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THE CHANGING ROLE OF HEDGE FUNDS  
IN THE GLOBAL ECONOMY

A recent Washington Post editorial, “The perilous state of pensions,” (March 26, 2011), 
opined “…public sector pension funds typically incorporate optimistic assumptions 
about the returns they will earn on their investments… (reducing the assumptions)… 
would have exposed the emptiness of their past promises.” In fact, a variety of institu-
tions, from university and philanthropic endowments to public and private pension 
funds, have all endured a difficult and volatile period in the financial markets. The 
case of public pension funds is perhaps the best-known example of this problem.

31 states had pension funds less than 80% 
funded in FY2009.

Source: Pew Center on the States, “The Widening Gap,” April, 2011

Against this backdrop, a rising number of these institutions are devoting larger shares 
of their portfolios to hedge funds. Once considered an elite investment for wealthy 
individuals, a majority of hedge funds assets — by one independent measure 61 per-
cent — are now owned by institutional rather than private investors. Thus, the role of 
hedge funds in the economy is changing as new classes of institutional investors come 
to embrace them. As hedge funds accumulate a longer investment track record on 
which to be judged, and, following the passage of the Wall Street Reform and Con-
sumer Protection Act (Dodd-Frank), the role of hedge funds in the financial system is 
an important consideration.

This paper examines the confluence of these issues. It explains the objectives of hedge 
funds, estimates their potential value to institutional portfolios, and examines some 
of the basic public policy concerns surrounding the role of hedge funds in financial 
markets. At the onset, the author would like to thank Campbell & Company, one of 
the world’s innovators in quantitative model development, for supplying the allocation 
modeling and additional data necessary to complete the research enclosed.

Hedge funds have evolved from an elite investment to a standard component of 
investment portfolios, and in so doing, offer institutional investors, such as pension 
funds, the opportunity to improve returns. The modeling performed for this 
analysis suggests that a modest allocation to hedge funds would improve 
the returns to public pension funds by approximately $13 billion annually. 
Moreover, the track record of recent years further illustrates that hedge funds have 
not been a source of greater systemic risk — rather than “too big to fail,” they are 
generally not an important source of systemic risk.

61% of hedge fund assets are held by 
institutional investors — pensions, endowments, 
foundations, and others.

Source: Preqin February 2011 Hedge Funds Manager Survey
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Investment managers think of the total return earned by a 
specific asset, such as a stock or bond, or by a group of assets 
or portfolio, as having two distinct components. The first is 
its return independent of market conditions, and the second 
is the extent to which the entire asset class from which it is 
drawn rises or falls (for example, the stock market). These 
two components can be organized in this manner:

Total Asset 
Return =

Return 
Independent 
of Markets

+ Correlation 
to Markets x Total Market 

Return

In the manner of an equation, the first term — the indepen-
dent return earned by an asset — is called “alpha” and the 
second — the correlation to the market — is called “beta.” 
For example, a particular portfolio of stocks may be found, 
historically, to have a “beta” of .75 — that is, when the overall 
market for stocks rises by 1 percent, the portfolio, on average, 
rises by .75 percent (or 75 “basis points”). So if this same 
portfolio rises by 5 percent while the overall stock market has 
risen by 4 percent, we can attribute 3 percentage points of the 
5 percentage point gain to the overall market (since .75 times 
4 percent is 3 percent), leaving 2 percent, or 200 basis points, 
to the specific stocks in the portfolio themselves, and to the 
skill of the investor or investment manager in picking them.

Hedge funds have traditionally been differentiated from all 
other investors or classes of investments by virtue of their ex-
clusive focus on “alpha.” (Although more recent hedge fund 
innovations have developed strategies that key off correla-
tions with overall markets, and in that sense are not literally 
“alpha seekers.”) Hedge funds have evolved and many now 
employ a range of new strategies, including “Quant Funds” 
that are managed by traders who take their direction from 
computer algorithms that are constantly evaluating variance 
in the securities market. Regardless of the new trends, the 

final effect is still the same: to find positive returns for inves-
tors regardless of market conditions.

A modest allocation to hedge 
funds would improve returns  
to public pension funds by  
$13 billion annually.

This differs from other types of investment managers. An 
investment manager whose focus is the U.S. stock market, 
for example, will be judged by clients on whether she or he 
generates a better return than that offered by the group of 
all equities (since the group of all equities can be simply and 
inexpensively held in an “index fund”). Naturally, all invest-
ment managers want to produce returns in excess of the 
overall market. But the implication of this objective is that, 
in periods when the stock market is falling, those managers 
would be regarded as successful if their portfolios performed 
less poorly than the overall market; whether they produce an 
absolute, positive return is not relevant.

