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deliver their typical fourth quarter rally.
The S&P 500 declined -0.86% in De-
cember, bringing year-to-date returns
to +3.56%. Both the S&P 500 and Dow
Jones Industrial Average posted losses in
the fourth quarter, marking the first time
each has posted losses in the fourth quar-
ter in the last ten years.

2007. The Hennessee Hedge Fund In-
dex advanced +0.30% in December to
bring year-to-date returns to
+11.64%. The index logged its best
year relative to the S&P 500 since 2002,
the end of the last bear market, outper-
forming the S&P 500 by over 800 basis
points.  All 23 of the Hennessee Hedge
Fund Indices outperformed the S&P
500 for the year.
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It was certainly a noteworthy year for hedge funds.
Significant milestones include the initial public offer-
ings of several of the largest hedge fund and private
equity firms and substantial profits generated by many
hedge funds via short positions in sub-prime mortgage
backed securities.

Volatility in the fixed income markets didn’t result in
only gains for hedge funds however, as several levered
funds failed as a result of the decline in sub-prime
MBS prices and resulting volatility within corporate
credits. Quantitative oriented equity strategies, such as
statistical arbitrage, also experienced substantial diffi-
culty in the second half of the year.
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The biggest story in the financial markets for the
year was the demise of housing and its impact on
sub-prime mortgages. Housing clearly hit a wall in
2007. New and existing home sales fell off a cliff
throughout the year, causing inventories to increase
and prices of homes to decline. The supply of existing
homes on the market reached 10.3 months of supply
by the end of November (up from 6.6 months a year
ago), and the median existing home price declined
—5.1% over the past twelve months. Mortgage lenders
clearly relaxed lending standards at the tail end of the
housing boom (2005-2006), subsequently causing an
increase in delinquencies and foreclosures among sub-
prime borrowers and losses among the holders of these
mortgages. Not including their effect on derivatives
prices, most estimate that losses for sub-prime mort-
gages will total $250 billion. As most mortgages are
today securitized in mortgage backed securities
(MBS), losses have been concentrated with the holders
of lower traunches (A and BBB) of subprime MBS and
mezzanine collateralized debt obligations (CDOs)
holding A and BBB subprime MBS. Still unknown is
the extent of losses created by those investors that
wrote insurance on these MBS in the form of credit
default swaps.

New Home Sales and Housing Starts
Source: US Bureau of the Census; Fitch Ratings
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As a result of these losses, almost every Wall Street
brokerage and large commercial bank has an-
nounced losses and dozens of subprime lenders
have filed for bankruptcy. Merrill Lynch has thus far
announced write-downs of $7.9 billion, with another
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$10 billion expected in the fourth quarter, while Citi-
group has announced $2.2 billion of writedowns with
another $15 billion expected for the fourth quarter.
UBS, Bank of America, and Bear Stearns are among
the others that have announced multi-billion dollar
write-downs. These numbers are staggering consider-
ing that UBS wrote-off $1 billion as a result of the
failure of Long-Term Capital Management in 1998, an
event which many considered to be a risk to the stabil-
ity of the financial markets. The losses have caused
substantial turnover in executives suites of those firms
suffering losses, while many banks and brokerages
have recapitalized their balance sheets by raising new
equity. Brokerages and banks weren’t the only finan-
cial institutions holding the “toxic waste” — many
hedge funds also owned substantial sub-prime MBS.
On the other hand, many hedge funds also purchased
credit default swaps on subprime MBS or an index of
MBS, which generated huge gains for those that did
S0.

Sub-Prime Mortgage Backed Indices
Source: Markit.com
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The decline in housing and deterioration in credit
conditions has called into question the strength of
the U.S. economy, as many believe housing and
mortgage woes will negatively affect consumer
spending.  Overall GDP growth held up relatively
well in 2007, as strong consumer spending offset the
substantial decline in residential fixed investment (i.e.
housing). However, a combination of increasing job
losses, higher resets of adjustable rate mortgages, de-
cline in home equity cash outs, and the negative
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wealth effect associated with declining home prices
has led most to speculate that consumer spending
growth will decline in 2008, with most Wall Street
economists putting the odds of a recession
(characterized as two successive quarters of negative
GDP growth) at a 50% likelihood. Recent poll con-
ducted by Bloomberg News indicated that the consen-
sus believes that U.S. GDP will grow 2.1% in 2008.

