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A hedge fund allocation can be structured 
to serve a variety of roles in an investment 
portfolio. We believe the best use of hedge 
funds is as a diversifier from traditional 
equity and fixed income risks. This paper 
aims to highlight important considerations 
(and pitfalls) in successful hedge fund 
portfolio construction.

Key takeaways

Portfolio approach

Managing the allocation as a portfolio of 
complementary exposures can potentially 
improve the probability of success.

Manager/strategy diversification

There are no shortcuts! A range of  
12 to 18 managers across a variety 
of complementary strategies is 
recommended in a hedge fund portfolio.

Risk-aware position sizing

Allocations should be inversely related to 
the absolute risk of the fund.

Introduction
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Defining objectives
Each investor has unique objectives for their 
investment portfolio. Therefore, it is essential 
to start from first principles and review portfolio 
objectives and constraints when constructing a 
portfolio. Factors such as tolerance for complexity, 
illiquidity and risk-taking will shape the allocation and 
implementation to underlying strategies  
and managers.

Generally, a hedge fund portfolio will be constructed 
against a long-term benchmark of cash (often 
defined by 90-day T-bills for US investors) plus a 
return premium of three to five percentage points 
per annum, with a primary goal of diversification. The 
recent rise in short-term rates in turn increases the 
absolute return expectation of hedge funds, without 
dampening diversification potential. 

The portfolio approach  
and diversification
Mercer maintains a philosophy of prudent 
concentration in determining the appropriate 
number of managers and strategies in a hedge 
fund program. Balancing the benefits and pitfalls 
of extreme diversification and concentration, we 
typically recommend allocating to approximately 
12 to 18 managers. Mercer utilizes the portfolio 
approach to hedge fund investing, blending various 
approaches, styles, strategies and return drivers. 
Diversification is important in any asset class, and 
hedge funds are no exception; in fact, this is the 
foundation of the portfolio approach. Since hedge 
fund program objectives are most commonly 
diversification against the downside risk of equities 
and interest rates, an overly concentrated manager 
mix leaves an insufficient margin of safety to deliver 
this important capital preservation mandate. Owning 
more line items will increase the administrative 
and operational burden for a client, but Mercer 
can provide administrative support, performance 
reporting and manager monitoring to mitigate this 
concern and ensure ample diversification.
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While it may be tempting to allocate to a few  
higher-octane managers with impressive short-term 
performance, hedge fund return distributions often 
exhibit left-tail skew. This means the strategy’s 
previous outperformance might be indicative 
of excessive risk and hold potential for large 
drawdowns. Paradoxically, low beta strategies 
often utilize high degrees of leverage and lose their 
diversifying properties in times of market distress. 
Investors must be disciplined about looking 
into the risks taken, inherent leverage used and 
probability of persistence in a given manager or 
strategy. It is usually best to avoid crowd-chasing 
strategies that often come with limited redemption 
rights and high frictional costs.

The portfolio approach embraces the disparate 
risk/return characteristics of the underlying 
managers to create a robust allocation balanced 
across strategies, styles and factors, thereby 
maximizing the likelihood of achieving the  
long-term goals of the program. 

Manager selection and  
strategy composition
The most important component of a successful 
alternatives portfolio is manager selection, given 
the highly idiosyncratic nature of the asset class. 
Investors should never compromise on a low-
conviction manager even if the strategy fits their 
portfolio. The wide dispersion of returns in hedge 
fund strategies may mean poor performance even 
if the portfolio construction philosophy is sound.

There are myriad of differing hedge fund strategies: 
long/short equity and credit, event-driven, distressed 
and global macro, to name a few. It is important to 
look beyond the strategy label, however, as even 
within a given category the risk/return profile can 
differ greatly. Performance attribution can reveal 
the different approaches to a strategy, subsequent 
return drivers and potential risks. 

Investors should seek out complementary exposures 
across managers to ensure they are not allocating to 
superfluous funds and achieving true diversification 
within the portfolio. Pairing counter-cyclical strategies 
will smooth the return stream; when your event-driven 
strategies are suffering, your long-volatility exposures 
should balance out the loss and vice versa.

