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This book is dedicated to:

the ever-increasing number of investors who are perceptive enough to realize that the Western nations are collectively heading down the wrong path and have the courage to take the actions necessary to protect themselves and their families.





FREE NEWSLETTER

The field of alternative investments is changing constantly. To keep updated on changes, simply send your email address to stu@invest-perform.com. In exchange, you’ll receive a complimentary copy of Alternative Investment Quarterly Newsletter. I also welcome your comments, critiques, and ideas.

This book was developed using sources believed to be reliable but which are not guaranteed. Opinions, estimates, and forecasts constitute the author’s judgment as of the date this material was submitted and is subject to change without notice. Past performance is not indicative of future results. This material is not intended as an offer or solicitation for the purchase or sale of any instrument. Securities, financial instruments, or strategies mentioned herein may not be suitable for all investors. The opinions and recommendations herein do not take into account individual client circumstances, objectives, or needs and are not intended as recommendations of particular securities, financial instruments, or strategies to particular clients. Each reader must make independent decisions regarding any securities or financial instruments mentioned herein.
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I finished the second edition of my book on investing called Stocks, Bonds, Options, Futures (SBOF) in 2001. Here we are 12 years later. While the second edition was still selling well, it was also overdue for an update. Over the last 12 years, much has changed in the way stocks and bonds were priced, traded, analyzed, packaged, and marketed. Specialists on the New York Stock Exchange were replaced with designated market makers. The volume of trades executed on the dark pools soared. Derivatives on rainfall and wind had become hot products. Twenty-four-hour trading became a reality. The variety of exotic options exploded. Exchange traded funds became the fastest-growing financial product in history, etc.

While I started out to write the third edition of SBOF, it quickly became clear the industry had become too broad and too complex to comfortably fit in one text. Therefore, after discussing it with my publisher and readers, I made the decision to break the book into four manageable volumes:



	The Investor’s Guidebook to Derivatives

	The Investor’s Guidebook to Alternative Investments

	The Investor’s Guidebook to Fixed Income Investments

	The Investor’s Guidebook to Equities





My hope is that by expanding the book into four volumes, I’ll be able to make them more comprehensive, include more examples, and make the books more useful to my readers. While I made every effort to proof the text, there will undoubtedly be errors for which I assume full responsibility. It is my intent to update these volumes frequently and therefore I welcome my readers’ suggestions on which topics should be added, expanded, and omitted in future editions. Please email your questions, critiques, and comments to stu@invest-perform.com. I hope to answer every email I receive.

This book was prepared from sources believed to be reliable but which are not guaranteed. The research analyst(s) who is primarily responsible for this research and whose name is listed on the front cover certifies that: (1) all of the views expressed in this research accurately reflect his or her personal views about any and all of the subject securities or issuers; and (2) no part of any of the research analyst’s compensation was, is, or will be directly or indirectly related to the specific recommendations or views expressed by the research analyst in this research. Opinions and estimates constitute our judgment as of the date of this material and are subject to change without notice. Past performance is not indicative of future results. This material is not intended as an offer or solicitation for the purchase or sale of any financial instrument. Securities, financial instruments, or strategies mentioned herein may not be suitable for all investors. The opinions and recommendations herein do not take into account individual client circumstances, objectives, or needs and are not intended as recommendations of particular securities, financial instruments, or strategies to particular clients. The recipient of this report must make its own independent decisions regarding any securities or financial instruments mentioned herein.
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The first step in studying alternative investments is to define them. Unlike equities and debt, which have very specific definitions, reasonable investors disagree over what constitutes an “alternative investment.” For example, some investors would certainly define the following as alternative investments:



	Private equity programs

	Equity option overwrite program

	Long/short equity programs

	Takeover arbitrage programs

	Convertible bond arbitrage strategies

	Mezzanine debt strategies





Their justification for considering these investments to be alternative investments is that they behave somewhat differently from simply going long or short on a portfolio of equities or debt. That may be true, but decisions to be primarily long or short equities, write or not write options against existing positions, or overweight stocks that you believe are takeover candidates are better described as tactical equity strategies than as alternative investments. In this book, strategies that incorporate traditional stocks and bonds are not considered alternative investments, but instead are substrategies within their respective asset classes. Examples of alternative investments discussed in this book include investments in:



	Precious metals

	Gemstones

	Energy exploration partnerships

	REITs and real estate partnerships

	Collectibles (numismatic coins, artwork, stamps, cars, rare watches, vintage jewelry, rare furniture)





Today’s smart investors allocate a higher percentage of their investments to alternative investments and have expanded the universe of alternative investments they are considering for their portfolios. This book explains why. The first half of the book discusses the rationale for overweighting alternative investments in today’s portfolios. Some will say that the first part of this book has a “conservative” political perspective because most conservatives draw the same conclusions from the information presented. However, numbers don’t lie and the laws of economics are, in their own way, as irrefutable and inevitable as the laws of physics. Thus, instead of conservative I would prefer to describe this book’s perspective as realistic and pragmatic. To the extent that being realistic and pragmatic is also regarded as being conservative—so be it. At the seminars I give on alternative investments, the vast majority of attendees describe themselves as conservative.

After the first part of the book makes the case for alternative investments, the second part of this book provides in-depth overviews of the major types of alternative investments. For those interested in the mathematics of calculating the projected risk and reward of a multi-asset class portfolio, the appendix provides both an explanation of the calculations as well as example calculations.
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Why Alternative Investments?

There are numerous reasons why alternative investments are currently drawing such high levels of interest from investors. While it is hard to rank the reasons in order of significance—and the order would undoubtedly be different for different investors—the most important one is that around the world, people are losing faith in the ability of sovereign governments and the world’s largest banks to remain solvent. Unfortunately, this lack of faith in our most important institutions isn’t affecting just one country. It is impacting over half of the world’s population. It starts with the United States, and includes half of Europe, Japan, parts of Latin America, parts of South America, most of the Middle East, and parts of Africa.

For better or worse, politics and investing are inextricably intertwined. When the political and economic future looks bright, traditional stocks and bonds tend to outperform alternative investments. However, when the future is (at best) uncertain, alternative investments often offer investors a better reward/risk trade-off. So, while this book covers the alternative investments, it also looks in some depth at historical and current political environments and their impact on the return of alternative investments. It is impossible to understand why alternative investments perform better during periods of economic and political uncertainty without putting the relationship between them into an historical context.

Most civilizations/countries that have failed were not conquered from outside their borders—at least not initially. Instead, most of the civilizations/countries that collapsed have done so from within, as a result of gross mismanagement. It doesn’t matter if the government is headed by a king/queen, general or colonel, prime minister, president, parliament, proconsul, dictator, central committee, assembly, congress, village elders, or the village idiot—the pattern of behavior on the part of the government from the birth of the new thriving civilization until the collapse of that same civilization is remarkably consistent.

Starting a new civilization often requires that the initial citizens overcome huge barriers and make great sacrifices. As a result, when a new civilization is born its new government usually starts by respecting those sacrifices and acting responsibly. The initial leaders put the country’s interests ahead of their own interests and the country’s long-term interests ahead of any short-term political considerations. They do this by:

 

	Balancing their annual budgets

	Establishing and maintaining financial reserves

	Doing strategic long-term planning

	Making necessary, well-designed, and fully funded investments in infrastructure

	Providing proper maintenance for their assets

	Managing their natural resources responsibly

	Ensuring that all transactions between the government and its vendors are fully vetted, transparent, and conducted at arm’s length

	Funding all the future liabilities it incurs on a current basis

	Eliminating political corruption

	Maintaining a fair and independent judiciary

	Doing the right thing—even if it costs the leaders their jobs, perks, or offices





However, sooner or later—often sooner—every government throughout history wanted to spend more than it could collect in taxes. Whether to indulge a lavish lifestyle fit for a king, or to fund a war or series of wars against neighbors or domestic political opponents, or simply to “buy” the loyalty of the voters who want to receive more in services than they are willing to pay in taxes, the slippery slope from a “responsible well-managed government” to a “self-serving government” follows a familiar and often repeated downward spiral. Instead of funding construction projects out of taxes, the government starts borrowing money “on the books”—but justifies the borrowing by only using it to fund “capital projects” such as bridges, roadways, and the like. The argument is that the new bridge will last 50 years or more, so it is OK to pay for them over the long term. These projects are viewed as investments—not consumption, and that distinction makes it OK to borrow money to fund them. You may or may not agree.