GDP Growth and Components
Source: Bureau of Economic Analysis
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As a result of the economic and financial market tur-
moil, Treasury bond vyields fell substantially. The
yield curve, which was inverted at the beginning of
the year, resumed its upward sloping nature after a
substantial drop in short term rates. The yield on
the 2 Year Treasury fell 4.8% to 3.1%, while the yield
on the 10 Year Treasury fell from 4.7% to 3.9%. The
Federal Reserve responded quickly by reducing the
Fed Funds rate by 100 basis points throughout the
year, and providing liquidity for troubled banks.
Most rate cuts are expected in 2008, with the first
likely to happen in January.

Unfortunately, some speculate that the Fed will
have to be restrained in providing stimulus to the
economy, as inflation continues to grow. While core
CPI (ex food and energy) has remained under control
at less than 2.5% annualized throughout the year, com-
modity prices, notably energy and food, have pushed
up overall inflation. In December, the inflation report
shook the market, as CPI increased 0.6% from the pre-
vious month and 4.3% from the previous year, clearly
outside of the Fed’s “comfort zone.”
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The Hennessee Hedge Fund Indices® are calculated from performance data supplied by a‘diversified group of hedge funds monitored by the Hennessee Hedge Fund Advisory Group. The Hennessee Hedge Fund
Index is an equally- weighted average of the funds in the Hennessee Hedge Fund Indices®. The funds in the Hennessee Hedge Fund Index is net of fees and unaudited. The hedge fund performance data has been
obtained from sources believed to be reliable, but no guarantee is made with respect to accuracy. Past performance is no guarantee of future returns. This material is for general information only and is not an offer or

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” have been used as a hedge fund benchmark since 1987. Created
real-time, the Hennessee Hedge Fund Indices® are an equally weighted average of a diversified group of
hedge funds consisting of 23 different investment styles.

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”.

solicitation to buy or sell any security including any interest in a hedge fund. ALL RIGHTS RESERVED. %)%SE R 00
£ “
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Your Strategic Partner In
Hedge Fund Investing
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CPI Vs. Core CPI (YOY Change)
Source: Bureau of Labor Statistics
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Entering 2008, most hedge fund managers are posi-
tioned rather cautiously, recognizing the risk of a
substantial slowdown in economic activity. Earnings
growth, which slowed significantly in 2007, is likely to
continue slowing in 2008. However, most also recog-
nize that U.S. equities are trading at 15 times projected
2008 operating earnings. Valuations are much lower
in comparison to the last bear market (2000-2002), and
therefore most managers believe substantial opportuni-
ties will arise should equities suffer a setback.

Long/Short Equity
(YTD: +12.08% / DEC: +0.25%)

Long/short equity funds had a good year in 2007, as
the Hennessee Long/Short Equity Index outper-
formed the S&P 500 by its widest margin since 2002.
Considering that the average long/short equity fund
has a net exposure of approximately 50%, the index
generated an estimated 10% of alpha for the year, its
best showing since 2000.

Most beneficial to long/short equity funds was the
increased differentiation of returns among sectors
and stocks. In addition to the financial and consumer
sectors posting negative returns for the year, there
were also numerous stocks that appreciated greater
than 100%, while many others posted declines of
greater than -50%. This type of environment is ideal
for hedge funds in their pursuit to identify profitable
long and short positions.
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Hennessee Long/Short Equity Index vs. S&P 500
Source: Hennessee Group; Standard & Poor’s
Long/Short
Equity Index| S&P 500 | Difference
1998 7.3% 26.7% -19.4%
1999 33.9% 19.5% 14.4%
2000 10.2% -10.1% 20.3%
2001 2.9% -13.0% 15.9%
2002 -6.4% -23.4% 17.0%
2003 19.4% 26.4% -7.0%
2004 7.8% 9.0% -1.2%
2005 6.8% 3.0% 3.8%
2006 11.1% 13.6% -2.5%
2007 12.1% 3.6% 8.5%
Annualized
(1998-2007) 10.10% 4.2% 5.9%

After suffering four consecutive years of losses in
short portfolios from 2003-2006, most long/short
equity funds were able to generate a profit via short
selling in 2007, despite the overall market’s rise.
Given the difficulties in short selling from 2003-2006,
many funds had previously elected to short indices and
exchange traded funds as an alternative to shorting in-
dividual companies, in hope of mitigating the risk of
substantial losses due to appreciating short positions.
However, this strategy would likely have been unprof-
itable in 2007 (barring incredible market timing), again
showing value in company specific short selling.

