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U.S. equity markets posted small returns
in 2005, as the effects of higher interest
rates and oil prices offset the benefits of
strong economic growth and solid corpo-
rate earnings. While the S&P 500
DRI advanced +4.9% for the year, the
Dow Jones Industrial Average de-
clined -0.6%. International stocks posted
better returns, with the Nikkei 225 ad-
vancing +40.2% and the Dow Jones
Euro Stoxx 50 advancing +20.7% in

U.S. dollar terms. Bonds also posted
small returns although yields did not rise
as much as the consensus expected, as
the Lehman Aggregate Bond Index ad-
vanced +2.4%.

Hedge funds outperformed the U.S.
equity markets, as the Hennessee
Hedge Fund Index advanced +1.80%
for December and +8.03% for the
year. Hedge funds were maligned for
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much of the year for not providing returns as they once
have. However, a closer look at the numbers is fairly
revealing. Given the relative lack of market exposure
by most funds, the Hennessee Hedge Fund Index gen-
erated annualized alpha of +5.7% in 2005. While this
measure is lower than in previous years, annualized
alpha of 5.7% is certainly respectable.

Most of the profits in 2005 were generated in long
portfolios. While most managers were able to outper-
form the market on the short side (shorts generally
went up less than the market), most still posted slight
losses. Low corporate bond yields and high levels
of liquidity in the debt and private equity markets
have provided a safety net for many struggling
companies and a difficult market for short sellers.

Hennessee Hedge Fund Index
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However, most managers have elected to stay the
course on the short side, recognizing that once the ex-
cess amount of liquidity is removed, they are likely to
be paid well on the shorts.

The “goldilocks” economy continued through most
of the year, as economic growth remained robust in
2005 with relatively tame inflation. GDP growth av-
eraged 3.0% to 4.0% for each of the four quarters,
while the employment situation continued to improve,
with the exception of a small drop in employment dur-
ing September as a result of Hurricanes Katrina and
Rita. For all of 2005, the economy added approxi-
mately 2 million jobs, a solid amount and about the
same amount as last year, while the unemployment
rate fell to 4.9%. Core inflation remained relatively
tame for most of the year, although it did tick up as a
result of high oil and commodity prices. Oil reached
an all time high above $70 per barrel in August.

A recent survey conducted by the Wall Street Journal
of 56 economists indicated that the consensus is for
GDP growth of 3.5% in the first half of 2006 and 3.1%
in the second half of 2006. While this would still be
respectable and represent a continuation of the
“goldilocks” economy, it would also represent a slow-
down relative to the last 3 years. Should economists
end up being correct, the Fed would likely have suc-
ceeded in engineering its desired “soft landing.”

The Federal Reserve raised its target for the Fed-
eral Funds rate at each of its FOMC meetings in
2005, intending to obtain a “neutral” monetary pol-
icy. As such, Fed Funds increased from 2.25% to
4.25%. Longer term Treasuries failed to follow suit,
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and the yield curve (spread between 2 Year Treasuries
and 10 Year Treasuries) subsequently inverted during
December. Many are disputing the claim that an in-
verted yield curve is an indicator of a coming reces-
sion, contending that long term vyields are artificially
low because of purchases by yield starved Asian cen-
tral banks and global pension plans. Going forward,
the market is expecting rates to increase by 25 basis
points at the next FOMC meeting on January 31 and
another 25 basis point later in the year, bringing the
Fed Funds rate to 4.75%. Still, most expect Bernanke
to err on the side of being hawkish in an attempt to
gain the respect of the market once he takes over for
Greenspan in February.
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Should earnings meet expectations for the fourth
quarter, earnings for companies in the S&P 500
will have advanced 13.2% in 2005. After two years
of P/E multiple contraction, the S&P 500 is cur-
rently trading at 14 times 2006 operating profits.
While it shouldn’t surprise many that earnings con-
tracted over the past two years due to 13 consecutive
interest rate hikes, many are predicting a period of
multiple expansion once the Fed ends its interest rate
campaign. Currently, analysts expect earnings at S&P
500 companies to grow 11.4% in 2006, according to
Standard & Poor’s. That's down from an estimated
13.2% in 2005 and 20.2% in 2004, but another year of
double-digit earnings growth would break the previous
record of 13 consecutive quarters. Since 1950, there
have been only two other instances of at least 10 con-
secutive quarters of double-digit growth: between
1972 and 1974 and between 1992 and 1995. With
stocks trading at 14 times 2006 earnings, many
hedge fund managers are predicting a good equity
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market should earnings meet or exceed expecta-
tions.

