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‘Hedging’ Your Bets
Expanding the DC menu beyond traditional asset classes.

RISKS AND REWARDS:  
BUILDING A BETTER INVESTMENT MENU
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efined contribution  plans are 
rapidly becoming the primary 
retirement saving vehicle for most 
U.S. employees. Currently, 69% 
of private sector workers have 
access to DC plans but only 7% 
have access to defined benefit 
(DB) plans.1 Yet, DC plans have 
not kept pace with DB plans 
when it comes to investing in 
alternative investment strategies 
such as hedge funds, private 
equity and infrastructure. Such 

allocations have played an important role in 
improving the risk/return characteristics of 
DB portfolios and have contributed to their 
outperformance of DC plans. 

While some of the disparity between 
DB and DC performance may be attributed 
to factors such as fees, poor portfolio con-
struction and market timing by participants, 
we believe the lack of alternative invest-
ments is an important factor in DC plan un-
derperformance. And although lack of data 
makes it difficult to do a proper attribu-
tion, studies show that most DC assets are 
allocated to traditional stocks and bonds, 

limiting participants’ ability to access the 
potential improved risk/return profile and 
portfolio diversification from alternatives 
that their DB counterparts capture. 

Potential Benefits of Liquid Alternatives
Today’s increasingly volatile and 

ever-changing market conditions have led 
some DC plan sponsors to question if the 
traditional equity and fixed income invest-
ment options in their plan are adequately 
fulfilling their participants’ needs. This issue 
is particularly important when it comes to 
fixed income. Investors have lived through a 
nearly 30-year bull market in fixed in-
come and many DC plan participants have 
come to rely on a heavy allocation to fixed 
income as they approach retirement. This 
has spurred interest in liquid alternatives, 
as DC plan sponsors look for solutions 
that might help participants in a rising rate 
environment. Historically, fixed income has 
performed poorly during periods of rising 
interest rates, while certain hedge funds 
strategies have actually benefited from those 
dynamics. 

Against this backdrop, we are be-
ginning to see more 
plan sponsors look-
ing to broaden their 
platforms to include 
alternative investments. 
Traditionally, alterna-
tive investments such 
as hedge funds were 
not seen as appropri-
ate for DC plans due 
to high fees, a lack of 
transparency, limited 
liquidity and limits on 
investor qualification. 
These issues have now 
been addressed by liq-
uid alternatives offered 
through mutual funds 
registered under the 
Investment Company 
Act of 1940 (’40 Act) 
that employ single or 
multiple hedge fund 
strategies. 

At the same time, hedge fund managers 
have recognized the growth of DC plans 
and, as a result, more quality funds and 
solutions are available. In prior years, hedge 
fund managers were reluctant to deliver 
their strategies at the lower costs required 
by DC plans. Now, with the potential size 
of the opportunity in DC plans, that mind-
set has changed. 

Indeed, the introduction of alternative 
strategies in publically offered mutual funds 
has created an opportunity for DC plans to 
add hedge fund strategies to their platforms.

Fig. 1 demonstrates how a liquid alts 
fund can meld the benefits of traditional 
hedge funds with those of a mutual fund in 
a DC plan-friendly format.

Bridging Hedge Fund and Mutual Fund 
Benefits

Expanding investment options to a 
broader universe of strategies, like those 
in the realm of alternative strategies, can 
provide participants:

another solution in pursuit of incre-
mental return and risk management;
the potential to more effectively man-
age volatility;
an opportunity to achieve greater 
diversification through the addition of 
a strategy less sensitive to the broader 
equity and fixed income markets.

Adding Alternatives to the Menu 
In our view, DC plan sponsors have 

two key decisions to make with regard to 
incorporating liquid alternatives into their 
offerings. The first is whether to make 
such choices part of the plan’s core invest-
ment menu, allowing participants to select 
how to allocate to them in a portfolio, or 
alternatively, to offer them in target date or 
custom balanced funds where the allocation 
is professionally managed.

The target date approach can be an 
effective way to incorporate liquid alter-
natives in a DC plan. Target date funds 
can allow participants to automatically 
gain exposure to the previously discussed 
benefits associated with liquid alternatives. 
However, not all target date funds include 
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THE ADDITION OF ALTERNATIVES HAS HISTORICALLY BOOSTED DB 
PLAN PERFORMANCE
Asset Mix and Returns of DB Plans Compared to DC Plans 1997-2013

FIGURE 1

1 Source: U.S. Department of Labor, Form 5500 Summary Reports through 1998; EBRI Databook 1999-2011.
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an allocation to liquid alternatives. In gener-
al, the target date funds offered in DC plans 
employ strategies focused on traditional 
long-only style-box based investments, 
with minimal, if any, alternative investment 
exposure. Nonetheless, allocations to liquid 
alternatives in custom target date funds and 
some off-the-shelf target date funds are now 
happening.2

 Adding liquid alts to a plan’s core 
menu, in our view, is another viable ap-
proach to including liquid alts in a DC plan 
platform. A good portion of participants 
still use their plan’s core menu to build their 
own portfolio. However, the average DC 
plan menu of equity funds, complement-
ed by a few money market and core bond 
funds, may not provide enough options for 
participants to diversify effectively.3 This 

menu design works well for participants ac-
cumulating assets, but today the majority of 
assets in many plans are held by participants 
nearing retirement. As a result, providing 
them with investment options that protect 
from drawdowns and volatility is becoming 
critically important. The addition of a liquid 
alternatives option can help participants 
implement a more robust allocation with 
diversification across volatility management, 
growth and income options.

Participant Education Critical
The general lack of sophistication among 

participants when it comes to these types of 
strategies makes participant education criti-
cal. Participants will need guidance on how 
liquid alts might be used as part of broader 
overall asset allocation based on their specific 
objectives. We believe it can be helpful to po-
sition the DC plan investment menu so that 
participants think about options in terms of 
the roles they play in an asset allocation — 
for example, classifying options as designed 
for growth, income, volatility management or 
outpacing inflation. 

As DC sponsors look for ways to 
improve their DC participants’ risk/return 
profile and help them reach better retirement 
outcomes, look for an increased conviction 
to add diversifying alternative asset classes 
to the plan menu. Every plan is different, so 
there is no single approach to adding liquid 
alternatives that makes sense for all. But DB 
plans have demonstrated that including alter-
native strategies in a portfolio can enhance 

its risk/return characteristics. We believe 
this is likely to continue, especially in light 
of current valuations in the traditional 
investment marketplace and the potential 
for rising interest rates. 

Additionally, alternatives, once con-
sidered inaccessible for DC plans, are now 
readily available through liquid alternative 
mutual funds. DC plan sponsors looking 
to replicate the DB plan experience for 
their DC participants may want to consid-
er adding liquid alternatives to their DC 
plan menu. N
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BRIDGING BENEFITS

DC plans have not 

kept pace with DB 

plans when it comes to 

investing in alternative 

investment strategies 

such as hedge funds, 

private equity and 

infrastructure.”

2 Source: Liquid Alts in Target Date Funds, Infovest 21, 2014, Issue 4 and BrightScope.

3 PSCA's 57th Annual Survey of Profit Sharing and 401(k) Plans, 2014.

Source: Neuberger Berman