By contrast, the objective of hedge funds is to offer investors 
an absolute, positive return regardless of market conditions. The 
first hedge fund — founded by Alfred W. Jones in 1949 — de-
fined itself in precisely this way. Jones protected — or “hedged” 
— his stock portfolio against the direction of the overall mar-
ket by purchasing those stocks he expected would rise in value, 
and “shorting” (borrowing a security or commodity futures 
contract from a broker and selling it, with the understanding 
that it must later be bought back and returned to the broker, 
and therefore profiting if the asset’s price fell in the interim) 
other stocks he thought would fall in value. By doing so, he 
could earn a return regardless of the direction of the overall 
market, since the “long” stocks would gain when the market 
went up, and the “short” positions would gain if it went down. 
In essence, Jones found an approach that eliminated the “beta” 
component of total return and instead depended entirely on 
whether his judgments about individual stocks were correct. 
He had created a hedged fund, hence the origin of the term.

In the intervening decades, hedge funds have adopted a much 
richer variety of strategies to pursue the central objective of 
earning returns regardless of market conditions, including: 

•	 Global macro funds, which invest based on their com-
mand of the direction of the world’s various economies; 

Hedge Funds and the Nature of Investment Returns

2% = alpha

3% = beta

Attribution of 5% Rise in Portfolio
(Based on Assumptions Above)
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•	 directional funds, which switch between long and 
short instruments on securities based on their perception 
of the market;

•	 event-driven funds, which focus on stocks or bonds 
of companies involved in mergers, buyouts, or takeovers; 

•	 distressed securities funds, which buy the assets of 
companies at or near bankruptcy; 

•	 relative value funds, which search for discrepancies 
in the values of closely related securities; and 

•	 convertible funds, which specialize in “convertible” 
bonds, which may be exchanged for stock in the issuing 
company at a later date.

This list far from exhausts the investment approaches various 
hedge funds take. Investors also have the option of selecting 
“funds of funds,” which invest in a number of hedge funds 
that employ different strategies; since these various strategies 
are often uncorrelated to each other, a “fund of funds” allows 
the investor to pool the many individual funds’ expected 
risks and returns, while saving the investor the cost of learning 
about the specifics of each. However, recent trends indicate that 
institutional investors are shifting away from fund of funds 
in favor of investing directly with single manager funds. In 
April 2011, the Massachusetts state pension fund, governed 
by the Pension Reserves Investment Trust, announced it would 
begin directly investing in hedge funds.1 The Ohio Public 
Employees Retirement System (PERS) also announced its first 
direct investment in hedge funds in June 2011.2 But, again, what 
is common to all of these funds is an attempt to earn returns 
irrespective of market conditions at the moment, whether they 
are actively “hedging,” as Jones first did 60 years ago, or not.

Hedge funds also typically have a different reward structure 
for their managers. Traditional investment funds active in the 
stock or bond markets on behalf of institutional clients earn a 
fixed percentage of the assets they manage, passing along gains 
or losses to their clients. The proprietary trading desks of banks 
(to the extent they are allowed under the new Dodd-Frank 
law), for example, are evaluated by their bank managements, 
but their reward structure is closely tied to the performance of 
the entire bank itself. A common criticism, one validated by 
the events of the 2008 crash, is that decision makers in diverse 
organizations such as investment banks have incentives to take 
undue risks in order to attract attention to their results when 
bonuses are distributed, knowing that bonuses will be paid to 
most if not all employees if the bank is profitable that year. 

A hedge fund manager’s pay  
is directly correlated to his  
fund’s performance.

By contrast hedge fund managers are usually paid one small-
er fee, based on a percentage of assets under management 
(typically, but not always, two percent) and a second larger 
fee based on the fund’s success (usually defined as the growth 
in the value of the fund over its previous “high water mark” 
and typically, but not always, 20 percent). This fee structure is 
often referred to by the shorthand of “two and twenty.”

The two and twenty structure uniquely aligns the interests 
of fund managers and investors. As noted, the rewards accru-
ing to a bank’s or other institution’s professionals who invest 
their clients’ wealth typically depend on the success of the entire 
bank. Moreover, the bank itself may have other objectives that 
conflict with their managers’ seeking the best trade-off between 
risk and reward; the bank may want transactions to make a 
market for an asset, or to find counterparties to trade its own 
positions. Similarly, brokerages and other account managers for 
individuals have incentive systems that may diverge from their 
clients’ interests, perhaps based on their interest in the volume of 
transactions from an account rather than its success. 

But the two-and-twenty structure rewards the fund man-
ager if and only when the fund succeeds on behalf of its 
clients. In some cases, it rewards fund managers spectacularly, 
but when it does, it does so because clients have also been 
rewarded spectacularly. 

Moreover, the practice in the hedge fund industry has gener-
ally been for fund managers to keep large portions of their 
own personal wealth in their funds. Hedge fund executive John 
Paulson was recently reported to have 90 percent of his own net 
worth invested in funds managed by his firm, Paulson & Co.3 
This practice also serves to unite the interest of funds and their 
investors. And, in the end, the industry’s fee structure is deter-
mined in a competitive marketplace; a recent report by Preqin 
noted that three out of every seven funds surveyed reduced the 
fees charged on funds over the last 18 months.4 Moreover, half 
of the funds recently surveyed reported that they were under 
their “high water mark” and their immediate gains would not 
be rewarded. Clients, therefore, appear readily to accept this 
reward structure because of its ability to align the interests of the 
fund management with their own — the spectacular growth of 
hedge fund assets under management speaks to this.