HEDGE FUND PERFORMANCE
SUMMARY - DECEMBER

Long/Short Equity
(YTD: +6.98% / DEC: +1.519%)

Long/short equity managers outperformed the
broad equity markets in December, as the S&P 500
DRI advanced +0.04%. Hedge fund managers fin-
ished the year strong while the equity markets
stalled, allowing managers to generate additional
alpha. For the year, hedge fund managers have out-
performed the indices on both an absolute and risk-
adjusted basis, as the S&P 500 was up +4.90%, the
NASDAQ was up +1.38% and the Dow Jones Indus-
trial Average was down -0.63%, its first negative year
since 2002.

Long/short managers produced solid returns on a risk-
adjusted basis in 2005. Many managers capitalized
on energy and international bets to generate out-
sized gains. Manager’s superior performance is also
attributable to superior stock selection, allowing man-
agers to outperform while maintaining hedges and re-
duced exposures. Managers were able to make profits
despite most sectors remaining within trading ranges
for the majority of the year. Similar to last year,
managers were able to generate profits in the long
portfolio, while the short portfolio detracted
slightly from overall performance.

S&P Sector Performance
(Jan-05 to Dec-05)
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You Wouldn’t Use a Stock Index to Benchmark Your Bond Portfolio
So Why Use One to Benchmark Your Hedge Funds?

Hennessee Hedge Fund Indices®

Hennessee Group recognized the need for the creation of specific ‘benchmarks’ to measure a hedge fund
manager’s success. From this original concept, the blueprints of the Hennessee Hedge Fund Indices”
evolved into what we know today.

The Hennessee Hedge Fund Indices” are the hedge fund industry’s oldest hedge fund benchmark. Created
live in 1987, the Hennessee Hedge Fund Indices® are an equally weighted average of a diversified group of
hedge funds believed to represent approximately one half the capital in the hedge fund industry.

For more information on the Hennessee Hedge Fund Indices®, please visit us at www.hennesseegroup.com
or lookup us up on Bloomberg under the symbol “HHFD”.
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Managers entered December expecting the traditional
“December rally”. However, the major indices de-
clined in the final weeks of 2005, muting annual gains
for the broad indices. Managers increased short ex-
posure during the month and were able to weather
the choppy market. Due to superior stock picks, the
average manager finished the year with a profitable
month, while the markets tailed off.

The most profitable sector for managers for the
year was clearly energy. Managers betting on the
sector were able to produce significant gains, par-
ticularly in oil and gas exploration and production.
The sector was boosted by crude oil’s jJump to a record
price of $70.85 a barrel after Hurricane Katrina in Au-
gust. Since the summer, crude oil has fallen 15% off
the highs of $70. High energy prices allowed compa-
nies to generate record earnings. Energy companies
added almost $400 billion in equity value during the
year. Valero, a top performer and hedge fund pick,
was up +127.1% for the year. Several managers state
that energy is still a good investment in 2006 as the
sector should see continued consolidation, and stock
prices of most exploration and production companies
reflect oil princes in the high $30’s.

Within the energy sector, natural gas was profit
driver in 2005. Gas prices reached record levels in
December, before pulling back during the second half
of the month. The prices remain historically high and
have driven strong stock performance. Managers
posted strong gains in EOG Resources (+128.0%
YTD), Burlington Resources (+98.3% YTD), Williams
(+53.0% YTD), and Noble Energy (+43.8% YTD).

Utilities were positive for year, up more than +12%
according to the S&P Utilities Sector, after a +27%
gain in 2004. Gains this year were driven in large part
by improving power market fundamentals as well as
completion of back to basics strategies implemented
by a number of management teams in the post Enron/
Western Power Crisis era. Companies with leverage
to rising commaodity prices saw the greatest gains, in-
cluding TXU (+59.3% YTD), Edison International
(+36.9% YTD) and Allegheny Energy (+60.6% YTD).

For the second year in a row, growth managers
continued to favor Google and Apple Computer.
Google’s earnings and growth prospects continue to
exceed investor expectations as the stock increased
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+115.2% for the year. Apple Computer continues to
increase market share and introduce new products,
which helped the stock price rise +123.3% for the
year. In addition, managers made gains in Hewlett
Packard (+48.0% YTD) as investors responded posi-
tively to the company’s cost restructuring plan. There
were several losers in the sector, as Dell, IBM and
Cisco all disappointed.

