONSENT OF
SELECT ALTERNATIVE INVESTMENTS LLC AND IN ANY EVENT IS NOT INTENDED FOR PUBLIC USE OR
DISTRIBUTION. THE INFORMATION CONTAINED HEREIN IS SUMMARY IN NATURE AND INCOMPLETE
AND IS SUBJECT TO CHANGE OR ADDITION WITHOUT NOTICE. SUCH INFORMATION HAS BEEN
PREPARED WITH REASONABLE CARE BUT DOES NOT CONSTITUTE ANY REPRESENTATION OR WARRANTY
BY SELECT ALTERNATIVE INVESTMENTS LLC, THE INVESTMENT MANAGER OR ANY OF THEIR AFFILIATES.
PAST INVESTMENT PERFORMANCE IS NO ASSURANCE OF FUTURE RESULTS. THERE ARE IMPORTANT
MATTERS (INCLUDING RISK FACTORS, TAX CONSEQUENCES AND RELEVANT INVESTMENT
CONSIDERATIONS) TO BE CONSIDERED IN CONNECTION WITH BECOMING A CLIENT THAT ARE NOT
DISCUSSED HEREIN AND PROSPECTIVE CLIENTS ARE RESPONSIBLE FOR REVIEWING THE SAME WITH
THEIR PERSONAL ADVISORS. PROSPECTIVE CLIENTS ARE NOT BEING SOLICITED AS SUCH IN ANY
JURISDICTION IN WHICH SUCH SOLICITATION WOULD BE UNLAWFUL UNLESS AND UNTIL THE
REQUIREMENTS OF THE LAWS OF SUCH JURISDICTION HAVE BEEN SATISFIED. THIS DOCUMENT IS NOT
INTENDED FOR USE BY BROKER-DEALERS, MARKETERS OR OTHER THIRD PARTIES.

ADVICE DISCLAIMER
KEVIN MEANS, SELECT ALTERNATIVE INVESTMENTS LLC, AND/OR ITS CLIENT MAY HOLD LONG OR
SHORT POSITIONS IN THE ETFS MENTIONED ABOVE. NEITHER KEVIN MEANS NOR SELECT ALTERNATIVE
INVESTMENTS LLC RECEIVES ANY COMPENSATION FROM ANY COMPANY OR INDIVIDUAL MENTIONED
ABOVE. THE ABOVE COMMENTARY IS PROVIDED FOR INFORMATIONAL PURPOSES ONLY AND IS NOT
INTENDED TO CONSTITUTE LEGAL, TAX, SECURITIES, OR INVESTMENT ADVICE. YOU SHOULD DISCUSS
YOUR INDIVIDUAL LEGAL, TAX, AND INVESTMENT SITUATION WITH PROFESSIONAL ADVISORS.
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