In the last decade, the hedge fund industry has grown 
dramatically. Hedge Fund Research, a leading industry 
consultant, estimates that in the third quarter of 2011, the 
global hedge fund industry had $2.04 trillion in assets under 
management, in contrast to $38.9 billion in 1990, almost a 
fifty-fold increase in the last 20 years.

How has the industry grown so rapidly? In large part, of course, 
it has grown swiftly because it has succeeded in growing the 
value of its investments. Of the total growth in hedge fund assets 
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under management in the last 20 years close to 40 percent 
has come from new capital given to funds by their clients. The 
rest, or 60 percent, comes from the returns earned by funds 
and then reinvested. Thus, while the hedge fund industry’s 
assets under management have grown by almost 22 
percent annually, most of this has come from asset ap-
preciation and income generated by fund investments.

But the growth in funds has also been driven by their transfor-
mation from an “elite” investment used by wealthy individuals 
to a standard component of any institutional portfolio, whether 
it is the placement of university or philanthropic endowments 

or the assets that support both public- and private-sector pen-
sion funds. A recent survey of hedge funds found that for the 
first time in their history as an investment class, these institu-
tional (non-individual) investors now accounted for fully 60.5 
percent of total assets.5 In 2008, more than half of all institu-
tional hedge fund assets were held by, in decreasing order of size, 
public pension funds, endowment plans, private pension funds, 
and family (and, often, charitable) foundations. Moreover, an 
additional 30 percent of all institutional hedge fund investments 
were held by “funds of funds” — as discussed previously, these 
are funds that pool individual hedge fund investments to reduce 
the associated risk. If the ownership of these funds is distributed 
in the proportions of all funds, then public and private pen-
sion funds, endowments, and family foundations own closer to 
three-quarters of all institutionally owned hedge fund assets. 

This means that the returns earned by hedge funds are an 
important and growing source of support for beleaguered 
state pension funds, private pensions, and entities such as uni-
versities, hospitals, and charitable institutions. Understanding 
how large a contribution they make requires understanding 
how portfolios are constructed to balance risk and reward, 
the subject of the next section.

60% of the growth in hedge 
fund assets has come from 
reinvested returns.

Estimated Growth in Hedge Fund Assets, 1990–2011

Source: Hedge Fund Research
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One fundamental truth of economics is that greater returns, 
over the long run, can only be earned at the cost of greater 
risk. Alternatively, the relationship can be viewed this way — 
risk drives return, because investors expect to be compen-
sated for the risks they must bear when making an invest-
ment. Government bonds offer relatively low returns but are 
viewed as bearing as little risk as any investment can, while 
investments such as commodities and private equity lie at the 
other end of the spectrum, conveying high average returns, 
but at the cost of substantial risk, where risk is measured as 
the variation in the returns generated by a class of asset. 

Beginning with this fundamental view of the relationship be-
tween risk and reward, economists and financial theorists have 
developed a more comprehensive approach to the challenge 
of constructing the best portfolio available to an investor. Its 
basic intuition is to blend assets with various levels of risk and 
reward into a portfolio, while remaining aware of the extent 
to which the returns offered by each type of asset are corre-
lated with the others. For example, U.S. and foreign stocks are 
highly correlated with each other, and therefore adding one 
to a portfolio that already contains the other doesn’t provide 
much diversification and, therefore, doesn’t mitigate risk very 
well. On the other hand, bonds and real estate generally move 
independently of each other, so when they are placed together 
in a portfolio, they provide more protection against risk — 
the circumstances that affect the value of one do not usually 
affect the value of the other. By simulating these relationships 

mathematically, portfolio models can identify the returns and 
level of risk associated with any combination of asset types. 
This type of portfolio modeling is commonplace among fi-
nancial planners and investment analysts. Thus, if we know the 
statistical distribution of returns earned by each asset class (that 
is, its average return and the risk it entails, as measured by the 
standard deviation of that average return) and the extent to 
which the various asset classes are correlated with each other, 
then models can calculate returns and risk for that portfolio. 

Hedge funds will typically be a part of that portfolio simu-
lation. In fact, by simulating the risk and returns of a 
portfolio twice — once with hedge funds among the 
asset classes and then once without hedge funds — it is 
possible to estimate the contribution that hedge funds 
make to this representative portfolio. That analysis is 
found in the next section.

Asset Class
Expected Annualized

Return (%)
Expected Annualized

Risk (%)

U.S. Stocks 6.5% 15.1%

Non-U.S. Stocks 3.8% 16.7%

Bonds 6.9% 4.0%

Real Estate 10.9% 20.1%

Hedge Funds 11.9% 7.0%

Commodities 9.5% 20.1%

Risk, Return, and the Construction of Portfolios: 
Model Simulations
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In order to demonstrate the effect of hedge funds on an 
investment portfolio for purposes of this analysis, Campbell 
& Company, an alternative investment manager with a strong 
background in modeling, was asked to use their portfolio 
allocation models to simulate various combinations of as-
set classes. The asset classes used for this purpose were: U.S. 
stocks, foreign stocks, bonds, real estate, hedge funds, and 
commodities (such as oil or precious or base metals).