Travelzoo, last year’s top performing stock, up almost
1000% in 2004, was one of 2005’s worst performing
stock as it fell -74.8% during the year. The stock was
clearly overvalued at the beginning of the year and
managers who were able to get a short position on the
company generated nice profits on the trade. Other
profitable short positions included eCost, which fell -
92.7% during the year. Managers also shorted General
Motors, which struggled with labor costs and high en-
ergy prices, resulting in a -48.4% stock decline during
the year.

As emerging markets continue to be robust, compa-
nies with ties to emerging markets performed well.
Specifically, managers investing in emerging market
themes, such as wireless telecom and banking, were
able to generate profits. Wireless telecom was a top
performer, as America Movil and NIl Holding were up
+71.9% and +84.1% respectively for the year.

Managers state that they are bullish on technology
for 2006 because of several major product cycles
and strong corporate spending from big businesses
that are flush with cash. In addition, some managers
predict that telecom will benefit from restructuring ef-
forts in the sector.

The financial sector did modestly well in 2005. Man-
agers made money on brokerage firms as many sector
leaders posted record earnings and confirmed guid-
ance. Concerns of rising interest rates and a housing
bubble did hurt mortgage related companies. Manag-
ers are bullish on financials and believe that once
the Fed signals an end to interest rate hikes, the
sector may post a significant rally.

Homebuilders, a profit driver for managers in 2004,
were up modestly in 2005. While talk of a housing
bubble contained performance, many managers stated
that there was no such bubble in homebuilder stocks as
companies trade at reasonable valuations. Companies
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do have negative headwinds as inventory has in-
creased, new starts have decreased and price increases
have slowed. Managers state that these are cracks in
the bubble, however, they are optimistic the bubble
will slowly deflate, rather than seeing a sharp correc-
tion in prices.

The worst performing sectors for 2005 included con-
sumer discretionary. Managers continue to be short
consumer discretionary and retail companies due
to several significant negative factors, including ris-
ing interest rates, high energy costs, and a slowing
in housing values. As a result, managers have in-
creased short positions in the sector.

Several managers were able to generate gains in
healthcare, particularly managed care companies,
which performed extremely well. Unitedhealth was
a big winner for managers, up +41.2%. Most biotech
managers took losses early in 2005, specifically in
Elan, which was a popular long position, but were able
to recoup the majority of losses on a strong rally in the
second half of the year. Pharmaceutical companies
performed poorly due to patent and litigation con-
cerns. As an example, Pfizer was down -10.6% for the
year. 2006 brings a new Medicare program, which
should create interesting opportunities for managers.

Small cap stocks again outperformed large caps, defy-
ing consensus. Small and micro caps have now had
above-average gains for the last five years, and the
Russell 2000 sits at an all time high. Managers still
state that large cap stocks remain attractive with com-
pelling valuations and believe there will be a shift
back to large cap for market leadership. Despite the
fact that pundits have been forecasting this for
years, managers state that this year looks promis-
ing because profit growth outlook is slowing, as
well as rising real interest rates, which should favor
large caps.

Last year, managers stated dividend paying stocks
would perform well and were proven correct. In 2005,
companies in the S&P paid $200 billion in dividends,
arecord level. Managers believe that dividend pay-
ing stocks should continue to perform well in 2006.

Managers also predict a shift from value to growth
and growth at a reasonable price. While managers
are able to find value opportunities, more managers

6

are seeing more potential in growth and GARP names.

Managers are bullish for 2006 and the first week of
trading is certainly an optimistic sign. Several posi-
tive factors include interest rate hikes coming to an
end, high levels of free cash flow, private equity
firms flush with cash, and fair stock valuations.
However, the market will have to overcome several
challenges, including inflation, a flat yield curve, en-
ergy prices and the Congressional elections.

Hedge Fund Exposures
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Hedge fund exposures to equities have increased
modestly since last quarter and since last year, as
seen in the graph above (based on a sample of 50
long/short hedge fund managers). Managers have
modestly increased overall gross exposure and are
more invested in the market, a bullish sign. However,
managers’ net exposures have remained relatively flat,
a cautious sign. Similar to this year, managers be-
lieve that 2006 will be a stock pickers market.
Managers start the year optimistic and hopeful,
but well hedged.