Next, the government fails to adequately fund its future liabilities like government employee pension and promised health-care benefits—kicking the can down the road to future taxpayers. Over the short term this keeps government employees, taxpayers, and politicians happy because:



	Government employees believe they will receive the benefits promised by the government.

	Taxpayers receive the services of the government employees, yet their taxes stay low—at least for the time being.

	Politicians, by promising benefits to the employees but not raising the taxes required to pay for them, get reelected by both groups!





Since both government employees and taxpayers get what they want over the short term, neither side pays much attention to the budget details. Typically, the generation that will get stuck with the bill is just being born and not yet of voting age when the funding gap starts to grow.

The government then starts to borrow money “on the books” to meet its basic operating expenses—the financial equivalent of putting this month’s rent on a charge card. This is easier politically than cutting spending or raising taxes. While some informed, concerned, and responsible citizens will object, most are too disinterested or lack the education to understand and fully appreciate the future ramifications of an ever increasing debt load. Once borrowing to pay operating expenses starts, it becomes politically addictive and the principal balance grows exponentially over time to a size that’s so large (to a multiple of the country’s GDP) that it becomes impossible to repay the debt—at least not without severely depreciating the country’s currency.

Government spending increases as a percent of GDP. As it does, politicians gain more power over the economy. As the government gains more power over the economy, instead of pure market forces allocating capital efficiently, capital allocation becomes increasingly tied to “pay to play policies” and “crony capitalism.” The government steers the lion’s share of the government contracts and other economic opportunities to its campaign contributors and other supporters. Politicians can also pass rules and regulations that punish foes and reward supporters. Some companies and individuals feel forced to contribute to all parties, just to make sure they aren’t locked out of the government spending process or discriminated against by government bureaucrats.

Having nearly exhausted its ability to borrow on its books, the government then shifts some of its borrowing to “off balance sheet financing” to hide the true extent of its debt. It does so by creating and having agencies issue their own debt—or by doing certain types of “interest rates” and “FX swaps” that are really just loans in disguise.

With cash becoming tight, the government delays or simply omits necessary maintenance and upgrades on roads, bridges, power grids, air-traffic control systems, airports, port facilities, and, as a result, they slowly corrode and become unsafe and/or break down. Becoming increasingly desperate for cash, the government raids any trust funds that are available













	The United States has set a standard of living that is envied around the world.

	The current low returns of traditional investments—particularly bonds—is a real problem for retirees, insurance companies, pension plans, and anyone else who’s trying to earn a safe positive return on capital.

	The traditional markets have become “more efficient”—making it harder to outperform.

	Investors have less faith that corporate management will place their interests first.

	Tax rates on traditional investments are rising so the tax advantages offered by some alternative investments are becoming more valuable on a relative basis.

	The variety of alternative investments keeps increasing—providing investors with additional choices enabling them to find ones in which they are comfortable investing and/or have some expertise.

	The investor enjoys a hobby (numismatic coins, restoring antique cars, restoring old furniture) and wants to turn their hobby into a profitable venture.

	The investor expects the alternative investment to have a low correlation with traditional stocks and bonds and therefore improve the return/risk portfolios when they are added to traditional portfolios.










	A rare coin can either be worth “tens of thousands” or “hundreds of thousands” of dollars depending upon very subtle differences in wear. A keen eye, or luck at a garage or estate sale, can make a huge difference.

	Each gemstone is unique. Most gemstones trade privately instead of at public auctions. Middlemen buy stones from miners, have them cut and polished, and offer the stones to a few investors. Thus, with gemstones, who you know is as important as what you know about the stones.

	A site to drill an oil well can be very under or overpriced—depending upon whether oil is found there. Geological skill and experience at reading subterranean structures can provide a very meaningful advantage.
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