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•	Liquidity support to banks improves the risk   
 environment...

•	 ...and potential for Relative Value

•	Macro and Trading still the best diversification

Since the last issue of Investment Outlook (published 
November 29, 2011), hedge fund performance has remained 
negative. At the risk of repetition, the main reason is the euro 
zone crisis. Perhaps worth adding are some concerns related 
to the economic slowdown in China and downgrading of cred-
it ratings for banks and various euro zone countries. Unlike 
the last Investment Outlook, we can note that macroeconomic 
statistics from the US have been positive for risk appetite. The 
HFRX Global Hedge Fund Index lost 0.5 per cent during the 
fourth quarter of 2011. This was significantly better than in the 
third quarter, when the index lost 6.45 per cent. For 2011 as a 
whole, the decline was 8.9 per cent.

All major strategies showed negative results in 2011, with 
Equity Hedge performing the absolute worst with a down-
turn of 19.1 per cent. Macro and CTA again showed relative 
strength by losing only 1.8 per cent during the same period. As 
in previous issues of Investment Outlook, we are choosing to 
divide the hedge fund market into four main strategies:

•	 Equity	Long/Short	
•	 Relative	Value	
•	 Event	Driven	and	Distressed		
•	 Macro	and	Trading

equity Long/short
Although stock markets generally rose somewhat during 
the last three months of 2011, great uncertainty prevailed. 
Volatility was thus high. Contradictory and confusing state-
ments about economic prospects and solutions to the euro 
zone’s problems did not help create stability. In the real econ-
omy, the US recovery received further support from macro 
data that provided upside surprises. Managers consequently 
reduced their total exposure and thus did not benefit either 

from the stock market’s overall positive performance during 
the quarter. HFRX Equity Hedge lost 0.9 per cent in the fourth 
quarter of 2011, while HFRX Market Neutral rose 0.6 per cent. 
For the full year, their final figures were -19.1 per cent and -2.9 
per cent, respectively.

The continued debt crisis and expectations of poorer cor-
porate profits are likely to have a continued negative impact 
during the first quarter of 2012. The probability of a recession 
in the euro zone has increased, and support for this view is 
visible in prices, which should indicate that market players 
have probably already discounted many of the negatives. 
When Europe achieves greater clarity about future solutions 
to its worries, we are likely to see more “normal” conditions, in 
which fundamental factors can again be decisive, but this may 
take time. Exactly as before, we will remain cautious towards 
Equity L/S during the next few quarters. Market Neutral strate-
gies remain higher on our list.  

relative value
Fixed income strategies generally continued to generate re-
turns during the last quarter of 2011, though to a somewhat 
lesser extent than in the third quarter. The previously profit-
able flight to safe government securities lost some ground 
during the October risk rally, when both the investment grade 
and high yield markets rose substantially. Liquidity deterio-
rated somewhat towards year-end, and there was thus a ten-
dency among managers to preferably hold slightly short net 
positions in the market. This meant they could not fully benefit 
from the market upturn either.  

The macroeconomic risks of a euro zone break-up eased 
somewhat late in December when the ECB announced liquid-
ity support to banks via (theoretically) unlimited loans at 1 per 
cent interest. At first this got a fairly cool reception, but market 
players later seem to have started appreciating the positive 
impact of these loans in the battle against a systematic euro 
zone crisis. Successful bond issues in Europe’s most vulnerable 
countries early in January also contribute to our more posi-
tive view of fixed income markets. The drama in and around 
Greece is not over, however, and may naturally have a major 
impact on the market in the future as well.
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Managers must remain tactical and agile, but the investment 
opportunities are good, especially for high yield corporate 
bonds, which have not kept up with the broader upturn. There 
are probably good buying opportunities here and there, both 
in Europe and elsewhere in the world. On the whole, the envi-
ronment looks somewhat more balanced, and we are positive 
towards Relative Value during the next quarter.

event Driven and Distressed
Event Driven strategies recovered and, after a very trouble-
some third quarter, made it through the fourth quarter with a 
positive performance. HFRX Event Driven rose 0.56 per cent 
during Q4, while HFRX Distressed fell 0.26 per cent during the 
same period.