Arbitrage/Event Driven
(YTD: +5.30% / DEC: +1.33%)

Arbitrage and event driven managers provided modest
returns in 2005 as credit oriented and event driven
strategies were positive, while convertible arbitrage
posted losses. Arbitrage strategies continue to re-
flect an environment with low interest rates and
high levels of liquidity in the debt and private eq-
uity markets, which has caused risk premiums to
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continue to contract. As such, implied volatility con-
tinued to decline in 2005, corporate bond yields re-
mained tight, and corporate merger and acquisition
activity remained high.

Convertible arbitrage was the worst performing
hedge fund strategy in 2005, posting its first loss
since 1994. The Hennessee Convertible Arbitrage
Index declined -2.20% for the year. The entirety of
losses were sustained in the January to May period,
when the strategy underwent a perfect storm that led
to a crisis of confidence. Early in the year, volatility
continued to decline, while credit spreads widened
surrounding the downgrade of General Motors debt.
Following the deterioration of fundamentals, investors
lost confidence in the strategy, leading to significant
redemptions at the June 30 redemption window. Due
to the redemptions, many convertible dedicated man-
agers were forced sellers, causing pricing to deterio-
rate further. As convertibles cheapened, managers
with buying power, notably multi-strategy funds, were
able to pick up convertible product at relatively good
discounts.

U.S. Convertible Bond Issuance
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Whereas convertibles provided excellent returns based
upon their carry or static returns in the 1990’s, the
confluence of increased valuations, declining volatil-
ity, and low interest rates have changed the game con-
siderably. Over the last several years, static returns on
convertible bonds have been relatively non-existent.
As a result, convertible bonds are being purchased by
arbitrageurs only based upon the value of the bond’s
relative implied volatility or credit — in essence, the
arbitrage has closed. However, as convertibles cheap-
ened and interest rates rose in 2005, several managers
noted that they have been able to purchase convertible
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bonds with reasonable carries. Furthermore, many
managers have noted that buying convertible bonds is
once again a cheap alternative to purchasing volatility.

VIX Volatility Index/50 Day Moving Average
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Credit oriented strategies experienced yet another
good year, as the Hennessee Distressed Index ad-
vanced +9.89% and the Hennessee High Yield In-
dex advanced +6.75%.

The credit markets remained rather resilient through-
out the year, weathering another eight interest rate
hikes and the downgrades of General Motors and Ford
to sub-investment grade status. While high vyield
credit spreads widened from 2.8% to 3.8% over Treas-
uries, spreads still remain unusually tight in compari-
son to the five year average of 6.2%. Credit oriented
hedge funds were able to outperform their long only
benchmarks, as the Merrill Lynch High Yield Index
returned +2.7%. Profits for credit strategies were gen-
erated in bonds of power generation companies, airline
bonds, which rallied in the fourth quarter, and several
capital structure arbitrage trades.

A number of bankruptcies were announced in 2005,
including Refco, Delta Airlines, Delphi, and North-
west Airlines. These four bankruptcies represent $86
billion in assets currently operating out of Chapter 11.
While not overly optimistic at the current time, most
credit oriented managers recognize that these bonds
should represent excellent material for future invest-
ments. They also anticipate more defaults in 2006,
again providing good opportunities for future returns.
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By far the biggest event in the credit markets in
2005 was the downgrade of General Motors to
“junk” or sub-investment grade status in May.
Prior to the downgrade, the credit markets experienced
a large amount of volatility, as traders attempted to
anticipate the restructuring of high yield bond portfo-
lios following the downgrade. The credit default swap
and CDO market were also volatile, as rumors sur-
faced about a hedge fund or several hedge funds that
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were in trouble due to a CDO tranche correlation
trade. Even by the end of the year, traders still specu-
late that GM may be forced to file for bankruptcy,
which could cause havoc in the $12 trillion credit de-
fault swap market which insures investors against a
potential default.

The merchant energy and power generation sector
was a common area for credit managers through-
out the year.  Profits were generated in Mirant,
which filed a plan for reorganization in December
with plans to convert bonds into equity and emerge
from bankruptcy. Capital structure arbitrage trades
(long senior debt versus subordinated debt or equity)
in Calpine were also profitable, although several man-
agers reported that it was difficult to obtain borrow on
the stock. Likewise, managers reported gains in Drax,
the owner of the largest UK based coal fired power
plant, which floated shares in December after receiv-
ing several bids from private equity buyers.