Mercer prefers managers with broader mandates of 
searching for attractive opportunities as they arise, 
as opposed to narrow mandates that may go through 
cycles with a dearth of compelling investment 
opportunities. Managers will have capital ready to 
deploy or rebalance across strategies, lowering the 
frictional costs of reallocating to new managers 
around a cycle. We prefer global mandates for 
similar reasons. They allow managers the flexibility 
to trade in local markets when they find interesting 
opportunities. For example, an ideal credit manager 
should be able to use both the long and short sides 
of their book and look for the best opportunities in 
performing, distressed and structured credit across a 
variety of geographies.

Position sizing should be inversely related to the 
absolute risk of the manager. Higher-risk funds, 
whether through their underlying strategy or use of 
leverage, should garner a lower relative allocation in 
your hedge fund portfolio.
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Building a hedge fund portfolio requires a 
disciplined approach. There are no shortcuts. 
The portfolio approach to hedge fund investing 
prevents overly concentrated or redundant 
portfolios. Prudent allocations, along with 
manager and strategy diversification, are key 
components of hedge fund portfolio construction. 
Manager selection should take precedence as 
mediocre managers will be unable to implement 
their strategy successfully. By beginning with a 
roster of world-class managers and assembling 
them in a diversified way to meet investors’ 
needs, successful hedge fund portfolios can be 
constructed to meet long-term objectives.

Summary



About Mercer

At Mercer, we believe in building better futures.

Together, we’re redefining the world of work, 
reshaping retirement and investment outcomes, 
and unlocking real health and well-being. We do 
this by meeting the needs of today and tomorrow. 
By understanding the data and applying it with a 
human touch. And by turning ideas into action to 
spark positive change.

For over 75 years, we’ve been providing trusted 
advice and solutions to build healthier and more 
sustainable futures for our clients, colleagues and 
communities.

Welcome to a world where economics and 
empathy make a difference in people’s lives.

Important notices

References to Mercer shall be construed  
to include Mercer (US) LLC and/or its associated 
companies.

© 2024 Mercer (US) LLC. All rights reserved.

This contains confidential and proprietary 
information of Mercer and is intended for the 
exclusive use of the parties to whom it was 
provided by Mercer. Its content may  
not be modified, sold or otherwise provided, in 
whole or in part, to any other person or entity 
without Mercer’s prior written permission.

This does not constitute an offer to purchase or 
sell any securities.

The findings, ratings and/or opinions expressed 
herein are the intellectual property of Mercer and 
are subject to change without notice. They are 
not intended to convey any guarantees as to the 
future performance of the investment products, 
asset classes or capital markets discussed.

Past performance does not guarantee future 
results. Mercer’s ratings do not constitute 
individualized investment advice. The value of 
investments can go down as well as up, and you 
may not get back the amount you have invested. 
Investments denominated in a foreign currency 
will fluctuate with the value of the currency. 
Certain investments, such as securities issued by 
small capitalization, foreign and emerging market 
issuers, real property, and illiquid, leveraged or 
high-yield funds, carry additional risks that should 
be considered before choosing an investment 
manager or making an investment decision.

Actual performance may be lower or higher than 
the performance data quoted. Actual statistics 
may be lower or higher than the statistics quoted. 
The expectations for the modelled portfolio are 
a compilation of return volatility, and correlation 
expectations of the underlying asset classes.

Portfolio expectations are forward looking and 
reflective of Mercer’s capital market assumptions, 
as defined by asset class and incorporating 
return, standard deviation, and correlations. 
Our process for setting asset class expected 
returns begins with developing an estimate of 
the long term normal level of economic growth 

and inflation. From these two key assumptions, 
we develop an estimate for corporate earnings 
growth and the natural level of interest rates. 
From these values, we can then determine the 
expected long-term return of the core asset 
classes, equity and government bonds. We 
combine current valuations with our expectations 
for long term normal valuations and incorporate 
a reversion to normal valuations over a period 
of up to five years. Volatility and correlation 
assumptions are based more directly on historical 
experience except in cases in which the market 
environment has clearly changed. Manager 
impact on performance is not incorporated into 
expectations. The views expressed are provided 
for discussion purposes and do not provide any 
assurance or guarantee of future returns.

Mercer universes: Mercer’s universes are 
intended to provide collective samples of 
strategies that best allow for robust peer group 
comparisons over a chosen timeframe. Mercer 
does not assert that the peer groups are wholly 
representative of and applicable to all strategies 
available to investors. One cannot invest directly 
in a Mercer universe.