Spreads that narrowed as mergers and acquisitions ap-
proached their closing dates were a major contribution to the 
positive trend. M&A activity declined significantly during the 
second half of 2011 yet was somewhat higher than in 2010. 
Activist funds benefited from the somewhat improved market 
climate, but volatility and continued economic uncertainty 
forced them to maintain strict risk controls. Distressed strate-
gies had a mixed quarter in terms of performance. October 
was a positive month. When political leaders seemed to realise 
the severity of the debt crisis, prices of risk assets surged. 
Managers had hedged large portions of their holdings, which 
coped relatively well with the turbulence, but another conse-
quence was that long holdings did not keep up as well during 
the upturn phase. December was a significantly calmer month, 
but with large differences between managers. 

There is an expectation of higher consolidation activity in 
some sectors, and also an expectation that certain cash-heavy 
market players will try to make strategic acquisitions. Such an 
environment is normally positive for Event Driven strategies, 
but they are meanwhile highly dependent on the financial 
market’s overall state of health. Difficult periods have forced 
managers to reduce their leveraging and cut back their posi-
tions. We still believe that there is good future potential in 
these segments, but that it is somewhat too early to increase 
exposure.

 

macro and trading

The final quarter of 2011 saw a continuation of the same spirit 
as the third quarter, that is, with major differences between 
various managers. In many cases, the respective manager’s 
view of Europe was crucial to performance. The “risk off” 
themes that worked well during the third quarter were fa-
voured again in November. After a turbulent year, it was natu-
ral to cut back positions towards year-end, which resulted in 
rather modest movements during December.
 
Viewed as a group, CTA and Systematic Macro ended the year 
negatively. In these strategies, as earlier there were major dif-
ferences between individual managers, depending on model 
types and asset allocation. Trend-following models in fixed 
income were the best performers, and managers with a large 
share of their total allocation in fixed income did nicely. Those 
with more exposure to fundamental models, as well as those 
with active trading in commodities, reported negative results 
during 2011. Currency strategies had a complicated year due 
to currency interventions by the Swiss and Japanese central 
banks, which continued in the fourth quarter as well.
  
Managers still see Europe as the most important area to watch 
in the near future. Although the liquidity situation has im-
proved, with the help of the ECB’s unlimited three year loans, 
the fact remains that there are extremely large government 
loans that will fall due and will need to be refinanced in the 
first quarter of 2012. The turmoil surrounding Greece and con-
tinued geopolitical tensions in the Middle East should create 
interesting opportunities for managers, but they will need the 
same ability to act quickly as before in order to be successful.

In the last issue of Investment Outlook, we highlighted how 
CTA and Systematic Macro serve as tools for portfolio diversi-
fication. These strategies are expected to perform well when 
other asset classes are having difficulty. This is also true during 
2012. Managers have increased their exposures to trend-
following models, which have led to large holdings of fixed 
income securities. Combined with their negative positions 
in the euro, this gives these funds rather defensive charac-
teristics that diversify “normal” portfolios exposed to more 
conventional asset classes. Macro and Trading remain our first 
choices among hedge fund strategies in the near future. 
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STRATEGY INDEX PERFORMANCE % (USD)

Jan 2012 Q4 2011 2011 2010

global Hedge HFrX global Hedge Fund 1.72 -0.48 -8.87 5.19

equity Hedge HFrX equity Hedge 2.07 -0.85 -19.08 8.92 

relative value HFrX relative value arbitrage 1.72 0.10 -4.00 7.65

event Driven HFrX event Driven 2.80 0.56 -4.90 1.98

macro HFrX macro 0.09 -1.96 -4.88 -1.73


