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asset class:  
Hedge funds

•	Tensions between emerging and developed   
 markets…

•	 ...as well as between asset classes...

•	 ...will create good potential for hedge funds

The performance of different hedge funds has varied during 
2010. The difficulty for hedge funds has been to find the right 
risk level and thereby create the conditions for generating 
returns. As of mid-November, hedge funds as a whole were up 
about 3.5 per cent for the year, a figure well below the histori-
cal average, but still an acceptable level if we assume that this 
is one of the weaker years for this asset class.

The potential for hedge funds during the rest of the year looks 
good. The financial market is offering a climate favourable to 
hedge funds, with a number of themes that managers could 
take advantage of in order to generate value. We have a world 
that is divided between emerging economies, on the one 
hand, and “old” developed industrial countries, on the other. 
We are also seeing also tensions in the economies of the old 
developed countries, with divergent opinions on what needs 
to be done to get the economy to take off. The United States is 
flooding the economy with quantitative easing, while Europe 
seems to be belt-tightening. In the global arena, the G20 has 
been holding meetings where it has seemed difficult to reach 
a consensus on one view and one set of actions. The world is 
more many-facetted today, with more participating players. 
The US no longer rules the roost. These tensions provide fuel 
for hedge funds and a chance to generate value.
  
Emerging market countries are grappling with other worries. 
The fact that growth must not occur too fast is a factor to take 
into account. Another is the question of how the capital being 
earned from large exports should be used − questions such as 
what is the proper interest rate, how the flows between differ-
ent countries and asset classes look, and what impact politics 
will have on events. All of these are factors and questions that 

give hedge funds good opportunities to position themselves 
and earn money, obviously on the condition that the analysis 
they have made is correct. 

The market situation is thus favourable for hedge funds that 
can employ several different asset classes to generate value. 
Global Macro managers do precisely this. They can earn 
money by correctly analysing interest rate curves and cyclical 
movements. They can take positions in asset classes such as 
fixed income securities, currencies, equities and commodities. 
At present, we note that Global Macro managers are mainly 
using currencies and fixed income securities to generate value. 
We also see that they have begun to take more risks than they 
did during the first half of 2010, when uncertainty about the 
economy was greater. The Global Macro holdings we have in 
our strategies have generated returns of a few percent since 
January 1, while Global Macro on an aggregate basis is down 
about one per cent during the same period.

Global imbalances will benefit hedge funds
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Although hedge funds as a group fell about 25 per cent from 
October 2007 to February 2009, in a portfolio context they 
have contributed to stability over time. According to the DJ 
Credit Suisse hedge index, hedge fund managers have recov-
ered their losses from the financial crisis, while equities have 
some way to go before reaching their previous peaks.
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Trend-following systematic CTA (Commodity Trading Advisors) 
hedge funds work in a way similar to Global Macro, but they 
use computer algorithms to determine what transactions 
should be made. Their expertise is in analysing markets, then 
creating computer models capable of predicting future market 
movements, regardless of asset class. 

At the index level, during 2010 CTA hedge funds have gained 
about 7 per cent, while several of the funds we have selected 
are up 15-20 per cent − figures that show that it is important 
to find the “right” hedge funds that can deliver results that 
beat the index over time. Quality and the ability to continu-
ously adjust models to changed circumstances are vital. CTA 
is a strategy that we use in most of our mandates, not only for 
its ability to generate good returns over time, but also because 
generally speaking, it is fully rational. It can thus generate 
returns even in crisis-ridden markets, provided that there is a 
long-term trend. Being able to identify this trend is more im-
portant than what direction it is moving in.

We also analyse how these CTA funds fit into the risk levels 
that our various investment mandates have as their prefer-
ence. Hedge fund management employing the Event Driven 
strategy, which analyses corporate events of various kinds, 
has been fuelled by the recovery phase following the deep 
2007-2009 recession. Examples of “corporate events” include 
mergers, merger rumours, hostile take-overs or company 
restructuring. In our assessment, the number of corporate 
events will continue to increase. For this reason, we consider 
the Event Driven strategy very useful today. This applies 
especially to broad Event Driven and Merger Arbitrage strate-
gies. In contrast, we foresee diminishing opportunities for 
Distressed strategies, and our advice is to start being cautious 
about them. For those who want to invest in this type of hedge 
funds, we prefer broader Event Driven or Merger Arbitrage 
funds. As a whole, Event Driven is up about 1.5 per cent this 

year, while Distressed strategies have performed well, with a 
return of more than 7 per cent.

At present, Fixed Income Relative Value has good potential to 
generate fine returns, thanks to a number of factors. American 
quantitative easing is one factor that having an impact, as 
are European austerity measures. Managers can take long or 
short positions in different maturities along the yield curve, 
thereby efficiently taking advantage of the curvature of the 
yield curve. Good opportunities in the High Yield segment also 
lead to good opportunities for Fixed Income Relative Value 
and for Credit Long/Short, which we also like. The outlook for 
Convertible Arbitrage and Volatility looks worse, and we prefer 
to stay away from them. We see continued good opportunities 
for ordinary High Yield funds. If we add the ability of hedge 
funds to structure their transactions using derivatives to pro-
tect their capital or boost their returns, this gives us attractive 
qualities that we are happy to invest in. So far this year, the 
Relative Value index has returned about 6.5 per cent. 

We are more sceptical about Equity Long/Short. The opportu-
nities that we consider good for the above strategies instead 
become difficulties for Equity L/S managers, with the result 
that we have mainly chosen to give them a pass and instead 
focus on more absolute-return strategies.

Having said this, we can still note that the Equity L/S index 
has gained more than 4 per cent this year, but we believe this 
outcome is largely a matter of beta (market) returns and not 
so much alpha (skill-related) returns. For hedge funds, it is all 
about being able to generate alpha, as uncorrelated to other 
asset classes as possible. Those of us who continuously follow 
up our investments prefer to buy ordinary equity funds if we 
want stock market exposure. On the whole, we regard the po-
tential for hedge funds as good, and we believe that this asset 
class is highly useful in portfolio-building. 
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INDEX YTD* 
%

2009 
%

2008
%

HFrX global Hedge Fund index 3.73 13.40 -23.25

HFrX equity Hedge index 4.57 13.14 -25.45

HFrX equity market neutral index 2.24 -5.56 -1.16

HFrX event Driven index 1.50 16.59 -22.11

HFrX Distressed securities index 7.57 -5.60 -30.69

HFrX merger arbitrage index 4.77 8.14 3.69

HFrX macro index -1.34 -8.78 5.61

HFrX systematic Diversified index 7.89 -9.04 31.55

HFrX relative value arbitrage index 7.06 38.47 -37.60

HFrX Convertible arbitrage index 8.62 42.46 -58.37

HFrX rva: multi-strategy index 9.71 42.05 -15.60

HFrX total emerging market index - -25.09 19.30

strategies Have DiFFerent  
CHaraCteristiCs

As the table indicates, different hedge fund 
strategies have different inherent risk and re-
turn characteristics. After a strong 2009, Rela-
tive Value strategies have continued to per-
form well this year too, while strategies more 
closely connected to the stock market, such as 
Equity Market Neutral and Equity Hedge, are 
lagging a bit behind. This year Event Driven 
has only gained 1.5 per cent, but this strategy 
along with Merger Arbitrage should benefit 
from the prevailing environment. Also worth 
noting is that Merger Arbitrage is the only 
strategy that has provided consistently positive 
returns during this period.

Source: 2010 Hedge Fund Research, Inc

*  Until November 11, 2010


