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Does It Still Make Sense to Own Alts? 

 

Given an increased interest surrounding the role of alternatives in the context of 

portfolio construction, it seems fitting to address the role that alternatives play in a 

well-diversified portfolio. Indeed, one of the most common questions we get from 

investors is regarding the benefits of investing in alternatives. The way this 

question is typically presented is interesting to me. Specifically, the question is 

not “does it make sense to own alternatives”, but “does it still make sense to own 

alternatives”. In other words, investors appear to have accepted, and even 

embraced, alternative investing in the past; yet, something has clearly changed to 

cast doubt on their conviction. 

 

In this report, I will cover what alternatives are, why investors may have begun to 

question them, and our view of the role of alternatives in a diversified portfolio. 

 

Defining Alts 

 

“Alts”, or alternatives, are investments that fall outside of the traditional paradigm 

of equity or debt exposure. To be fair, over time I’ve heard both professional and 

individual investors give somewhat different definitions, so there is some 

inconsistency depending on who’s involved in the discussion. At Baystate 

Wealth, we have a relatively straightforward definition that we prefer. 

Specifically, “Alternatives are investments that are something different than 

stocks or bonds, or a portfolio of stocks and/or bonds designed to behave 

substantially different than those respective asset classes”. 

 

Alternative investments are by no means a homogeneous asset class. Some are 

less complex and more easily understood by the average investor than others. 

Examples of some of the more basic types of alts include Real Estate Investment 

Trusts (REITs), funds that track the price of a commodity like oil or gold, or even 

a currency. On the other hand, some alternatives are a little more eclectic, such as 

a managed futures fund, an absolute return fund, or a strategy that invests in 

equities but overlays the positions with option contracts. Taking it a step further, 

some alts are just as risky and volatile as stocks, while others exhibit bond like 

behavior. Indeed, it is a diverse asset class. 

 
 
 

 

 

Manager’s Report  
September 2017 



 

 

 

 

Why the Recent Concern 

 

I’m confident the reason investors have expressed concern about alts is remarkably simple –  it’s the 

returns. On both an absolute basis, and relative to expectations, some alternatives have had low, and even 

negative returns over the last few years. That said, the key word in the prior sentence is “some” because 

not all alternatives have disappointed. In fact, I believe the real culprits behind the recent perception of 

alts are commodities and those strategies that pursue an “absolute return” with behavior that is 

independent of traditional stock and bond markets. 

 

As evidence to support my theory, let’s review the distribution of performance for a variety of alternative 

asset classes. 

 
Alternative Assets for Trailing 3 Years 

 
Graph 1, Source: Baystate Wealth Management, Factset 
 

Graph 1 displays the total return for a handful of funds and an index over the last 3 years. To represent 

commodities over this time-period we used the Bloomberg Commodity Total Return Index (yellow line). 

The funds that are used to represent different areas of the market are: 

 

• IQ Hedge Multi-Strategy Tracker (light blue line): Hedge Fund Beta/Absolute Return 

• iShares MSCI ACWI (purple line): Global Equities 

• iShares Core U.S. Aggregate Bond (grey line): U.S. bonds 

• Vanguard REIT (green line): Real Estate Investment Trusts 

• Gateway Fund (dark blue): Options Overlay 

 

As can be seen, over the last 3 years, stocks and bonds have gained 21.58% and 8.75%, respectively. 

Solid returns for those asset classes and in our opinion, about what should be expected by investors based 

on history and traditional asset pricing forecasting models. Conversely, over that same period the 

alternatives have been a mixed bag. On the positive side, REITS have outperformed the stock market and 

the Gateway Fund, which owns U.S. equities in conjunction with derivatives, performed just a little less 

than the equity market. On the negative side, commodities are down significantly (almost 30%) and the 



IQ Hedge Multi-Strategy, a hedge fund replication strategy, was barely positive and retuned less than the 

bond market. 

 

Although Graph 1 does not show all alternative asset classes and strategies, it does represent what we find 

to be the most commonly used alternatives (REITS, commodities, options and absolute return/hedge 

funds). Considering the relative performance, it is understandable why many investors are asking if it still 

makes sense to own alts. 

 

As I mentioned earlier, it seems as if investors used to appreciate the inclusion of alternatives in a 

portfolio, but the recent performance on a relative basis appears to have lowered conviction levels.  