The assumptions used for these purposes are given in the table 
here. They are taken from the period from July 1991, the begin-
ning of the economic expansion of the 1990s, through the De-
cember 2010. This was a volatile period that included the “dot-
com bubble” of the late 1990s, the concerns over “Y2K,” the 
reaction to the 9/11 attacks, and the economic crisis triggered 
by the collapse of the mortgage market. This yields assumptions 
that may be seen as particular to the period — the return on 
bonds, for example, is higher than the return on stocks, despite 
the former’s lower volatility, but this is the longest period for 
which good data exist on all the asset classes, due to the rela-
tively recent emergence of hedge funds.6 The portfolios were 
rebalanced annually to maintain set asset allocations.

a “representative” portfolio. The Campbell & Company 
model was first used to simulate a representative portfolio. 
While investment managers vary in their advice to clients, the 
rules of thumb they employ have historically centered on the 
“two-thirds/one-third” portfolio — two-thirds of the value of 
the portfolio allocated to equities (stocks) and one-third in fixed 

income instruments (bonds). In recent decades, however, other 
classes of assets have been adopted by institutional portfolios, in-
cluding foreign stocks, real estate, and commodities. To represent 
such a “standard” portfolio, this analysis uses the assumption that 
the “representative” portfolio contains 50 percent U.S. stocks, 20 
percent foreign stocks, 20 percent bonds, 5 percent real estate, 
and 5 percent commodities. When simulated, this portfolio 
yields an expected annual compound return of 7.03 percent, 
with volatility (as measured by annualized standard deviation of 
monthly returns) of 10.95 percent. Statistically, this means that 
for roughly two-thirds of the years such a portfolio is main-
tained, the return it would generate is expected to range from 
negative (-) 3.92 percent to (+) 17.98 percent. In roughly one 
out of seven years it will return less than negative (-) 3.92 per-
cent but more than negative (-) 14.97 percent, while in one 
out of 40 years, it will produce losses greater than the lower 
bound of this range. On the other hand, in about one out of 
about seven years, it will return more than 18.98 percent but 
less than 29.93 percent, and in one in 40 years, it will exceed 
this range. Given recent history, this kind of range is an entirely 
plausible modeling result.

The Campbell & Company model was then changed to incor-
porate hedge funds as a group. For the purposes of this paper, 
adding “hedge funds” to the model refers to the Hedge Fund 
Research, Inc. (HFRI) Index, which tracks the performance 
(net of fees) of more than 2,000 foreign and domestic funds 
with over either $50 million under management or 12 months 
of active trading. The hedge fund investment options for an 

Modeling Results

Standard Portfolio Asset Allocation

Estimated Annual Return from the Model

7.03% Return

“Hedged” Portfolio Asset Allocation

7.54% Return

U.S. Stocks

Foreign Stocks

Bonds

Real Estate

Commodities

Hedge Funds

6. The sources for these data are: for U.S. stocks, the Standard & Poor’s 500 Composite Stock Index; for bonds, the JPMorgan U.S. Aggregate Bond Index, based on dollar-
denominated, investment-grade debt from around the world; for foreign stocks, the MSCI Europe, Australasia, and Far East Index; for real estate, the Standard & Poor’s 
U.S. Real Estate Investment Trust Index; for commodities, the Deutsche Bank Liquid Commodity Index; and, last, for hedge funds, the Hedge Fund Research, Inc. (HFRI) 
Fund Weighted Composite Index. The HFRI index tracks the performance (net of fees) of more than 2,000 foreign and domestic funds with over either $50 million under 
management or 12 months of active trading. It therefore provides a good representation of the hedge fund universe.
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individual portfolio are many, but the returns and risks repre-
sented by the HFRI index are the best possible representation 
of the entire sector, much as the returns and risks of the stocks 
picked by an equities investment manager may vary widely, but 
the S&P 500 Index is the best representation of how all of those 
managers have performed as a group, over time.

This analysis assumed that the “representative” portfolio real-
located 10 percent of its portfolio to hedge funds, reducing 
all other assets pro rata to accommodate this allocation — 
thus, U.S. equities was reduced from 50 percent of the port-
folio to 45 percent, foreign equities and bonds were reduced 
from 20 percent to 18 percent, and so on. In fact, Preqin 
recently reported that public pension funds now allocate 
an average of 6.5 percent of their assets to hedge funds, up 
from 3.6 percent in 2007. (By contrast, private pension funds 
and endowments were estimated to hold 8.6 percent and 20 
percent, respectively, of their assets in hedge funds.)7 So there 
is substantial room to improve portfolio returns with only a 
modest increase in the share of portfolios going to hedges, as 
suggested by the asset allocation models presented here.8