Despite being weak for the first quarter of the year,
airline bonds posted strong gains in the fourth
quarter. Many managers and analysts have begun to
speculate that the U.S. airline industry appears to be
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on the verge of a recovery, as fuel prices come off
their peaks, labor costs decline and excess capacity
finally begins to shrink. Of note, US Airways, which
merged with America West and emerged from bank-
ruptcy protection in late August with drastically re-
duced costs, saw its stock appreciate substantially.
Others currently in bankruptcy, such as AMR, Delta,
United, and Northwest, saw substantial gains in their
bonds as well during the fourth quarter.

Autos and auto parts suppliers were also common ar-
eas of interest for credit managers in 2005. Several
auto parts suppliers filed for bankruptcy, including
Collins & Aikman and Delphi. Several hedge funds
and private equity funds have positioned themselves to
participate in the restructuring of these companies, be-
lieving that the can lower costs via negotiations with
unions. Trades were also popular in the auto manufac-
turers such as GM and Ford, although mostly via capi-
tal structure arbitrage trades.

On the negative side, bonds of Adelphia Communi-
cations were weak throughout the year, partly as a
result of declining valuations in the cable industry.
The sale of Adelphia’s assets to Comcast and Time
Warner has taken longer than most expected, partly
due to a dispute between creditors. Adelphia’s senior
unsecured bonds, such as the 10%9% due in 2011, trade
around 65 cents on the dollar versus 100 at the start of
2005. This has been problematic for distressed debt
hedge funds that own the majority of Adelphia’s
bonds.

The Hennessee Merger Arbitrage Index advanced
+5.25% for the year. As the chart below indicates,
worldwide merger and acquisition activity increased
38% to $2.7 trillion in 2005. Both Europe and Asia
showed the most progress, with the amount of deals
consummated outside of the U.S. exceeding the
amount of deals within the U.S.

Merger activity reflected an environment where corpo-
rations are holding record amounts of cash and have
several options with which to use it. While some
companies have elected to return cash to shareholders
via buybacks or dividends, others have elected to
spend their cash on capital expenditures or acquisi-
tions. Private equity buyers were also active, as their
acquisition activity increased by 50%, representing
approximately 15% of total M&A volume, greatly sur-
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Worldwide Announced Mergers and Acquisitions
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passing the levels from prior years. As a result of
companies being flush with cash and private equity
buyers being active, the majority of deals were cash
deals, as all stock deals comprised only 11% of to-
tal volume.

Seven deals topped $25 billion, including the follow-
ing:

Gillette/ Proctor & Gamble $55 bil us

EFJ / Mitsubishi Tokyo $41 bil  [apan
MBNA/ Bank of America $36 bil us
Burlington Resources/ Conoco  [$35 hil us

02/ Telefonica $32 bil UK/Spain
Endesa/ Gas Natural SDG $28 bil Spain
Guidant/ Boston Scientific $25 bil us

Despite higher interest rates and higher levels of
deal flow, the average merger spread is still yield-
ing approximately 7-8%. Returns declined below
the 7-8% level because of the typical humber of deals
which cost arbitrageurs. Problematic deals for arbitra-
geurs this year included Guidant, whose bid from
Johnson & Johnson was subsequently lowered as a re-
sult of product problems at Guidant (Boston Scientific
later offered a higher price). Furthermore, several
smaller transactions were derailed by the hurricanes in
August and September, which caused a number of
deals to fall apart as a result of a number of material
adverse change (MAC) clauses.
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This year also saw many arbitrage managers engage in
strategies such as PIPES and private financing transac-
tions. The Hennessee PIPES/Private Financing In-
dex advanced +10.08% for the year. Unlike the
syndicated loan market, managers noted that opportu-
nities in the middle-market structured finance space
remained attractive throughout they year. However,
several managers commented that by year end deals
were being offered at yields much lower than they
thought they were worth, potentially because the
amount of money able to be directed to these transac-
tions had increased substantially.

Going forward, most arbitrage and event driven man-
agers believe that the environment of low risk premi-
ums will not last forever. As a result, they believe
volatility will expand, credit spreads will widen, and
defaults will increase. Furthermore, most managers
are looking forward to an environment with higher in-
terest rates, as the negative real yields of the last four
years has been difficult on arbitrage strategies.