S&P 500 Sector Performance
Source: Standard & Poor’s
2007 Return | 2006 Return
Consumer Discretionary -14.3% 17.2%
Technology 15.5% 7.7%
Telecom Services 8.5% 32.1%
Industrials 9.8% 11.0%
Materials 20.0% 15.7%
Energy 32.4% 22.2%
Consumer Staples 11.6% 11.8%
Healthcare 5.4% 5.8%
Utilities 15.8% 16.9%
Financials -20.8% 16.2%
Overall S&P 500 3.5% 13.6%

The financial sector provided the most opportuni-
ties on the short side due to the collapse of the hous-
ing and sub-prime mortgage markets. Numerous
mortgage lenders experienced substantial price de-
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clines including New Century Financial
(-99% decline), Indymac (-86% decline), Fremont
General (-78% decline), Novastar (-97% decline), and
Countrywide Financial (-79% decline), erasing tens of
billions of dollars of market capitalization. Home-
builders also suffered, as evidenced by the decline
of -84% in Beazer Homes, the -87% decline in Stan-
dard Pacific and the -68% decline in Pulte Homes. All
of the aforementioned companies had substantial short
interests, indicating that hedge funds profited substan-
tially from their decline. Many funds were also able to
generate outsized returns by purchasing credit default
swaps on sub-prime mortgage backed securities,
which fell substantially as a result of increased mort-
gage delinquencies.

The year also witnessed a return of growth stock
investing, as the Hennessee Growth Index outper-
formed the Hennessee Value Index for the first
time since 1999. Many managers believe that 2007
will be the start of a multi-year trend in which growth
stocks outperform value stocks, following a long pe-
riod of out-performance by value.

S&P 500/Citigroup Growth vs. Value
Source: Standard & Poors
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The standout this year was the technology sector,
although returns within technology were not all
that broadly based. In fact, the four horseman of
technology (Apple, Google, Research in Motion, and
Amazon) contributed the majority of the gains to the
NASDAQ 100’s rise of +19% for the year. Apple
rose +134% for the year, Google rose +50%, Research
in Motion rose +166%, and Amazon rose +134%.

With the exception of Amazon, all were widely held in
the hedge fund community. Many short sellers were
burned by Amazon, which defied most expectations
by substantially improving margins.

Estimated 2007 S&P 500 EPS Growth
Source: Standard & Poor's
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Later in the year, long/short equity funds benefited
from a substantial rise in alternative energy com-
panies, especially solar companies. As an example,
First Solar, which was widely held by hedge funds,
rose +796% for the year. Fertilizer companies such as
Potash, Monsanto, and Mosaic also provided good re-
turns, as elevated food prices provided incentive for
farmers to increase crop production, creating increased
demand for fertilizer.

Activist investing had a difficult year in 2007, par-
tially a result of the substantial decline in private
equity activity. As a result of the mortgage problems,
corporate credit spreads widened substantially starting
in the summer, creating a more difficult environment
for financing leveraged buyouts. The activist investor,
which had previously worked with the private equity
investor in persuading company management to re-
structure their businesses, no longer had the influence
of a buyout to call on. As a result, several activist
funds had difficulty in this environment, as several ru-
mored buyouts were called off. Most activist funds
remain optimistic about their strategy, however, as the
private equity buyer has not always been necessary to
implement their strategy. They believe that many com-
panies still have excess cash on their balance sheets
and are improperly managed, meaning that many com-
panies still warrant restructurings that should improve
stock prices.

JANUARY 2008
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As a result of the substantial decline in earnings in
the financial and consumer sectors, operating earn-
ings for companies in the S&P 500 failed to grow
(0.0% growth) in 2007.

