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Fiduciary InsightsTHE GROWING USE OF HEDGE FUNDS IN INSTITUTIONAL PORTFOLIOS HAS 
RAISED THE ISSUE OF WHETHER HEDGE FUNDS SHOULD BE CONSIDERED A 
SEPARATE ASSET CLASS. Although hedge funds do not satisfy the traditional criteria for an 
asset class, fiduciaries may need to segregate them in policy to reflect their special 
characteristics.

ARE HEDGE FUNDS AN ASSET 
CLASS?
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Traditionalists vs. 
Separatists

As allocations to hedge funds in 
institutional portfolios have expanded 
in recent years, fiduciaries have 

struggled with the question of how to treat 
them in their policy portfolios. Are hedge 
funds simply investment vehicles containing 
assets from other asset classes, like mutual 
funds, or are they an asset class unto 
themselves?

The answer to this controversial question can 
have important practical effects on how 
fiduciaries view and manage hedge fund risk. 
The issue can also spark a lively debate 
between traditionalists, who believe hedge 
funds are not an asset class, and separatists, 
who say they are. Traditionalists, although 
probably in the majority among academics, 
appear to be in the minority among 
practitioners.

In 2005, the National Strategic Investment 
Dialogue put the question to 51 leading 
investment professionals, including both 
fiduciaries and investment managers. 
Forty-five percent of the participants 
responded that they view hedge funds as a 
separate, distinct asset class. Only 12% 
answered that they integrate hedge funds into 
traditional asset classes. A third straddled the 
fence, replying that they treat hedge funds 
both ways, while 10% subscribed to neither 
view.

First, What is an 
Asset Class?

Twenty years ago, a simple and intuitive 
definition of asset classes was sufficient. 
An asset class was a category of assets, 

such as stocks, bonds, cash, real estate, and 
private equity, or a subdivision thereof. But in 
recent years, as new financial instruments 
and investment vehicles that share 
characteristics of multiple asset classes have 
emerged, the lines between asset classes 
have become blurred. With so many new 
boundary-crossing assets, the old taxonomy 
of asset classes no longer neatly subdivides 
the world of investments.

The traditional definition of an asset class is 
based on the inherent attributes of the assets. 
For example, an asset class should be 
composed of investment opportunities that 
have a common, identifiable underlying 
economic driver, have a common legal and 
regulatory structure, correlate highly with one 
another, have fairly stable risk and return 
characteristics, and can be captured by 
investable passive benchmarks. In the 
traditional sense, hedge funds are not an 
asset class, but a dynamic collection of 
alternative strategies that derive their return 
from the active management of other asset 
classes.1

In contrast, the separatist view takes a more 
functional approach to asset class definition. 
From this perspective, hedge funds constitute 
an asset class because they are bound 
together by a common regulatory/legal 
structure, are treated by managers and 
investors alike as a separate market segment, 
require a specialized risk management 
approach, and in particular distinguish 
themselves by their collective dissimilarity 
with other established asset classes. From 
this standpoint, hedge funds are a separate 
asset class because fiduciaries feel the need 
to account for hedge funds explicitly in policy 
portfolios, to monitor explicitly their actual 
allocations to the funds, and to control related 
portfolio risk.

Does a group of assets 
that does not 
constitute an asset 
class belong in the 
policy portfolio and, if 
so, where?

The larger the desired 
allocation to hedge 
funds, the greater the 
tension caused by their 
absence from the 
policy portfolio, and 
the stronger the 
motivation to 
incorporate them 
explicitly in policy.

1 �“Determining the Appropriate Allocation to 
Alternative Investments,” Brian D. Singer, 
CFA, Renato Staub, and Kevin Terhaar, CFA, 
AIMR Conference Proceedings, Hedge Fund 
Management, April 2002, Vol. 2002, No. 
2:4-15
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basis of their differentiable risk characteristics.

An Unnecessary 
Hurdle

Fiduciaries do not really need to resolve 
the question of whether hedge funds are 
an asset class, as interesting as it may be, 

in order to include hedge funds in policy 
portfolios. Fiduciaries can set policy for any 
group of assets, as long as they can determine 
that the assets belong to the group. Nowhere 
is it written that only asset classes can be in 
policy portfolios.

From a fiduciary’s point of view, the purpose 
of an asset class definition is to help catego-
rize risks into reasonably discrete groups so 
that constraints can be assigned. However we 
view hedge funds, everyone can agree that 
the main concern for fiduciaries should be to 
set policy so as to control the funds’ special 
risks. An asset class definition should not be 
an intellectual stumbling block that prevents 
fiduciaries from performing this function. Nor 
should defining investments as an asset class 
be a prerequisite for controlling risk.

The present reality is that hedge fund risks are 
difficult to measure because of lack of 
transparency, high turnover, leverage, and 
other features. Although hedge funds are not 
an asset class in the classic sense, if it is 
impractical to allocate them to other asset 
classes, as it usually is today, then fiduciaries 
may reasonably group the funds together to 
permit them to take advantage of the 
opportunities these active strategies present, 
while setting limits to the exposure and 
related risk they are prepared to take on. In 
the future, if hedge funds can be broken down 
easily and accurately into other asset classes, 
they will be, and the question of whether 
hedge funds are an asset class will be moot.

The Hedge Fund 
Policy Problem

The debate over whether hedge funds are 
an asset class has its roots in a vexing 
policy problem: Does a group of assets 

that does not constitute an asset class belong 
in the policy portfolio and, if so, where?

Hedge funds produce returns and risks unlike 
those of other asset classes. If hedge funds 
are not in the policy portfolio, the risks they 
generate are outside. So if fiduciaries want to 
invest in hedge funds to any significant 
degree, their desire to define acceptable risk 
and to control asset allocation through policy 
provides a motivation to define hedge funds 
as an asset class. The larger the desired 
allocation to hedge funds, the greater the 
tension caused by their absence from the 
policy portfolio, and the stronger the 
motivation to incorporate them explicitly in 
policy.

The dizzying variety of hedge funds also 
makes it hard to consider them a single asset 
class. There are more than 8,000 hedge funds 
of all types and descriptions, with radically 
different and unstable risk and return 
characteristics. The makeup of this motley 
group is constantly changing, as strategies go 
in and out of favor and funds go in and out of 
business. The hodgepodge of strategies called 
hedge funds cannot simply be defined as a 
single asset class just because a sizeable 
industry has grown up to promote them. 
Otherwise, mutual funds would be an asset 
class.

Hedge funds, in the end, are just an extension 
of active management, or a different form of 
portfolio construction, with the only real 
distinctions between them and other asset 
classes being business structure, illiquidity, 
the ability to sell short, leverage, and 
potentially higher levels of manager risk.2 
Fiduciaries, instead of mislabeling hedge 
funds as an asset class in order to include 
them in policy, make allocations to them, and 
appropriately estimate risk, should just deal 
directly with the risk issue: set a policy 
allocation to hedge funds and do so on the 

2 “A New Perspective on Hedge Funds and 
Hedge Fund Allocations,” Jean L.P. Brunel, CFA, 
AIMR Conference Proceedings, Investment 
Counseling for Private Clients V, July 2003, 
Vol. 2003, No. 6:9-22

...just deal directly with 
the risk issue: set a 
policy allocation to 
hedge funds and do so 
on the basis of their 
differentiable risk
characteristics.

Nowhere is it written 
that only asset classes 
can be in policy 
portfolios.



Strategic Investment Group
Strategic, a pioneer in dedicated Outsourced CIO (OCIO) 
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platform for managing customized portfolios for institutional 
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