Global/Macro
(YTD: +14.27% / DEC: +3.04%0)

The Hennessee Europe Index posted a strong gain of
+3.72% (+16.23% YTD). In conjunction, the FTSE
100 rallied +2.4% (+16.7% YTD), the CAC 40 moved
+1.7% (23.4% YTD), and the DAX rose +2.7%
(+26.9% YTD). It was a strong year for the European
equity indices, far outperforming the U.S. equity mar-
kets, despite weak investor sentiment. Europe saw
weak employment figures and company revenue
growth, but the markets still managed to rally about
+20% on a weaker euro and an accommodative central
bank.

Managers believe the European economy will begin
to strengthen on the back of strong equity markets.
Unemployment is falling in Germany as manufactur-
ing increases its pace and the EC is already beginning
to increase GDP growth forecasts upwards from 1.3%
in 2005 to 1.9% in 2006. As companies strengthen
their balance sheets, managers believe the merger
and acquisition environment will increase and will
provide a stable base for growth. This will be
strengthened by the large differential in U.S. and
European interest rates, which will entice U.S. buyout
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firms to Europe. Furthermore, European corporations
are currently experiencing their highest ever return on
equity and managers expect that to continue.

S&P 500 Vs. Major World Indiices
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The Hennessee Asia-Pacific Index posted a +5.44%
(+19.94% YTD) return in December and finished the
year as the top performing index in 2005. In Asia, the
MSCI Far East Index rose +7.91% (+22.38% YTD)
but, more notably, KOSPI gained +54% and the Nik-
kei 225 finished the year up +40.2%, closing at
16,111.43. Other Asian markets did not fare as well
with the Hang Seng only gaining +4.5% for the year.

Japan was the story of the year as it emerged from a
seemingly endless environment of 0% interest rates,
poor housing rates, and low demand. Real estate
prices increased for the first time in years. The econ-
omy is starting to rely not so much on exporting, but
on domestic demand to fuel the supply chain. Banks
saw an increase in loans and a drop in non-performing
loans through a series of banking reforms and most
recognized that the country has successfully ended de-
flation. Corporate capital expenditure increased
and was the main driver of earnings and economic
growth, supported by increased domestic consump-
tion. Managers are positive on this trend and ex-
pect it to continue going forwards, further helping
the Japanese economy to flourish.

The revaluation of the yuan was set to be the biggest
story of 2005, but turned out to be nothing more than a
ripple. It was widely expected to create a basket of
currencies which would float more freely, but the re-
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valuation was minimal and only had a brief positive
effect on Asian currencies.

Going forward, managers deem the second poten-
tial yuan revaluation could help a rally in the yen
and other Asian currencies. However, most believe
that it will not exceed the Australian dollar, which will
continue its strong run, particularly against the euro
and yen as they continue to export their extensive re-
sources of commodities and high-yielding bonds.
Managers believe the Nikkei will continue its rise
as it has a long way to go before risk premiums
start to become a factor. Additionally, large share-
holders, such as the Bank of Japan, are restricted from
selling their shares until 2007, which many believe
will increase equity prices further. Finally, most be-
lieve China will continue to dominate world demand
for energy and food. A strengthening infrastructure,
spurred by the new 5 Year Plan, both in urban areas
and the countryside, will create a more efficient sup-
ply and demand chain.

The Hennessee Latin America Index was up +0.39%
for December and finished as the second top hedge
fund strategy in 2005, up +19.72%. In comparison, the
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MSCI Emerging Market Latin America index was up
+0.66% in December (+44.92% YTD). Strong outper-
formance of emerging market equities was mainly due
to investors shifting capital overseas in an effort to in-
crease returns. Both Brazil and Argentina saw a
strengthening of their political climates, while Vene-
zuela saw a weakening, which was reflected economi-
cally.

Managers believe that 2006 will see more asset
flows into emerging market areas as they are seeing
higher growth and lower multiples than developed
nations. Russia and Brazil are two countries con-
sidered the most undervalued as we enter 2006.
One key element of growth is the large amount of
capital being raised by private equity firms and their
growing interest in emerging markets. Another is the
continued rise in the price of oil, particularly for Vene-
zuela and Russia. Managers see ever increasing de-
mand for oil from both China and, to a lesser extent,
the U.S. However, some managers will be closely
monitoring the political environment in the weeks
leading up to pending elections.