When hedge funds were added, the portfolio model results 
changed significantly. The average annual compound re-
turn rose from 7.03 percent to 7.54 percent, and the average 
annual volatility shrank from 10.95 percent to 10.39 percent. 
A difference of half a percentage point may not seem conse-
quential, but over the long term, it can be. Over the 40-year 
course of a pension recipient’s career, for example, the higher 
figure will turn a dollar into $18.31, while the lower figure 
will produce $15.14, which supports a 20 percent higher 
level of benefits. Thus, in the “representative” portfolio with-
out hedge funds, roughly two-thirds of the years will see a 
return between negative (-) 3.92 to 17.98; in contrast, in the 
representative portfolio with hedge funds, the upper bound of 
this range is only .05 percent (5 basis points) lower, at 17.93 
percent, but the bottom of the range is over a full percentage 
point (100 basis points) higher — a loss of only 2.85 percent, 
versus a loss of 3.92 percent without hedge funds. Thus, per-
haps at first glance counter intuitively, adding hedge funds to 
a portfolio does not increase their expected return so much 
as it protects that portfolio against loss. But, on closer reflection, 

this is consistent with the objective of hedge funds as a class 
— to earn returns regardless of market conditions.

These probabilities are informative, but not the most useful 
information that can be provided to an institution manag-
ing its portfolio. A more relevant comparison is whether the 
portfolios, with and without hedge funds, can achieve the re-
turns assumed in the financial plans of the institution, (or, at 
a minimum, whether they can help to avoid losses). This goes 
back to the issue of whether pension funds, for example, can 
meet their targeted rate of return assumption. The follow-
ing table summarizes these results from this perspective.

Probabilities of Achieving Various Levels of Returns in Any One Year

No Hedge  10% Hedge

below zero 0.260 0.234

zero to 4 percent 0.131 0.133

4 to 8 percent 0.144 0.150

8 to 12 percent 0.140 0.148

over 12 percent 0.325 0.334

Adding hedge funds to this representative portfolio, there-
fore, reduces the probability of having a negative return in 
any given year by about 10 percent — from 26 percent-
age points without hedge funds to 23.4 percentage points 
with them. The probability of achieving returns between 
zero percent and 4 percent is almost unchanged by adding 
hedge funds. But the probability of realizing returns between 
4 and 12 percent in any given year, however, is 5 percent 
higher, rising from 28.4 percent without hedge funds to 29.8 
percent with them. The probability of super-normal returns 
above 12 percent is also about 3 percent higher with hedge 
funds, moving from 32.5 percent to 33.4 percent.

These are more informative comparisons because they relate 
to the objectives of the institutions that use hedge funds. The 
range between 4 percent and 12 percent, for example, con-
tains the earnings assumption built into almost every pension 
fund, whether public or private, in the country. Absent real-
izing this assumption, pension programs must find additional 
sources of contributions or face an inevitable shortfall that 
must be at some point passed on to beneficiaries.

This is particularly important because of the sizable decline 
in interest rates experienced in the past several years. A lower 
interest rate implies a lower “earnings assumption” — the rate 
of interest earned on assets in order to meet future obligations. 
For example, imagine a company must pay out $1 million 
each year for the next 30 years in pensions. If the earnings 
assumption used to meet those payments is 8 percent, then the 
pension fund needs a present value of $11.26 million today; 
if you put that much in an account bearing 8 percent, it will 
have just enough to perfectly cover those 30 payments of $1 

11.0
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10.3
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10.1

Average Annual Volatility (%)
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Hedge Funds
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Hedge Funds
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million each. But if the interest rate falls from 8 percent to 6 
percent, for example, the amount it takes to fund those future 
obligations today rises to $13.76 million, even though the 
obligations themselves don’t change. Absent any other changes, 
every dollar paid out would have to be cut by about 18 cents 
to create a balance between the pension’s assets and liabilities. 

Many funds face exactly this type of situation. For example, 
the California State Teachers’ Retirement System (CalSTRS), 
the nation’s second largest public pension fund, with assets 
valued at $131 billion going into 2010, recently considered 
lowering its annual earnings forecast from 8 percent to 7.75 
percent, the first change in 15 years; but, it calculated that such 
a quarter percent reduction in the earnings forecast would 
require contributions of 3 percent of payroll to restore bal-
ance, which would boost the increase needed to fully fund 
CalSTRS obligations over the next 30 years from 14 percent 
to 17 percent of payroll. Thus, when it actually attempted to 
lower it to 7.5 percent later in the year, elected officials reject-
ed the change. Similarly, the Colorado state pension fund, with 
$30 billion in assets, currently employs an earnings assumption 
of 8.5 percent; at this rate, it has a shortfall of $17.9 billion. It 
recently disclosed that changing that assumption to 9 percent 
would reduce this shortfall to $15 billion, while reducing it to 
8 percent would increase the shortfall to $21.4 billion. 

Thus, small differences in earnings assumptions have serious 
consequences for pension funds. And while other institutions 
— such as hospital, university, or philanthropic endowments 
— have more latitude in adjusting their spending streams, 
they are subject to the same pressures. This makes improve-
ments in earnings, such as those hedge funds can provide, as 
consequential as the cuts in benefits or services that seem-
ingly small reductions in those earnings require.

