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The financial markets rebounded 
strongly in 2009 as investors returned 
from the sidelines and snatched up 
securities trading at “once in a life 
time” valuations.  Investor confidence 
was boosted as the year progressed due 
to improving economic data and positive 
earnings reports.  The S&P 500 Index 
finished 2009 up +24.7%, while the 
Russell 2000 Index (small cap stocks) 
closed the year +25.2% higher.  Inter-
national stocks participated in the strong 
equity rally as the MSCI EAFE Index 

rose +27.8% and the MSCI Emerging 
Markets Index jumped +74.5%. 
 
The fixed income markets also experi-
enced broad based gains in 2009 as 
the Barclay Aggregate Bond Index 
gained +5.9% while the Merrill Lynch 
High Yield Master II Index leaped 
+57.5%.   Conversely, treasuries suf-
fered as the year progressed as investors 
increasingly sought out risk assets.  The 
10 Year Treasury lost -9.8% while the 
30 Year Treasury dropped -25.9%.    

HENNESSEE HEDGE FUND INDEX +2.27% +24.85% 
S&P 500 +2.81% +24.71% 
LONG/SHORT EQUITY +2.16% +21.44% 
ARBITRAGE/EVENT DRIVEN +3.01% +30.80% 
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Commodity prices were driven higher throughout 
the year as optimism grew that the worst of the re-
cession may have passed and the fear of inflation-
ary pressures grew.  The Reuters/Jefferies CRB In-
dex rose +23.7% in 2009.  The S&P GSCI Crude Oil 
Spot jumped +77.9% while gold broke a new record 
high, exceeding $1,200 in late 2009.   
 
The Hennessee Hedge Fund Index gained +2.3% 
during the month of December, and finished 2009 
up +24.9%.  Despite a strong equity rally and moder-
ate net exposures, hedge funds managed to keep up 
with the traditional equity markets and register their 
best year since 1999.  The top three performing 

strategies in 2009 included convertible arbitrage, 
emerging markets and distressed.  Managers were 
able to take advantage of the massive deleveraging and 
forced liquidations as a result of the credit crisis in 
2008 and purchase securities at very attractive valua-
tions early in the year.  In addition to strong gains, 
there was a substantial slow down in redemptions and 
fund closures, particularly as the year progressed.  En-
tering 2010, the industry appears to have put the 
worst behind it as it is once again experiencing posi-
tive net inflows and an uptick in fund launches. 
 

 
 
The U.S. economy started 2009 off with weak output, 
contracting -6.4% and -0.7% during the first and sec-
ond quarters, respectively.   Inventory cuts were the 
primary detractor, highlighted by a record $100 billion 
inventory cut which detracted nearly -3.0% from first 
quarter GDP growth. The huge drop in inventories, 
however, paved the way for a rebound in orders 
and output in late 2009 as businesses had to restock 
exceptionally low inventory levels.  Third quarter 
GDP growth came in at a positive +2.2% due to inven-
tory rebuilding and consumer spending.  While a re-
turn to positive economic growth is encouraging, 
there are still numerous headwinds that could stall 
or result in muted growth going forward.  With the 
unemployment rate in the double digits (+10%), 
economists believe consumer spending, which repre-
sents nearly 2/3 of economic growth, will remain 
muted, particularly as stimulus programs such as the 
“cash for clunkers” expire.  In addition, inventory re-
stocking, one of the major contributors to growth in 
the 3rd quarter, is a cyclical component that is unlikely 
to continue which puts into question the sustainability 

Real GDP Contributions 
Source: Bureau of Economic Analysis
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of such growth.   Economists believe economic 
growth will remain muted in 2010, ranging be-
tween +2.0% and +2.5%.   
 

 
 
While the employment situation got “less worse” as 
the year progressed, the overall picture remains bleak.  
From December 2008 to December 2009, the num-
ber of unemployed rose from 7.7 million to 15.3 
million while the unemployment rate rose from 
+5.0% to +10.0%.  The losses have been broad 
based, affecting all sectors of the economy.  Including 
individuals that are no longer looking for work or 
have chosen to take part time work, the unemploy-
ment rate jumps to over +17%.  That said, reduc-
tions in nonfarm payrolls have been declining at a 
slower rate and the hiring of temporary workers has 
increased for five consecutive months.   Generally 
speaking, a rise in temporary staffing is an initial sign 
that businesses have squeezed as much production as 
they can out of their existing work force and are taking 
the first step to add staff.  Economists anticipate em-
ployers to start adding jobs in the coming months 
which should lead to the jobless rate topping out 
slightly above +10%. 
 