In 2005 the U.S. dollar rose approximately +12.7%
against the euro and +15.2% against the yen. At year
end, the euro was trading at $1.17 and the dollar was
at ¥119.72. The dollar was also up 10.6% against the
pound. The U.S. dollar is struggling to maintain its
recent rally as the large U.S. current account deficit
creates an almost impossible situation for further
growth. In order to lower the outstanding balance,
managers believe the U.S. economy needs to slow
down, or the dollar must depreciate while the
world’s interest rates increase.

U.S. Dollar vs Yen and Euro
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The strength in the dollar was likely influenced by the
higher yields on U.S. bonds relative to Japanese and
European bonds. As U.S. Fed Funds increased against
their overseas counterparts, the dollar has prospered.
However, managers do not believe this can continue
into 2006. Some managers believe the U.S. dollar
will begin a backward slide as the net foreign pur-
chases of U.S. securities will diminish, increasing a
negative effect on the dollar and causing investors
greater concern over the current account deficit.

In commodities, gold markets rose during 2005 amid
high volatility, reaching a milestone as gold closed
above $500 per ounce on November 29, its highest
price in 18 years. Though gold went on to surpass
$530 per ounce, it pulled back and closed just below
$519 an ounce, up +18% for the year. Copper, silver,
gasoline NY unleaded, and heating oil also had strong
performances, up +42%, +36%, +53%, and +48%, re-
spectively.

Managers believe that gold’s rise will continue into
2006, recognizing that prospering economies will see
an increase in the materialistic demand for gold in the
form of jewelry. Likewise, investors and central
banks may see it as a good diversification away from
the declining dollar.

2005 started with oil at approximately $45 per barrel.
During the year, it moved up to $60 per barrel, after
reaching a high of just over $70 per barrel in August
30 intraday trading. Crude oil finished up approxi-
mately +45%, its strongest year ever.

December was a volatile month for the price of light
sweet crude. Russia followed through with a threat to
cut off gas supplies to Ukraine pipelines, which feed
into and are a major source of energy for the rest of
Europe, including Germany, France, Italy, and Great
Britain. Though this situation was soon resolved, it
illustrates the fragile nature of Europe’s depend-
ence on gas from the East and, furthermore,
spooked the West as it reminded them of their reli-
ance on other countries for their energy needs.
This was feeling was compounded as Venezuela na-
tionalized some 32 oil fields in December, a move that
can only deter further foreign investment in the coun-
try. Furthermore, the amount of spare capacity
has fallen from 6 million bpd (barrels per day) in
mid-2002 to less than 1 million bpd in 2005. In a
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world that consumes over 80 million bpd, this creates
a very inelastic price for oil and increased exposure to
any sudden shocks. Managers believe this has not
been appropriately priced into the price of oil and fur-
ther upward influences come from China’s increasing
demand and concerns over peak oil production.

The Federal Reserve kept a watchful eye on the econ-
omy as fears of inflation and an overheating economy
gave voice to market bears. As the Fed gradually in-
creased interest rates by a quarter point eight times in
2005 (13 times in a row since June 2004), the econ-
omy gradually absorbed the rising rates (finishing
2005 at 4.25%), and continued to prosper. The Treas-
ury market saw a rising interest rate environment as
the 2 Year Treasury climbed from just over 3% to fin-
ish the year at 4.41%. Interestingly, the 10 Year
Treasury did not significantly move during this time
period. The fear of a pending recession was
broadly brushed off by the belief that the increas-
ing yield of the 2 Year Treasury was fueled by a
Fed who wished to entice saving and suppress
spending on interest rate sensitive items, such as
houses and cars. However, managers believe the
stubbornness of the 10 Year indicates investor’s belief
that the economy on the whole is in good shape and
investors have confidence in the long term investment
horizon. Furthermore, the real rate of borrowing
(interest rates less inflation) is around 2%. The Fed
has 200 basis points to go before reaching the 4% real
rate level, which has been surpassed each time the
U.S. has seen a recession since 1973.

10 Year Treasury vs. Fed Funds Rate
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In an interesting, and potentially foreboding event, the
year finished with an inverted yield curve, with the 2
year closing at a yield of 4.41% and the 10 year clos-
ing with a yield of 4.39%. This event is unique be-
cause it, in effect, assigns no risk premium to the
passage of time in the bond market. While this
typically indicates a forthcoming recession, most
managers do not believe one is likely. There is still
strong foreign buying of U.S. debt, and the U.S. econ-
omy is not seeing signs of weakness as production and
manufacturing is increasing, capital expenditure is in-
creasing, and unemployment is falling.