This is the context in which to view the result of the portfolio 
modeling presented in this analysis — the potential to add 50 
basis points of average return to a representative portfolio by 
allocating 10 percent of the portfolio’s value to hedge funds. 
This increment gains added significance in the context of the 
institutional ownership of funds. For example, a recent study 
by the National Association of College and Business Officers 
estimated that 850 U.S. college and university endowments 
and their affiliated foundations held $346.3 billion in assets in 
2010.9 The portfolio model results here indicate that hedge 
funds have the potential to add approximately $1.73 billion in 
expected annual return to their stream of income when com-
pared to a portfolio with no hedge fund component.

Public pension funds have far greater assets — the U.S. 
Census Bureau recently reported that the 100 largest public 
pension funds alone had assets in the first quarter of 2011 
of $2,734 billion.10 Once again, a reallocation of 10 percent of 
this portfolio to hedge funds would provide added returns of 
approximately $13.67 billion annually. 

Given the relatively low level of hedge fund holdings among 
these institutions, the pressures to improve returns, and the 
modeling results suggesting that hedge funds offer both a higher 
return and a reduction in earnings volatility, we should expect 
greater hedge fund holdings by these institutions in the future.

In fact, investment officers representing states around the 
country have recently increased their allocation to hedge 
funds, or in some cases, initiated investments in the asset 
class. The rationale behind these decisions is most often di-
versification and the desire to meet their pension obligations. 
This includes such states like Wisconsin11 and Wyoming12 — 
two states not traditionally associated with hedge funds.
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A concern sometimes expressed about hedge funds, and a 
possible source of reluctance on the part of some institutions 
to hold them, is that they are inherently risky, and add to the 
overall “systemic risk” that financial markets suddenly ex-
perience when an imbalance of buyers and sellers lose their 
liquidity, and valuations crash, much as actually occurred in 
the 2008 financial crisis.

These portrayals stem from a variety of sources, including 
unfamiliarity with hedge funds and their operations (includ-
ing their own proprietary secretiveness about their trading 
strategies, which are to their existence what the formula for 
Coca-Cola and the Google search algorithm are to those 
companies), concern over the leverage taken on by financial 
entities and, more generally, their willingness to take on risks, 
suspicion of the wealth of some hedge fund managers (and a 
possible confusion between their individual wealth and the 
modest size of even relatively large funds in financial mar-
kets). But on scrutiny, these impressions are often unsubstan-
tiated or reflect misunderstandings of events. 

A further concern regarding financial stability is leverage. The 
extraordinary amount of leverage undertaken by the major 
banks was at the root of the 2008 financial crisis. This lever-
age magnified their losses in relation to their capital, and the 
resulting risk that these massive institutions would fail neces-
sitated the federal bailout.

One example of hedge funds’ superior ability to manage risk 
is the degree of their leverage. A recent study performed by 
economists at Columbia University and the National Bureau 

of Economic Research concluded that “hedge fund leverage 
is fairly modest, especially compared with the listed average 
of broker/dealers and investment banks.” Moreover, hedge 
fund leverage “decreases prior to the start of the financial 
crisis in mid-2007, where the leverage of investment banks 
and the finance sector continues to increase.” What’s more, 
the authors continue, within the group of all hedge funds, 
“increases in fund return volatility tend to reduce leverage” 
(emphasis added). That is, funds with more volatile earnings 
streams are less likely to use leverage. This is an understand-
able result, as funds with more volatile earnings streams 
know that leverage leaves them vulnerable to a situation 
in which their earnings leave them unable to meet their 
debt obligations, and, as a result, they may have to liquidate 
holdings under duress, further impairing their earnings. The 
Columbia/NBER analysis also demonstrated that, while 
banks were increasing their leverage in 2007 and 2008 — 
rising to a peak over 20 for the entire financial sector and 40 
for investment banks as a group — hedge funds, in response 
to the evolving circumstances in the market, were lowering 
their leverage from a ratio of 2.6 in mid-2007 to under 1.5 
by late 2008.13

“…hedge fund leverage is fairly 
modest, especially compared with 
the listed average of broker/
dealers and investment banks.”

—National Bureau of Economic Research

Hedge Funds and Financial Stability

At Height of Financial Crisis Average Leverage

1:1.10 1:10 1:69.5 1:1.41 

Investment Banks Banks Hedge Funds Hedge Funds 

Hedge funds’ leverage risk is low.

Source: HFR Leverage Report, May 17, 2011.
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This is consistent with the most important reality of the 2008-
09 financial crisis with respect to hedge funds — no hedge 
fund required rescue by taxpayer money. In fact, the federal 
involvement in rescuing the banking system was entirely 
different in character from the only episode in which an 
arm of the federal government ever became involved in the 
prospective failure of a hedge fund. In the case of Long-Term 
Capital Management (LTCM) in 1998, the New York Federal 
Reserve, in order to avoid a “race to the door” by LTCM’s 
prime broker lenders, brokered an agreement among these 
banks to buy all of LTCM’s assets and dispose of them in an 
orderly process. All of the participants in the LTCM “rescue” 
came out ahead when the alternative is considered, and tax-
payers financed none of the program. 

Why are hedge funds more resilient than banks in managing 
risk, eschewing undue leverage, and avoiding the need for 
federal bailouts? Two reasons stand out: hedge funds’ superior 
culture of risk management and their relatively small size. 