Although the poor performance of commodities has understandably left a bad taste with some investors, 

I’m inclined to believe the primary source of frustration is the absolute return/hedge fund space. My 

reasoning is based on two factors. First, at Baystate Wealth we talk to a lot of investors and advisors who 

have clearly lost some confidence in absolute return. Second, not only have these strategies had low 

returns relative to the stock and bond market, but they are complicated. Alternatives like real estate and 

commodities are tangible, and quite frankly things that most people interact with daily. In contrast, 

absolute return strategies, like hedge funds, are far from tangible and not something the average person 

encounters every day. This lack of understanding combined with low returns likely contributes to elevated 

levels of concern with this type of investment.   

 

At Baystate Wealth, despite the complexity and recent modest level of returns, we continue to believe that 

this type of alternative is still a good addition to a properly diversified portfolio. There are three reasons 

for our conviction: 1) We don’t use short term history as a guide to the future, 2) Lower volatility is more 

desirable, 3) We have concerns about the future of the bond market.  

 

History as a Guide 

 

There is no shortage of evidence that using relatively short time periods to predict future asset price 

movements is a bad idea. Markets are mean reverting, meaning that asset classes that have had periods of 

underperformance tend to outperform in subsequent periods and vice versa. From our experience this is 

true of stocks, bonds, and even alternative asset classes.  

 

Over shorter periods of time these strategies have, like other types of investments, experienced both above 

and below average returns. However, over longer periods of time hedge funds have had similar returns to 

the price returns of equities. (Including dividends equities have outperformed by a couple of percentages 

on an annual basis). This can be seen in the table titled “HFRX Global Hedge Fund Index Statistics” 

which is a commonly used benchmark for these types of strategies. The statistics in the table go back to 

the inception of the index (1998) and compare the index to another hedge fund index (column B1), short 

term rates (column B2) and the global stock market (column B3). 

  

Diving deeper into the index reveals times where equities were negative and hedge funds, on average, 

were positive. As an extreme but relevant example in 2000, 2001 and 2002 when the S&P 500 was down 

-9.03%, -11.85% and -21.97, this hedge fund index was +14.29%, +8.67% and +4.72%, respectively. 

During my career navigating markets, I’ve experienced times when investors hate this type of strategy and 

times when they wished they owned more. Then again, I can say that about many, if not all, areas of the 

market.  

 

The bottom line is that the using short term history to forecast future returns is not an ideal strategy. 

Consequently, alternatives can really carry their weight in a well-constructed portfolio when broad 



traditional asset class behavior becomes increasingly idiosyncratic (e.g. rising rates accompanied by 

falling stock prices). 

    
Source: HFRI 

 

We Prefer Lower Volatility 

 

Lower volatility is undeniably more desirable. Aside from the obvious advantage of the reduction in stress 

that naturally comes with higher levels of portfolio stability there is an additional benefit. Specifically, 

increased portfolio longevity for those investors who are withdrawing money on a regular, or even 

somewhat regular, basis.  

 

Investors who are actively withdrawing money from their investments face additional risk than those in 

the accumulation phase. The order of returns, often called the “sequence of returns”, and volatility impact 

how long it will take for an investor to deplete their portfolio. It may not sound intuitive, but two investors 

with the same annual return, same size portfolio and same withdrawal rate can have very different 

experiences regarding how long their investments last them. Volatility should be closely budgeted, 

monitored and controlled for investors in the withdrawal phase. 

 

How does owning absolute return strategies help volatility? There are two data points in the chart above 

that are direct evidence that having this type of exposure reduces volatility. The first is standard deviation, 

a pure measure of volatility. Directly under the annualized returns we can see that the volatility, written 

annualized STD, is less than half of the stock market (column B3). The second metric is correlation. 

Correlation is a measure of how similar, or different, the movement in price changes are between two 



assets. For this hedge fund index the correlation to short term rates is only .17 and .64 to the equity 

market. For reference a correlation of 1 would mean that two assets behave the same and there is no 

reduction in volatility. In contrast, a correlation of -1 would mean the two investments are moving in the 

opposite direction of each other.    

 

The Future of the Bond Market 

 

Finally, what does our concern with the future of the bond market have to do with this type of strategy? 

To start, the graph (Graph 2) below has a lot to do with it. 