Going forward, the consensus is expecting a re-
sumption in earnings growth in 2008. According to
Standard & Poor’s, the consensus expects operat-
ing earnings for companies in the S&P 500 to grow
+15.6% in 2008, with double digit growth expected in
all sectors except energy and materials. While most
hedge fund managers do not expect the financial sec-
tor to produce similar write-downs of assets in 2008 as
2007, most also don’t believe that double digit earn-
ings growth is attainable for the market as a whole. As
such, most are fairly conservatively positioned, ex-
pecting more volatility should companies fail to live
up to current expectations.

Arbitrage/Event Driven
(YTD: +7.78% / DEC: +0.10%)

The Hennessee Arbitrage/Event Driven Index ad-
vanced +0.10% in December (+7.78% YTD). Ar-
bitrage/event driven managers were able to outperform
benchmarks despite facing a difficult year that was
marked by hedge fund difficulties and a credit crisis.

Multiple arbitrage funds performed well, up
+10.92% for the year according to the Hennessee
Multiple Arbitrage Index, outperforming the general
Hennessee Arbitrage/Event Driven Index. Multiple
arbitrage funds benefited from more equity exposure
in 2007, as most perceived equities as better invest-
ments than other strategies. In addition, funds were
able to generate gains in special situations and less lig-
uid investments. As a result, we are seeing greater use
of side pockets and longer lock ups from many multi-
ple arbitrage funds. In addition, multiple arbitrage
funds have generally reduced leverage as it has be-
come more difficult to maintain acceptable volatil-
ity with greater allocations to equities and special
investments. In addition, as interest rates have in-
creased in comparison to several years ago, the use of
margin has become more expensive.

The Hennessee Distressed Index advanced +0.95%
in December (+8.87% YTD) despite a slight widen-
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ing of credit spreads for the month. For the year,
spreads on Merrill Lynch High Yield Constrained In-
dex widened substantially from +2.90% to +5.84%
over the 10 Year Treasury, the highest level since mid-
2003. Spreads of high yield bonds hit a record low in
mid 2007. However, as contagion from the subprime
fallout spread, the corporate credit markets suffered as
credit spreads widened significantly, liquidity disap-
peared and prices fell. While the market has slowly
began to improve with banks selling LBO debt, there
is a still a substantial debt overhang and banks are still
selling paper at a discount.

Spread of Merrill Lynch High Yield Constrained Index
Over 10 Year Treasury
Source: Wall Street Journal
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Treasury bonds rallied as investors sold riskier bonds
and invested in safer Treasury bonds. During the year,
yields on the 10 year dropped from 4.71% to 3.88% at
year end. Treasuries bonds returned +9.1%, out-
pacing most equity markets.

With cheap credit readily available for the last several
years, U.S. high-yield default rates fell to miniscule
levels, most recently 0.34% in December. While cor-
porate balance sheets are still relatively strong, there is
a large amount of debt coming due in 2008 and with a
more difficult credit market, it will be tough for com-
panies to refinance. Many managers, as well as
Moody’s, J.P. Morgan and Citigroup, predict that
the default rate will surge to more than 4% by the
end of 2009 as the credit standards have tightened
significantly.  Already in 2008, TOUSA, a home-
builder, and Buffets, a restaurant chain, missed interest
payments on their debts.

Several distressed investors express optimism for their
strategy. With the economy struggling and the poten-
tial for a recession, several companies are struggling
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to make debt payments. Several highly levered com-
panies are approaching real risk of default, and as pre-
viously stated, the rate of default is expected to more
than quadruple over the next 12 months. However, as
we have mentioned in the past, distressed hedge
funds have generated the best returns after default
rates have peaked, rather than trying to time when
the distressed cycle is beginning. As a result, most
credit managers have elected to focus their attention
on the senior portions of the capital structure or main-
tain a hedge to their portfolios.

Merger arbitrage also experienced some difficulty in
December, as the Hennessee Merger Arbitrage Index
declined —-0.25% (+11.58% YTD) as funds suffered
from equity volatility and a few broken deals.