As opposed to the major banks, 
which are “too big to fail,” hedge 
funds are “too small to bail.”

The defining characteristic of hedge funds is their focus 
on managing risk — the operations of a hedge fund focus 
continually on the level of risk inherent in all of their posi-
tions. This contrasts to a bank, which serves a variety of roles 

that involve risk, as lender, counterparty, market maker, 
and the like, and where various segments of the bank may 
have incentives to take on additional risk in the hope that 
the bank’s diversified operations will provide balance against 
their own. Additionally, the more direct links between the 
rewards accruing to funds’ managements, and their significant 
ownership stakes in their own funds, also lead them to avoid 
excess leverage.

Finally, hedge funds are smaller — even the largest fund in 
the world today is considerably smaller than most investment 
banks. Many of the largest hedge funds manage assets in the 
tens of billions of dollars, whereas global investment banks 
have balance sheets in excess of $1 trillion. Due to their 
relatively small size, the failure of even the biggest hedge 
fund would be unlikely to cause public resources to be com-
mitted, particularly as the Wall Street Reform and Consumer 
Protection Act (Dodd-Frank Act) explicitly bars direct lend-
ing to affiliated funds by banks.

The crisis of 2008–09 
demonstrated that hedge funds 
often play a countercyclical, 
stabilizing role. 

Thus, hedge funds as an asset class display many of the char-
acteristics we would find desirable in an investment. Hedge 

13. “Andrew Ang, Sergiy Gorovvy and Gregory B. Van Inwegen, “Hedge Fund Leverage,” NBER Working Paper Series, 16801 (2011): 60.

Mean Percentage Allocation to Hedge Funds by Investor Type

Source: Prequin Research Report 2010
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fund managers’ incentives are closely aligned to the interest 
of their investors; they have historically operated without 
government guarantees or after-the-fact-bailouts; they are 
generally too small to affect the integrity of financial markets 
and, therefore, systemic risk in the economy; receive funds 
from investors, both institutional and private, who are aware 
of the risks and rewards offered to them and can tolerate the 
outcomes. Moreover, as seen here, they are capable of making 
a significant contribution to the stability of pension, endow-
ments, and other institutions.
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Conclusions

Hedge funds have complex trading strategies and have for 
many years been an elite investment for wealthy individuals. 
But they have grown beyond this role. Sixty percent of hedge 
fund assets are held by institutions, including a substantial 
portion by endowments, pension funds, and other entities that 
serve the public. Moreover, the experience of funds now pro-
vides some historic record on the risk and return they pose to 
investors. Using that record, we can estimate the contribution 
that hedge funds could make to public pension portfolios at a 
time of great stress. Specifically, we found that reallocating 10 
percent of pension portfolios to hedge funds has the potential 
to add approximately $13.67 billion in returns yearly. Our 
analysis found similar potential for university endowments, 
which stand to add more than $1.73 billion in expected re-
turns per year by shifting 10 percent of assets to hedge funds.

Hedge funds are a tool that 
are and can be used by pension 
funds, colleges and universities, 
and other institutions to diversify 
their investments, manage risk, 
and deliver reliable returns so 
those institutions can deliver 
service and meet their obligations.

The same track record demonstrates that hedge funds were 
not a source of the risks and leverage that led to the financial 
crisis in recent years. They were substantially less leveraged 
and, rather than a source of risk, many were harmed by the 
actions taken as part of the bank rescue of that time (for ex-
ample, the ban on short selling that crippled and drained li-
quidity from the convertible bond market). Rather than “too 
big to fail,” hedge funds are generally “too small to bail.”

As public policy focuses on a variety of issues related to 
hedge funds, from pension to risk regulation, policy makers 
must bear these new realities in mind.

Allocating 10% to hedge funds 
has the potential to add $13.67 
billion to public pension plan 
returns annually.

The author would like to thank Campbell & Company, Inc., one of the world’s innovators 
in quantitative model development, for supplying the allocation modeling and additional 
data necessary to complete the research enclosed.
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Glossary

alpha: Alpha is the measure of a fund’s average performance inde-
pendent of the market. For example, if a fund has an alpha of 2.0, and the 
market return was 0% for a given month, then the fund would, on average, 
return 2% for the month.

basis points: A unit that is equal to 1/100th of 1%, and is used to de-
note the change in a financial instrument. The basis point is commonly 
used for calculating changes in interest rates, equity indexes and the 
yield of a fixed-income security. A bond whose yield increases from 5% 
to 5.5% is said to increase by 50 basis points; or interest rates that have 
risen 1% are said to have increased by 100 basis points.

beta: Beta is the measure of a fund’s volatility relative to the market 
(almost all fund managers correlate themselves to the S&P 500). A beta 
of greater than 1.0 indicates that the fund is more volatile than the 
market, and less than 1.0 is less volatile than the market. For example, if 
the market rises 1% and a fund has a beta of 2.5, the fund will rise, on average, 
2.5%. For a fund with a beta of 0.4, if the market rises 1%, the fund will rise 
on average, 0.4%. The relationship is the same in a falling market. (Please note 
that funds can have a negative beta, meaning that on average they rise when the 
market falls and vice versa). 