 
10 Year Treasury Yield Over 20 Years 

  
Graph 2 Source: Baystate Wealth Management, Factset 

 

The bond market has effectively been in a bull market for a long time. Graph 2 above shows the 10 year 

U.S. treasury yield over the past 20 years. There has certainly been some volatility but it’s clear to see the 

trend has been a falling yield which means higher bond prices. Although we are off the lows during July 

of last year when the yield closed at 1.36%, potentially marking the top of the 30-year bull market in 

bonds. The current yield is only about 2.3% and by all accounts still at historical lows. 

 

A common concern with asset managers, which we share, is that rates will trend higher in the future and 

will be a headwind for bond returns. It could be the case that as interest rates rise some bonds will have 

zero, near- zero, or even negative returns. One solution, which we have embraced at Baystate Wealth, is 

to focus on bonds that are not as sensitive to changes in interest rates and could have decent returns in a 

rising interest rate environment. This is a prudent strategy but the cost is limiting the diversification of the 

fixed income allocation of a portfolio as some bonds are simply “off the table” as an option because of the 

interest rate risk. A resolution to the issue of decreased diversification within bonds is an alternative 

source of returns with low volatility and low correlation to traditional stock and bond markets. This is 

where absolute return strategies could help. Owning absolute return strategies instead of, or as an 

alternative to, traditional bonds could lead to better performance on both an absolute and risk adjusted 

basis. 

 



To be fair, many investors, including us, have believed rates would, and should, rise a few years ago. This 

belief was a factor in the decision to incorporate hedge fund like exposure into the portfolios. Over that 

period these types of strategies have generally lagged both stocks and bonds as they have both performed 

well. That being said, just because rates haven’t risen over the last few years doesn’t mean they won’t 

over the next few years.  

 

Investors in these types of alternative strategies may very well have a different experience in the future 

than those looking in the rear-view mirror. 
 
 
John P. Cogswell, CFA 
Chief Market Strategist, Portfolio Manager 
200 Clarendon Street, 25th Floor 
Boston, MA 01226 
(T)781-876-4112 
jcogswell@baystatefinancial.com 
 
 

This report contains the opinions and views of John Cogswell, Josh Pierce, Ethan Somers and Stuart Long. While 
John Cogswell, Josh Pierce, Ethan Somers and Stuart Long are employees of Baystate Wealth Management, the 
views and opinions expressed herein are their own, and do not necessarily represent the views and opinions of 
any other employee or representative of Baystate Wealth Management. This report is not intended to provide 
investment advice and no one should rely on the views and opinions expressed herein in making investment 
decisions. All recipients and readers of this Report must consult with and rely on their own investment 
professionals in making investment decisions or when buying or selling securities of any type.  

Please remember that past performance may not be indicative of future results. Different types of investments 
involve varying degrees of risk including possible loss of principal, and there can be no assurance that the future 
performance of any specific investment, investment strategy, or product (including the investments and/or 
investment strategies recommended or undertaken by Baystate Wealth Management), or any non-investment 
related content, made reference to directly or indirectly in this newsletter will be profitable, equal any 
corresponding indicated historical performance level(s), be suitable for your portfolio or individual situation, or 
prove successful. Due to various factors, including changing market conditions and/or applicable laws, the 
content may no longer be reflective of current opinions or positions. Moreover, you should not assume that any 
discussion or information contained in this newsletter serves as the receipt of, or as a substitute for, personalized 
investment advice from Baystate Wealth Management. To the extent that a reader has any questions regarding 
the applicability of any specific issue discussed above to his/her individual situation, he/she is encouraged to 
consult with the professional advisor of his/her choosing. Baystate Wealth Management is neither a law firm nor 
a certified public accounting firm and no portion of the newsletter content should be construed as legal or 
accounting advice. If you are a Baystate Wealth Management client, please remember to contact Baystate Wealth 
Management, in writing, if there are any changes in your personal/financial situation or investment objectives 
for the purpose of reviewing evaluating/ revising our previous recommendations and/or services. A copy of the 
Baystate Wealth Management's current written disclosure statement discussing our advisory services and fees is 
available upon request. 

  

If you wish to no longer receive this communication, please email jledgewood@baystatefinancial.com to have 
your information removed from out mailing list. Please allow 2 weeks for this update. 

  

Baystate Wealth Management is a Registered Investment Adviser located at 200 Clarendon St, 25th Floor, 
Boston, MA-02116 Submission# CRN201903-209241 
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