The housing market also showed signs of stabiliza-
tion throughout the year, but remains fragile.  The 
Standard & Poor's/Case-Shiller U.S. National Home 
Price Index, which tracks changes in the value of the 
residential real estate market in 20 metropolitan re-
gions across the United States, was flat in October 
after having recorded gains in five consecutive 
months.  Year-over-year, the index remains off        
-7.3%.  In additional housing news, existing home 
sales jumped +7.7% in November, and are now up an 
impressive +44.0% on a year-over-year basis.  Exist-
ing home sales inventory now stands at 6.5 months, 

a 3.5 year low and well below the 11.2 months sup-
ply a year ago.  Conversely, new home sales experi-
enced a steep drop in November, dropping -11.0% 
during the month.  That said, the supply of new 
homes, approximately 235,000 (7.9 months), is at 
its lowest level since 1971 and well below its record 
high of 12.9 months a year ago.  While recent im-
provements are encouraging, economists remain wary 
about the sustainability of the housing recovery.  
Benefits such as the new home buyer tax credit, which 
have helped mitigate the downturn in the housing mar-
ket, are bound to expire and any sales improvements 
due to such credits are just borrowing from future 
sales.  There is also concern that mortgage rates, 
which are at record lows, will likely rise in the 
months ahead as the Fed unwinds its purchases of 
mortgage-backed securities which will likely fur-
ther slow housing sales. 
 
Due to ongoing challenges for the economy, par-
ticularly the jobs and housing markets, consumer 
confidence remains fragile.   The Consumer Confi-
dence Index rose to 52.9 in December, however well 
off its high set in July of 2008 at 112.0. That said, the 
index has gradually improved over the year, finish-
ing 2009 well above its all time low set in early 2009 
when it was hovering around 30.  In addition, the 
expectations component of the index jumped more 
than 5 points to 75.6 in December, its highest reading 
since December of 2007.  An 80 reading for the ex-
pectations component is generally considered to be a 
leading indicator for economic recovery.  While the 
index has experienced marginal improvements 
throughout the year, the gains have been somewhat 
narrowly focused in the expectations component, and 
many areas of the index remain weak, particularly the 
present situations index.  Economists anticipate the 
overall consumer confidence index to remain vola-
tile and subdued until real growth resumes in the 
labor market.    
 

 Civilian Unemployment Rate
Source: Federal Reserve Bank of St. Louis
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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 
solicitation to buy or sell any security including any interest in a hedge fund. ALL RIGHTS RESERVED.   
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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® 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 

SEPTEMBER 2004 Your Strategic Partner In 
Hedge Fund Investing 

January 1987 through December 2009 



 
 
As the labor market begins to stabilize, personal 
income is beginning to experience small advances 
and consumer spending is returning.  Personal in-
come rose +0.4% in November, with the wage and 
salary disbursement component advancing +0.3%, its 
largest gain in seven months.  That said, over the most 
recent twelve month period, personal income is down  
-0.3%.  Consumer spending rose +0.5% in November 
and is now up +2.3% over the past year.  With per-
sonal income rising in line with spending, the personal 
savings rate held steady at +4.7% in November.  In 
addition, consumer credit plunged $17.5B in Novem-
ber, another record drop and a much bigger decline 
than expected.  The drop was largely driven by the 
revolving component, which dropped by a staggering 
$13.7B.  As the balance sheet of consumers im-
proves, economists expect income and spending to 
also improve in the coming months, particularly as 
the labor market gains strength.     
 
Headline inflation has been kept in check over the 
last year due in large part to lower energy prices, 
declining housing prices and elevated levels of un-
employment.   Headline CPI rose +0.4% in November 
and is now up a moderate +1.8% over the past 
year.   The core rate, which excludes food and energy, 
was flat during the month of November and finished 
the most recent 12 month period up +1.7%.  With in-
flation still relatively subdued, the Fed continues to 
focus on the struggling economy and weak employ-
ment situation.  Ben Bernanke recently reiterated the 
Fed’s desire to keep the fed funds rate at 0% to 0.25% 
for an extended period of time.  In light of this ac-
commodative stance by the Fed, there is growing 
concern inflation could become a longer term prob-
lem for the economy.   

