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Risk of alternative investments

RETURNS: THOUGH APPEAL OF HIGH RETURNS IS STRONG, IT's CRUCIAL TO LOOK BEYOND NUMBERS

» History shows
poorly structured
products can lead
to disaster.

Maria Smit

nvestment options offer-
ing (and promising) dou-
ble-digit returns regularly
appear In advertisements
and news headlines.

In an overcrowded investment
universe, these attract attention,
and investors are, of course, en-
ticed by what seems like superi-
or returns to other investment
products.

However, while the appeal of
high returns is strong, it 1s cru-
cial to look beyond the numbers
and fully understand the risks in-
volved. Investors need to consider
different factors that align with
their financial goals, risk appe-
tite, and liquidity needs.

Alternative options

Unlike traditional investments
such as stoecks, bonds, or cash,
alternative Investments span a
broad range of assets that do not
trade on public markets. These In-
vestments often offer diversifica-
tion and the potential for higher
returns, but they also come with
increased risk and complexity.

In South Africa, common alter-
native investments include real
estate, private equity, commodi-
ties, collectables, cryptocurren-
cies, and infrastructure projects.

Each of these asset classes pre-
sents unique opportunities, but
theyalsocarryinherentrisksthat
investors must carefully evaluate
before committing capital.

The mythof 'guaranteedgrowth
in alternative investments
One of the most misleading
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LEVEL OF RISK. The bottom line is that alternative investments can be a valuable addition to a diversified portfolio,
but they require careful consideration. Picture: Shutterstock

claims in the Investment world
is the notion of a “guaranteed
orowth” portfolio in alternative
assets. No mvestment 1s entirely
risk-free. While some alternative
investments may yield higher re-
turns than traditional options,
they also carry the possibility of
significant loss.

The level of risk varies depend-
ing on the ivestment type. Real
estate, for example, is often per-
ceived as a safer bet compared to
private equity, yet both are influ-
enced by market fluctuations and
broader economie conditions.

The risks of unlisted
alternative investments

One of the biggest challenges
with alternative investments 1is
their lack of liquidity. Unlike pub-
licly traded stocks, which can be
bought and sold relatively easily,
many alternative assets have no

open market, meaning investors
may have to wait years before
they can access their capital. This
illiquidity can be a major draw-
back for those who might need to
cash out sooner than expected.

Another significant issue is
valuation. Unlike listed shares,
which have clear and transparent
market prices, alternative invest-
ments often rely on subjective val-
uation models. This lack of clarity
increases the risk of overpaying
for an asset or misjudging its ac-
tual worth.

Many alternative investments
also expose Investors to the possi-
bility of substantial losses.

Private equity and venture cap-
ital, for example, target niche and
often speculative markets where
there is a real risk of losing the
entire Investment. History has
shown that poorly structured al-
ternative investments can lead to

disastrous financial outcomes for
unsuspecting investors.

Regulatory oversight 1s anoth-
er key concern. Many alternative
assets do not fall under the same
stringent regulations as, for in-
stance, JSE-listed securities,
making them more susceptible to
fraud, poor management, or oper-
ational failures.

Without strong governance,
investors may find themselves at
the mercy of unreliable invest-
ment structures that lack trans-
parency and accountability.

Lastly, the biggest misconcep-
tion surrounding alternative in-
vestments is the belief that high
returns are guaranteed. While
some firms advertise double-dig-
it profits, market downturns,
mismanagement, and broader
economic conditions can quickly
erode expected returns.

There 1s always a risk that an

investment will not perform as
expected, and In some cases, In-
vestors may end up losing money
rather than gaining it.

Looking beyond returns: What
investors should consider
When evaluating alternative in-
vestments, it 1s essential to look
beyond the promise of high re-
turns and assess whether the
risks align with financial goals.
Investing 1s not just about chas-
ing profits — it is about achieving a
balance betweenrisk and reward.

Before committing to any al-
ternative 1nvestment, mvestors
should ask themselves several
critical questions. Do they fully
understand what they are In-
vesting in? As Warren Buffett
famously said: “Never invest in
a business you cannot under-
stand.” Investors should take the
time to research the underlying
assets and strategies before mak-
ing a decision.

Understanding the costs as-
soclated with an Investment 1s
equally important. Many alter-
native investments come with
high management fees and per-
formance-based charges. If per-
formance fees apply, it is erucial
to determine how they are bench-
marked to assess whether the in-
vestment’s performance justifies
its risks and costs.

Another key considerationis li-
quidity. Investors need to under-
stand how long their capital will
be locked in and whether they
will have access to their funds
if eircumstances change. Many
alternative Investments require
capital commitments ranging
from three to seven years, during
which selling 1s either restricted
or comes with penalties.

Investors should conduct due
diligence to ensure they are en-
trusting their money to reputable
and skilled professionals.

» Smit is a certified financial plan-
ner at Brenthurst Wealth
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