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Benefits of Alternative Investing for Portfolio Diversification
By Lucas Felbel, CIMA®, Director, Portfolio Services

Dynamic Portfolio Perspectives: Why “Alts” & Why Now?

In a global market environment with more than 80 major stock exchanges and millions of stocks,
bonds, exchanged traded funds and other instruments traded daily, the potential for diversification
can seem like a foregone conclusion.! However, for investors and their advisors seeking to diversify
portfolios to hedge against risk, true diversification isn’t as easy to achieve as it might seem.

Between 2013 and 2023, half of the asset classes identified by Guggenheim Investments were
closely correlated with the performance of the S&P 500.> These classes include global stocks, long/
short stocks, international stocks, hedge funds, event-driven equity neutral hedge funds, REITs,
and even some notable fixed income classes. That means half of all available categories of assets
are closely correlated to the performance of the S&P 500, and this has only become more prevalent
over the last couple of decades due to increased globalization through the intertwining of the
worldwide economy.’

Stock vs. Bond Correlation

0.80
0.60
0.40
0.20
0.00
-0.20
-0.40

-0.60
2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2024

Source: Morningstar Direct as of 7/31/2024. Stocks represented by SPY ETF and Bonds represented
by AGG ETE.

When asset classes are closely correlated, they tend to perform in lock step, which means that when
one closely correlated asset class is down, others that are closely correlated fall too. The same

is true on the upside.* Increases in market-wide asset class correlations has the consequence of
exacerbating the overall market volatility we have recently experienced.




To help achieve better diversification in a portfolio, it is important to intentionally reduce the
correlations between investments. As diversification opportunities become more scarce, intelligent
portfolio managers and investors may look in non-traditional areas of the market to protect their
portfolio exposures. This is where alternative investments that are designed to be uncorrelated
have been a recent bright spot for mindful diversifiers seeking opportunities in an increasingly
correlated environment.

In this blog post, we’ll explore the universe of alternatives and how these types of investments
might help investors and their advisors increase their diversification prospects and decrease
potential risk.

Alternatives: A Brief Introduction

There are a variety of investment types classified as alternatives. These include commodities, real
estate, collectibles, private debt, structured products, private equity and hedge funds.’ While many
investors might not consider investments traditionally associated with fabulous wealth, such as
private equity and hedge funds, there are potentially ways to invest in those alternatives without
large initial investments or inconvenient capital lockup periods. Within the universe of private
equity, hedge funds and private debt, there are a variety of different niches that could possibly
benefit investors’ portfolios.

However, such alternatives can be more difficult to evaluate due to the fact that they are not
publicly traded within traditional stock exchanges and are held to weaker regulatory disclosure
standards than more traditional investments. In addition, alternative investments can lack readily-
accessible liquidity and require a long-term commitment of capital to the funds, making investor
funds inaccessible for a time without paying heavy penalties, or at all.® They also tend to be

less tightly regulated by bodies like the Securities and Exchange Commission (SEC). There are
advantages and disadvantages to every investment and alternatives are no different. As they say in
the business, “there is no such thing as a free lunch.”

Several different types of alternatives are available through ETFs, mutual funds and other types

of pooled accounts such as separately managed accounts (SMAs), including commodities and

real estate in the form of real estate investment trusts. These types of investments are traded on
traditional stock exchanges or available through online investment platforms, are highly liquid and
are more traditionally regulated.

Alternatives May Provide Diversification

The main benefit of investing in alternatives is the potential for diversification. Alternatives can
help investors and their advisors achieve this goal because they have a lower correlation to stocks
and bonds than do traditional asset classes. That means that when stocks and bonds are dropping,
alternatives are either rising or are stable. And when stocks and bonds are rising, alternatives may
be stable or falling. This offsetting behavior is the goal of diversification.

Investors may want their portfolios to always increase—but that is not a realistic hope. If you have
a portfolio that behaves as such, you may not be correctly diversified. Stocks and bonds go up and
down and if they go down at the same time, it can put an investor’s goals at risk. In fact, it can

be difficult to recover from a significant drop in the market, especially if that decline occurs right
before or after retirement. This is known as sequence of returns risk.’
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To help achieve diversification, it can make sense for investors and their advisors to add at least a
small allocation to alternatives. Such an allocation should be in line with the investor’s specific risk
tolerance and overall goals and objectives..

A Final Word

In a market environment rife with volatility and uncertainty, diversification is a tried-and-true
strategy that can help balance risk in a portfolio. As diversification opportunities decrease in a
more closely correlated world, investors and their advisors should look to less-traditional market
segments to help protect portfolios. Diversification can help even the most nervous investors sleep
better at night and avoid making emotional decisions that might be contrary to their financial goals.

Invest with Intention.
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As always, Dynamic recommends staying balanced, diversified and invested. Despite short-term
market pullbacks, it’s more important than ever to focus on the long-term, improving the chances
for investors to reach their goals.

As Director, Portfolio Services, Lucas Felbel, CIMA®, leads the implementation, monitoring and
evaluation of trading activities at Dynamic Advisor Solutions.
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Disclosures

This commentary is provided for informational and educational purposes only. The information,
analysis and opinions expressed herein reflect our judgment and opinions as of the date of writing
and are subject to change at any time without notice. This is not intended to be used as a general
guide to investing, or as a source of any specific recommendation, and it makes no implied or
expressed recommendations concerning the manner in which clients’ accounts should or would be
handled, as appropriate strategies depend on the client’s specific objectives.

This commentary is not intended to constitute legal, tax, securities or investment advice or a
recommended course of action in any given situation. Investors should not assume that investments
in any security, asset class, sector, market, or strategy discussed herein will be profitable and no
representations are made that clients will be able to achieve a certain level of performance, or
avoid loss.

All investments carry a certain risk and there is no assurance that an investment will provide
positive performance over any period of time. Information obtained from third party resources
are believed to be reliable but not guaranteed as to its accuracy or reliability. These materials do
not purport to contain all the relevant information that investors may wish to consider in making
investment decisions and is not intended to be a substitute for exercising independent judgment. Any
statements regarding future events constitute only subjective views or beliefs, are not guarantees
or projections of performance, should not be relied on, are subject to change due to a variety of
factors, including fluctuating market conditions, and involve inherent risks and uncertainties,
both general and specific, many of which cannot be predicted or quantified and are beyond our
control. Future results could differ materially and no assurance is given that these statements or
assumptions are now or will prove to be accurate or complete in any way.

Past performance is not a guarantee or a reliable indicator of future results. Investing in the
markets is subject to certain risks including market, interest rate, issuer, credit and inflation risk;
investments may be worth more or less than the original cost when redeemed.

Investment advisory services are offered through Dynamic Advisor Solutions, LLC, dba Dynamic
Wealth Advisors, an SEC registered investment advisor.
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