2007 was very much divided in two parts for merger
arbitrage funds. Most merger arbitrage managers
maintained a long bias in the first half of 2007 as
frenzied LBO activity and substantial premiums
drove performance. Private equity firms accounted
for almost a third of activity in the first half of 2007 as
deals were being announced on almost a daily basis.
However, after a credit crisis mid-year, deal activity
slowed considerably, deals broke and private equity
firms all but disappeared in the second half of the
year.

Monthly U.S. Private-Equity Deal Volume (2007)
Source: Thomson Financial
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However, despite the second half slowdown, 2007
was a record year for mergers and acquisitions, as
worldwide volume surpassed $4.83 trillion, 24%
more than the total for 2006. In addition, December
showed some signs of relief as M&A activity was re-
spectable, as U.S. deal volume hit $121 billion. As in
recent months, private equity buyers have been pretty
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much on the sidelines as corporate buyers have be-
come more active. In addition, sovereign wealth funds
continued to invest, with several taking stakes in fi-
nancial institutions, such as Blackstone, Citigroup and
UBS in the fourth quarter.

Worldwide Mergers and Acquisition Activity
Source: Thomson Financial
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There were several massive deals in 2007. The largest
completed deal was Royal Bank of Scotland’s acquisi-
tion of ABN Amro for $95.6 billion. ABN Amro was
a profitable position for merger arb managers as com-
petitive bidding and high conviction of a sale helped
drive returns. However, in the second half of the year,
BHP Billiton offered $149.2 billion for Rio Tinto in a
deal that would significantly change the commodity
sector. While Rio Tinto has rejected the unsolicited
bid, managers are closely following activities in the
commodities sector and several expect China to possi-
bly get involved in order to stake claim in the much-
needed commodity area.

There were several large leveraged buy-outs dur-
ing the year, including TXU Corp, which set a re-
cord when it was acquired by KKR for $32.1 bil-
lion. Despite the credit crisis, the deal closed in Octo-
ber. However, the LBO record was soon broken by
the purchase of Canadian phone company BCE at a
value of $32.6 billion. There were several LBO deals
that broke in the latter half of the year, with the most
recent LBO debacles being SLM Corp. The $25 bil-
lion buyout of Sallie Mae by J.C. Flowers was offi-
cially cancelled in December causing spreads to
widen.

Several hedge fund managers reported profits from
investments in online advertising companies in 2007.

JANUARY 2008



HENNESSEE

HEDGE FUND REVIEW®

WWW.HENNESSEEGROUP.COM

As market leaders Microsoft, Google and Yahoo
raced to acquire advertising assets, managers bene-
fited from buyouts at significant premiums. During
the year, managers profited off DoubleClick ($3.1 bil-
lion deal), RightMedia ($680 million), 24/7 Real Me-
dia ($649 million), and aQuantive ($6 billion).

Managers expect a decline in M&A activity in 2008
compared to 2007, but state that there should still be
many opportunities. Merger arbitrage is recognized as
a late business cycle play. Most are focusing on cor-
porate acquisitions, as balance sheets are healthy
and many have cash reserves. In addition, they
continue to see an increase in foreign buyers as a
cheap dollar makes assets more attractive.

Convertible arbitrage also experienced a difficult
month, as the Hennessee Convertible Arbitrage Index
declined —0.40% (+4.36% YTD) as elevated volatility
was not able to offset credit related losses. 2007 was
a disappointing year for many convert managers as
they were able to generate only a modest gain de-
spite good new issuance, elevated volatility and
wider credit spreads. While convertible arbitrage
was the worst performing hedge fund strategy for
the year, it was able to outperform the S&P 500,
which was up only +3.56% for the year.

New issuance was strong in 2007 as many companies
turned to convertibles in order to raise capital. For the
year, the market saw $95.1 billion in issuance, the
most since 2001. The market also saw -$76.8 billion
in redemptions, resulting in a net new issuance of
$18.3 billion.

U.S. Convertible Issuance and Redemptions
Source: Merrill Lynch
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Volatility, as measured by the VIX, increased sig-
nificantly, from 11.5 at the beginning of the year to
22.5 at year end. In addition, there were several vola-
tility spikes that caused the VIX to break 30, including
the credit crisis and fear of a global slowdown.