(prime) brokeraGe: A brokerage firm providing multiple services to a 
hedge fund that are beyond the scope of those offered by a traditional 
broker, such as clearing and settlement of securities transactions, financ-
ing, recordkeeping, custodial services, and research capabilities.

compound return:
annual: The compounded annual return is simply the compounded 
monthly return to the 12th power. 
monthly: The compounded monthly return is the return that if 
compounded over the life of the fund would lead to the total return of 
the fund. For example, if a fund has 10 months of return equaling 100% as 
a total compounded return, the compounded monthly return would be 7.18%.

counterparty: A person or entity that enters into transactions with a 
hedge fund.

funds of funds: A hedge fund that invests in other hedge funds. Fund 
of funds were conceived to provide broad diversification and an appro-
priate asset allocation with investments in a variety of fund categories 
that are all wrapped up into one fund.

hiGh-water mark: The assurance that a fund only takes performance 
fees on net, long-term profits unique to an individual investment. For 
example, a $1,000,000 investment is made in year 1 and the fund declines by 
50%, leaving $500,000 in the fund. In year 2, the fund returns 100%, bring 
the investment value back to $1,000,000. If a fund has a high water mark, it 
will not take performance fees on the return in year 2, since the investment has 
not generated net long-term profits. The fund will only take performance fees if 
the investment grows above the initial level of $1,000,000. If in year 3 the 
fund returns 100% again for that investor, the fund could take performance fees, 
but the high-water mark would move to $2,000,000, which the fund would 
need to exceed in year 4 to take performance fees on that investment. 

index fund: A type of mutual fund with a portfolio constructed to 
match or track the components of a market index, such as the Standard 
& Poor’s 500 Index (S&P 500).

institutional investors: A non-bank organization that manages a 
substantial amount of assets, which meet SEC thresholds that allow it to 
invest in hedge funds. 

leveraGe: The use of borrowed money or options/futures contracts 
to increase the potential return of an investment (it also increases the 
potential loss of an investment).

liquidity: There are two separate, but related types of liquidity. Fund-
ing liquidity is the ability of a hedge fund to hold its market positions 
and meet the collateral or withdrawal demands of counterparties, other 
credit providers, and investors. Asset liquidity refers to the ability to 
liquidate an asset quickly, potentially in large volume, without substan-
tially affecting the asset’s price. An asset that cannot be liquidated in a 
short period of time without substantially affecting the asset’s price is 
considered an illiquid instrument.

lonG (positions): Generally, this term means that an investor has 
purchased a stock with the expectation that its price will rise. A long 
position is sometimes referred to as being “long the market.” Investors 
who are “bullish” about the market will take a long position, expecting 
higher prices in the future. 

market maker: A firm that accepts the risk of holding a certain 
number of shares of a particular security in order to facilitate trading 
in that security. Each market maker competes for customer orders by 
displaying buy and sell quotations for a guaranteed number of shares. 
Once an order is received, the market maker immediately sells from its 
own inventory or seeks an offsetting order. This process takes place in 
fractions of a second.

portfolio: A grouping of financial assets such as stocks, bonds and 
cash equivalents, as well as their mutual, exchange-traded and closed-
fund counterparts. Portfolios are held directly by investors and/or man-
aged by financial professionals.

qualified investors: Investors the SEC has deemed sophisticated 
enough to invest in hedge funds. These investors can be banks, insur-
ance companies, pension funds, charitable organizations or individuals 
with substantial net worth that meets SEC thresholds. 

rate of return: The gain or loss on an investment over a specified 
period, expressed as a percentage increase over the initial investment cost.

shortinG (short sale): Generally, means paying a premium to bor-
row a security (or commodity futures contract) from a broker and 
selling it, with the understanding that it must later be bought back 
(hopefully at a lower price) and returned to the broker. Short selling is 
a technique used by investors who are trying to hedge their long posi-
tions or are trying to profit from the falling price of a stock.

sinGle manaGer fund: An investment fund that is managed by a 
single investment manager, usually with a particular specialty.

systemic risk: The potential for the failure of a company to threaten 
financial stability, where the financial shocks have the potential to lead 
to substantial, adverse effects on the real economy.

two and twenty: A short-hand, colloquial term for the 2% man-
agement and 20% performance fees many hedge fund managers have 
traditionally assessed on fund investors. The management fee is taken 
by the manager on the entire asset level of a specific investor’s invest-
ment. For example, if at the end of a pre-determined period, an investment 
is valued at $1,000,000, and the management fee is 1%, then the fees for 
that investor would be $10,000. The performance fee is taken by the 
manager on the returns of a specific investor’s investment if it has 
cleared the high-water mark. For example, if at the end of a pre-deter-
mined period an investment has returned $1,000,000 above the high-water 
mark, and the performance fee is 20%, then the fees for that investor would 
be $200,000. It should be noted that with increased investment from 
large institutional investors fee structures have become more nego-
tiable and more flexible. 

volatility: A measure of risk based on probability of an asset generat-
ing a return. The greater the degree of an asset’s volatility, the greater 
the risk of the asset.
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