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Alternative investments for the masses have arrived. But most investors remain clueless about what these products are, and advisors remain unsure of how to use them, according to a Rydex Investments presentation Wednesday at the SoHo Grand hotel in Lower Manahattan

This new generation of products offers retail investors access to tools such as inverse strategies, commodities futures and currencies previously available only to institutional investors and the ultra-high-net-worth, without lock-up periods, qualification thresholds or a “secret sauce” structure so often associated with such products, said Edward Egilinsky, managing director of alternative strategies at Rydex.

Despite the hype, through a survey of 500 mutual fund customers with $250,000 or more to invest, Rydex found that 75% don’t know what alternative investments are. Of those who claimed to be familiar with alternatives, 63% said they avoid them because they don’t know enough about them to invest, according to the survey.

Part of the problem is the very definition of an alternative investment, advisors and industry observers say. Rydex defines alternative investments as any product, regardless of structure, that includes an asset class other than stocks, bonds and cash. But not everyone agrees.

“It’s kind of nebulous,” says Kipley Lytel, managing partner of Montecito Capital Management, a registered investment advisor in Santa Barbara, Calif. “If you sat me down with three or four different guys, I think we would all add different classes. I would be very surprised if you get a consensus at all.”

Conveying such mushy categories to clients poses another challenge. “We have a three-page chart showing the differences between traditional and alternative investments,” says Gary Greenbaum, president of Greenbaum and Orecchio, an RIA in Old Tappan, N.J. Getting clients to understand takes time too, says Greenbaum, whose annual meetings with clients often last six hours and involve charts, slide shows and portfolio modeling programs, he says. “It’s indeed a challenge.”

Another hurdle facing shops is investor perception. “People are taught early in their lives to stay away from things they don’t fully understand,” says Dave Swanson, managing principal and founder of SwanDog Strategic Marketing. Twenty-five percent of respondents said they steer clear of alternatives because they view such products as “too risky,” according to the Rydex survey.

“When you mention ‘alternative’ the reaction is high volatility, high return and shoot-the-lights out strategy,” says David Reilly, director of portfolio strategies at Rydex. “The reality is the opposite.”

The most successful endowments and pensions beat the market consistently and by big margins by using alternatives. Retail investors could benefit from adopting similar techniques, especially in volatile times, says Reilly.

The trick is to get investors and advisors to stop focusing narrowly on diversification, and to get them to think more of correlation, Reilly says. Investors should seek to put their money in places that don’t move in lockstep with the S&P 500, he says, and due to globalization, emerging markets and international stocks don’t cut it anymore.

“The real problem is that providers of such investments explain them in technical terms like, ‘They will double the gain or loss of the index they follow.’ What they need to do is emphasize the use of the products more than the way they work,” says Ted Feight, president of registered investment advisor Creative Financial Design, in Lansing, Mich.

Once investors become comfortable with the idea of alternatives, product manufacturers need to explain how to use them to advisors, said Bill Kelly, founding principal of Sirus Resources, a registered investment advisor in Robbinsville, N.J.

The more conservative the portfolio, the greater the allocation to alternatives should be, says Reilly. In fact, Rydex’s model portfolios allocate nearly one third of assets to alternative strategies, he says. Dabbling in alternatives won’t do much to hedge against market downturns, he says.

“The key is getting people comfortable,” says P.J. DiNuzzo, president and founder of DiNuzzo Investment Advisors in Beaver, Pa. DiNuzzio relies on Rydex’s absolute return, managed futures, commodities and other alternative products to address the needs of retirees who need their savings to stretch years into the future.

While alternatives may now be accessible to the mainstream, Swandog’s Swanson says they are a long way away from widespread acceptance. “We’re still a pretty far distance from the mom-and-pop investor getting into alternatives,” he says. As for advisors, many will be looking for longer track records before moving their clients’ money, he adds. “There’s an awful lot of money out there still in bread-and-butter investments.”