VIX Volatility Index and 50 Day Moving Average
Source: Yahoo! Finance
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As convertible arbitrage has faced difficulty in 2005
and 2007, many expect redemptions out of the strategy
and for overall convertible arbitrage assets to decrease.
While this may cause pain in the short term due to
portfolio liquidation, several state that this should
create opportunity and cheapness of quality assets.
According to Merrill Lynch, the average discount to
theoretical for the All US Convertibles Index im-
proved from 0.43% rich to 0.07% cheap in 2007, on
higher volatility realization. Managers are optimistic
on 2008, believing that increased levels of volatility,
wider credit spreads and more reasonably priced new
issuance should provide good opportunities for the
strategy.

Several multi-strategy and convertible managers re-
port finding opportunities in capital structure arbi-
trage. With an abundance of distressed credits and
elevated short-term volatility, managers are finding
good opportunities to take advantage of mispricing of
securities within the capital structure by buying the
senior debt and shorting the equity of companies that
are expected to default.

Quantitative funds, also known as statistical arbi-
trage funds, struggled in 2007 and made headlines
in August when several large funds posted signifi-
cant losses. The consensus among most was that the
losses were triggered by a fund, several funds or in-

9
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vestment banks that were forced to liquidate portfolios
to raise cash in order to offset losses from sub-prime
mortgage investments. As several large funds were
de-leveraging, there was significant overlap in posi-
tions among quant funds, which exacerbated the
losses. Annual performance for quant funds was
mixed as some were able to recoup losses and finish
the year with gains while others finished in the red. In
the aftermath of the quant fallout, several funds have
maintained lower leverage in portfolios and have re-
duced risk. In addition, it is expected that several
guant funds are seeing significant redemptions at year
end.

Several mortgage arbitrage funds also experienced
significant losses, including several publicized
hedge fund blow ups. Hedge funds with leveraged
bets on bonds backed by subprime mortgages experi-
enced significant losses. The funds’ holdings included
a collection of collateralized debt obligations (CDOs),
CDO squareds, leveraged loans and other complex de-
rivative instruments, some of which were illiquid and
marked to model. As the value of the underlying
bonds fell drastically, funds faced margin calls from
lenders, which forced selling of assets and further ex-
acerbated pain. In addition, mortgage arbitrage funds
were hurt by declining interest rates, which cased pre-
payment rates to increase.

December was a challenging year for arbitrage/event
driven funds as credit spreads widened significantly
and as credit marks came to a screeching halt in the
summer.  Managers have reduced risk, but remain
relatively optimistic about their strategies in the long
term. Credit managers feel credit spreads have
normalized, while distressed managers feel defaults
and opportunities should pick up in 2008. Merger
arbitrage managers feel M&A will continue in
2008, driven by strategic and foreign acquisition,
and the merger arbitrage strategy has historically
done well late in the business cycle. Lastly, con-
vertible managers feel valuations are attractive and
hope to be able to generate better alpha with ele-
vated levels of volatility.

JANUARY 2008

Global/Macro
(YTD: +15.59% / DEC: +0.56%)

The Hennessee Global/Macro Index advanced
+0.56% in December (+15.59% YTD). International
and macro managers finished the year on a positive
note and posted strong profits in 2007, outperforming
both U.S. long/short equity and arbitrage/event driven
strategies.

International equities outperforming U.S. equities was
a major source of profit for global and macro hedge
fund managers in 2007. Many managers benefited
from overweight allocations to emerging markets, spe-
cifically China, India, and Brazil, which were up sig-
nificantly for the year. As a result, international
funds were one of the best performing strategies
for the year, with the Hennessee International In-
dex up +20.12% for the year.

European managers lagged other regions as the
Hennessee Europe Index finished the year up
+5.88%. Germany was one bright spot for managers
as the DAX was up +22% due to strong exports. Sev-
eral managers report profitable restructuring plays in
Germany and remain optimistic on the country for
2008. However, other European countries felt the ef-
fect of the U.S. credit crunch and subprime fallout.
The Dow Jones Stoxx index, the 600 largest European
companies, was down -0.2% for the year, led by UBS
and Royal Bank of Scotland which suffered subprime
related losses. While managers state that valua-
tions appear attractive with stocks trading at 13.5
times 2007 earnings, they are concerned with the
ECB’s reluctance to cut interest rates, slowing
profit growth and a strengthening currency that
will dampen exports.