Private funds are for sophisticated investors 
only who are accredited investors or qualified 
purchasers. Funds of private capital funds  
are speculative and involve a high degree  
of risk. Private capital fund managers have total 
authority over the private capital funds. The use of 
a single advisor applying similar strategies could 
mean lack of diversification and, consequentially, 
higher risk. Funds of private capital funds are not 
liquid and require investors to commit to funding 
capital calls over a period of several years; any 
default on a capital call may result in substantial 
penalties and/or legal action. An investor could 
lose all or a substantial amount of his or her 
investment. There are restrictions on transferring 
interests in private capital funds. Funds of private 
capital funds’ fees and expenses may offset 
private capital funds’ profits. Funds of private 
capital funds are not required to provide periodic 
pricing or valuation information to investors. 
Funds of private capital funds may involve 
complex tax structures and delays in distributing 
important tax information. Funds of private capital 
funds are not subject to the same regulatory 
requirements as mutual funds.

This does not contain investment advice relating 
to your particular circumstances. No investment 
decision should be made based on this 
information without first obtaining appropriate 
professional advice and considering your 
circumstances. Mercer provides recommendations 
based on the particular client’s circumstances, 
investment objectives and needs. As such, 
investment results will vary and actual results may 
differ materially.

For Mercer’s conflict of interest disclosures, 
contact your Mercer representative or  
see http://www.mercer.com/conflictsofinterest.

Information contained herein has been obtained 
from a range of third-party sources. Although the 
information is believed to be reliable, Mercer has 
not sought to verify it independently. As such, 
Mercer makes no representations or warranties 

as to the accuracy of the information presented 
and takes no responsibility or liability (including 
for indirect, consequential or incidental damages) 
for any error, omission or inaccuracy in the data 
supplied by any third party.

Mercer does not provide tax or legal advice. You 
should contact your tax advisor, accountant and/ 
or attorney before making any decisions with tax 
or legal implications. Not all services mentioned 
are available in all jurisdictions. Please contact 
your Mercer representative for more information.

Investment management and advisory services 
for US clients are provided by Mercer Investments 
LLC (Mercer Investments). Mercer Investments 
LLC is registered to do business as “Mercer 
Investment Advisers LLC” in the following states: 
Arizona, California, Florida, Illinois, Kentucky, New 
Jersey, North Carolina, Oklahoma, Pennsylvania, 
Texas and West Virginia; as “Mercer Investments 
LLC (Delaware)” in Georgia; as “Mercer 
Investments LLC of Delaware” in Louisiana; 
and “Mercer Investments LLC, a limited liability 
company of Delaware”  
in Oregon. Mercer Investments is a federally 
registered investment adviser under the 
Investment Advisers Act of 1940, as amended. 
Registration as an investment adviser does not 
imply a certain level of skill or training. The oral 
and written communications of an adviser provide 
you with information about which you determine 
to hire or retain an adviser. Mercer Investments’ 
Form ADV Parts 2A and 2B can be obtained 
by written request directed to: Compliance 
Department, Mercer Investments, 99 High Street, 
Boston, MA 02110. 

Certain regulated services in Europe are provided 
by Mercer Global Investments Europe Limited 
and Mercer Limited. Mercer Global Investments 
Europe Limited and Mercer Limited are regulated 
by the Central Bank of Ireland under the European 
Union (Markets in Financial Instruments) 
Regulation 2017, as an investment firm. 
Registered officer: Charlotte House, Charlemont 
Street, Dublin 2, Ireland. Registered in Ireland 
No. 416688. Mercer Limited is authorized and 
regulated by the Financial Conduct Authority. 
Registered in England and Wales No. 984275. 
Registered office: 1 Tower Place West, Tower Place, 
London EC3R 5BU.

Investment management services for Canadian 
investors are provided by Mercer Global 
Investments Canada Limited. Investment 
consulting services for Canadian investors are 
provided by Mercer (Canada) Limited.

Investment advisory services for Brazil clients 
are provided by Mercer Human do Brasil (Mercer 
Brazil), a company regulated by the Brazilian 
Securities and Exchange Commission to provide 
Financial Advisory services.

Investment advisory services for Mexico clients 
are provided by Mercer Asesores en Inversion 
Independientes, S.A. de C.V., regulated by the 
Comision Nacional Bancaria y de Valores, with 
number of authorization 30125-001-(14754)-
30/01/2019
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