Over the past five years, U.S. consumers have been
able to free up their illiquid assets by re-financing
their mortgage. This new liquid capital came from a
rising housing market and households removing eqg-
uity from their homes. By the end of the year, the
higher consumption on a borrowed dollar meant inves-
tors ended up owning a lot more DVDs and cars, and a
lot less of their own homes. 2005 marked the first
time that consumer spending was greater than con-
sumer income in almost 20 years. Managers feel
the problems will begin to arise in 2006 when this
“artificial” demand declines. Managers believe this
is one of the goals that the Fed has been trying to
achieve with their program of interest rate hikes. How-
ever, given the historically low rate of savings in U.S.

12th Annual Hennessee Hedge Fundeanager Survey""“" v

Featuring information on:

Growth of the Hedge Fund Industry

Sources of Capital
Portfolio Characteristics

Prime Broker Evaluations and more....

households, some managers believe this may only be a
relative shift.

Domestically, the Fed is likely to increase rates to
about 4.75%, which will slow the economy down in
the first quarter, especially if housing rates con-
tinue to fall. However, managers believe U.S. corpo-
rations will step in and balance out the relative loss.
Their strong balance sheets, high free cash flow gen-
eration, and increasing capital expenditure will make
up for shortfalls in consumer spending. Managers be-
lieve this may lead to a strong second half of 2006, but
managers are wary of a potential recession indicated
by a full inversion of the yield curve.
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The following are extracts from research related to
hedge fund managers we monitor and do not neces-
sarily represent the views of the Hennessee Hedge
Fund Advisory Group:

We are short the U.S. dollar as we see central banks
diversifying their assets into non-dollar denominated
assets.

We believe 2006 will see increased volatility in the
equity markets due to increased LBO and share-
holder activity.

We are long Japanese equities due to the lack of
large sellers in the Japanese markets, particularly the
Bank of Japan and Bank Shareholding Purchase Corp,
who are restricted from selling their ¥1 trillion-plus
holdings until 2007 and late 2006, respectively.

We are short U.S. automotive companies and non-
China steel production as their Chinese competitors
will outperform them in 2006.

We are short consumer and technology stocks as
the equity markets begin their first quarter rally.

We are long convertible bonds as we see a bull mar-
ket as we enter 2006 where volatility will increase.

We are long advertising firms as we see corporations
putting a portion of their large cash balances to work
in this field.

We are long the high yield market entering 2006 as
we see strong credit fundamentals, increasing merger
and acquisition activity, and the continued rise of the
emerging markets.

We are long crude oil due to the extremely limited
spare capacity in the market down from 6 million bpd
in 2002 to less than 1 million bpd in 2005.

We are short the housing market as we see it con-
tinuing to cool through the first half of 2006.
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We are long technology as corporations put the cash
sitting on their balance sheets (currently 4.6% of total
assets — the highest since the mid 1960s) to work by
upgrading their technology infrastructure.

We are short consumer equities as a cooling housing
market will slow mortgage equity withdrawals, which
will lead to less spending in 2006.

We are long non-residential construction due to
strong corporate spending and the passing of a new
highway bill in Congress.

We are long credit card companies as the consumer
remains optimistic as rates are still at moderate levels.

We are long wireless technology as we enter a new
product cycle in North American sales and consumers
are finally able to take advantage of 3G technology as
more advanced cell phones hit the shelves.

We are long Chinese consumer equities as the new 5
Year plan will stress the importance of domestic de-
mand. We believe Chinese demand will continue to
grow at around 9% annually.

We are long US airlines as they emerge from bank-
ruptcy with the same capacity, increased consumer de-
mand, and lower labor costs, giving airlines pricing
power.

We are long the Australian dollar as we feel it will
continue to outperform its Pacific Rim counterparts.

We are long gold as investors look for options for di-
versifying their portfolios and the demand for jewelry
increases in line with the economic recoveries of
Europe and Japan.

We are long the euro as European companies recover
on the back of strong equity markets.

We are short international markets, as they correct
in 2006 when corporate earnings fall short of projec-
tions.

We are long Australian and Canadian equities as

they avoid a correction and continue to perform im-
pressively.
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