Asian stock markets were very strong in 2007, with
the exception of Japan, which continued to struggle.
Hedge funds managers performed well as the Hen-
nessee Asia Pacific Index was up +15.92% for the
year, driven by exposure to equities in China and
India. Many funds benefited from a long China and
emerging Asia, short Japan trade. China continued its
incredible rally as the Shanghai Composite Index in-
creased +97% in 2007, following +130% in 2006;
however, did finish the year more than 25% of its
highs for the year. While GDP churns away at 10%,

13
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managers are concerned with inflation as recent read-
ings report it up more +6%. Managers continue to
believe that excessive speculation in China will
eventually lead to a bubble that will provide excel-
lent short opportunities.

Shangai Stock Exchange Composite Index
Source: Yahoo Finance!
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Japan was a detractor for managers with many Japan
dedicated hedge funds managers struggling to generate
a profit in 2007. The NIKKEI 225 declined -11%
for the year, making Japan the worst performing
region of the year. Many international managers
have been underweight Japan due to poor demograph-
ics, GDP growth, domestic investment, foreign invest-
ment and policy making. The poor performance in
Japan has made valuations attractive on a comparison
basis. However, Japan has frustrated managers for
several years, and most state that the country would
likely need a catalyst before seeing a market rally.

Hedge fund managers benefited as Latin American
equity markets posted their fifth straight year of
double-digit returns, as the Hennessee Latin Amer-
ica Index was the best performing strategy in 2007,
up +23.40%. The region continued to benefit from a
bull market for commodities. Managers made sizable
gains long Brazilian equities, as the Bovespa advanced
+72% during the year. Managers also benefited from
price appreciation of the Brazilian real versus the U.S.
dollar. Managers are concerned with inflation and the
central bank has ended a series of rate cuts. Managers
are optimistic on 2008 based on global growth and re-
port that the most significant risk to the region would
be a slowdown in China or India.

As several emerging markets have achieved incredible
gains in recent years and as they garner more attention
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from the investment industry, several managers are
looking for “the next China and Brazil”. Several
managers are optimistic on Russia, Africa, the
Middle East, and Indonesia, and state that these
regions may very well be where we see outsized
returns in 2008.

The Hennessee Macro Index finished the year
strong, up +2.08% in December (+15.13% YTD).
Macro managers posted their best year since 2003 as
several themes played out as expected, including a de-
cline in the dollar, long international equities, long
commodities, and short credit.

U.S. Dollar vs Yen and Euro
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Macro managers generated significant gains short
the dollar against other currencies. In 2007, the
euro appreciated +22% versus the dollar during
the year, while the yen appreciated +6%. Since
2002, the dollar has declined -40% in value versus the
Euro. Several managers state that there are still sev-
eral risks to the dollar, which would cause further
weakening, including the still crumbling housing mar-
ket and a potential U.S. recession. However, there
are many who expect the dollar to appreciate
against the European and Latin American curren-
cies in the second half of 2008, if the U.S. can avoid
a major meltdown. Several believe the economy
may improve after additional rate cuts and we could
see some dollar strengthening in the second half of
this year. In addition, many managers cite the differ-
ence in purchasing power parity as a call for the dollar
to appreciate against the euro in 2008.

JANUARY 2008
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Most hedge fund managers believe that the dollar will
continue to weaken against most Asian currencies, es-
pecially the Yuan. Managers, as well as policy mak-
ers, have been long calling for a more rapid revalua-
tion of the Yuan.

The bull market for commodities continued in
2007, led by oil, gold and other metals and grains.
Despite a slowdown in the U.S., global economic ex-
pansion, led by China, India, and other emerging mar-
kets, drove an increase in demand and an increase in
commodity prices.

Oil gained +57% in 2007 due to greater demand,
greater investor interest, geopolitical tension, and con-
cern about supply. While flirting with the $100 per
barrel mark in 2007, oil finally surpassed the century
mark in the first week of 2008. Managers have been
long the commodity and have been able to profit hand-
somely. Given oil surpassed $100, several managers
have recently taken some money off the table.

Monthly Qil Prices (West Texas Intermediate Price)

Source: Bloomberg
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Managers also generated significant gains long grains,
including soybeans, wheat and rice. During the year,
wheat advanced +77%, and soybeans were up +75%.
Many managers remain optimistic on grains for
2008 as demand increases, their use in energy pro-
duction continues, and as they continue to generate
new interest in the investment community.

Gold soared in 2007 as investors flocked to the cur-
rency as a hedge against the decline of the U.S. dollar.
For the year, gold prices went from $639.75 per troy
ounce to $833.75, representing a +30.3% increase.

JANUARY 2008

Gold (USD) Price Per Troy Ounce
Source: Yahoo! Finance
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The other profitable theme for was being short the
credit market. During the year, managers believe
that spread levels did not reflect a higher volatility
environment for equities, a turning point in default
cycle, the bias of rating agencies and a peak in bal-
ance sheet quality. Managers benefited as the liquid-
ity disappeared in the credit markets during the sum-
mer and as high yield credit spreads over the 10 year
treasury widened significantly, going from 2.9% at the
beginning of the year to 5.8% at year end.

Spread of Merrill Lynch High Yield Constrained Index
Over 10 Year Treasury

Source: Wall Street Journal
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Global/macro managers were able to generate positive
performance for investors after a sub-par 2006 due to
several key themes which played out accordingly.
While 2007 was a year driven by several clear
themes, including the decline of the dollar, the con-
tinued bullrun in commodities, and the continued
equity rally in international markets, 2008 appears
as if it will be more difficult. Most managers agree
that we will continue to see the dollar decline versus
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Asian currencies, however there is dissention if the
dollar will be able to recoup losses against European
and Latin American countries. In addition, many feel
the bull run in commodities and emerging markets has
gotten long in the tooth. Both commodities and
emerging markets could be at risk if the U.S. enters
into a recession and even more so if 2008 brings a
slowdown in global expansion due to a pull back in
China or India. As a result, while managers are
closely watching the U.S. and global economies, they
are still cautiously optimistic that they can continue
there good success into 2008.

HENNESSEE
HEDGE HOG CORNER

The following are extracts from research related to hedge
fund managers we monitor and do not necessarily represent
the views of the Hennessee Group LLC:

We are long the U.S. dollar versus the euro, recog-
nizing that goods in Europe are substantially more ex-
pensive in comparison to the same goods in the U.S.

We are long the Asian currencies believing that
China will revalue higher to slow inflation after the
Olympic games this summer.

We have added to our short oil bet as inventories
are increasing while demand is slowing due to the
weakening U.S. economy.

We are short a number of industrial companies in
China as they have valuation multiples that imply that
they are secular growth companies instead of cyclical
companies.

We are adding to our positions in senior traunches
of subprime mortgage backed securities as we be-
lieve most are money good.

We are building a portfolio of delta hedged options
that we believe will continue to appreciate given the
trend of higher implied volatility.
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We have purchased a number of companies in the
alternative energy space as more of these businesses
are beginning to make economic sense given high en-
ergy costs.

We are long Russia as it has been the laggard of the
BRIC countries and domestic consumption is increas-
ing quickly.

We are adding to our large cap bank positions, as
the market is focusing on losses in subprime mort-
gages which represent a very small percentage of most
banks’ balance sheets. We believe they will be excel-
lent investments once the recapitalization events end.

We are long airlines as we believe oil prices will de-
cline over the next year.

We have covered most of our short positions in
high yield bonds, recognizing that yields are now
substantially wider than they were six months ago.

We are short a number of healthcare service com-
panies that we feel will be negatively impacted by the
increasing popularity of Democratic candidates in the
presidential election.

We are long gold, expecting the precious metal to ex-
ceed $1000 per ounce in 2008.

We are short the 10 Year Treasury. We believe that
yields will increase if the Fed lowers rates because it
will be perceived to be inflationary, while we also be-
lieve yields will increase if economic growth contin-
ues and the Fed stays put.

We are buying long dated options on a number of
distressed homebuilders. While we believe it may be
dead money for six months, we believe the stocks will
appreciate substantially when housing starts to im-
prove.
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