The manufacturing sector, as measured by the Institute 
for Supply Management's Manufacturing index (ISM 
Index), a diffusion index measuring national manufac-
turing conditions by surveying 300 firms on employ-
ment, production, new orders, supplier deliveries and 
inventories, improved toward the end of 2009 and fin-
ished the year in expansion mode.  The final 2009 
reading for the ISM Index came in at 55.9 (readings 
above 50 indicate an expanding manufacturing sec-
tor), well above the level the index started the year 
at, approximately 36.  In addition, the new orders 
index continues to show strength, jumping more than 5 
points to 65.5 in November, the most telling barometer 
that the sector is likely to experience further expansion 
in the months ahead.  Another positive indicator is 
the continued rise in the employment index which 
rose more than 1 point to 52.0 in November, a sign 
manufacturers are no longer cutting their work-
force.   The rebound in manufacturing over the course 
of the year and surprisingly strong report in November 
will likely lift expectations for a first half economic 
recovery led by the manufacturing sector.  
 
In light of the tumbling financial markets and 
weakening economy entering 2009, the U.S. govern-
ment became increasingly aggressive with its fiscal 
and monetary policies.  In addition to aggressively 
reducing its target for the federal funds rate to a range 
of 0% to .25%, the Fed created a variety of lending 
facilities in an attempt to stabilize troubled financial 
companies and increase liquidity for the credit mar-
kets.  While such actions boosted the financial mar-
kets in 2009 and averted further deterioration in 
the economy, they have greatly expanded their bal-
ance sheet.  There is now growing concern such ac-
tions will result in new challenges going forward, 
namely how the drastic increase in debt taken on to 
battle current economic problems will be financed 
without harming future economic growth.  In addi-
tion, the Fed will eventually have to confront the chal-
lenge of exiting the accommodative stance on interest 
rates while also not thwarting economic growth.   
 
The driving force behind the ongoing rally contin-
ues to be better than expected economic data and 
excessive amounts of liquidity being plowed into the 
financial markets.  However, investors are now be-
ginning to question the sustainability of such catalysts 
and whether or not the markets have gotten ahead of 
themselves. There is a growing concern as the stimulus 

Consumer Confidence Index
Source:  The Consumer Board
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is removed that we could experience another slow 
down in economic growth and a strong sell-off in the 
financial markets, particularly as liquidity dries up.  
Given these near term risks, managers remain cau-
tious and are positioning themselves for a market 
that is likely to transition from a beta driven mar-
ket to one of a stock pickers market which should 
benefit hedge funds that have historically relied on 
limited directional risk and strong security selec-
tion for alpha generation.   
 
 
Long/Short Equity 
(YTD: +21.44% / DEC: +2.16%) 
 
After plunging nearly -60% from its high in Octo-
ber 2007 through early March 2009, the equity 
markets experienced a strong, broad based rally, 
gaining over +65% during the final nine months of 
the year.  The S&P 500 Index finished 2009 up 
+24.7%, while the Russell 2000 Index closed the year 
with a +25.2% gain.  Growth stocks outperformed 
value with the Russell 3000 Growth Index gaining 
+37.0% in 2009 while the Russell 3000 Value Index 
advanced +19.8%.  From a sector perspective, tech-
nology stocks led the way with a +59.9% gain, fol-
lowed by material stocks (+45.2%) and consumer dis-
cretionary stocks (+38.8%).  All ten sectors experi-
enced gains in 2009.   
 

 
 
The Hennessee Long/Short Equity Index gained 
+2.16% in December and finished up +21.4% in 
2009.  Long/short equity funds profited from positions 
in their long portfolios while short portfolios and 

hedges generally served as a drag on performance 
throughout the year.  Shorting was particularly diffi-
cult as some of the top performers for the year were 
low quality, cheap stocks.  As a result, short biased 
managers suffered in 2009 as the Hennessee Short 
Biased Index declined -17.5%.   Long/short equity 
hedge funds most willing to take on heightened direc-
tional risk, while buying up high beta stocks that ex-
perienced the steepest sell-offs during the credit crisis, 
were most rewarded while those funds that remained 
defensively positioned, and cautious, with an empha-
sis on fundamentals, generally lagged, particularly as 
the year progressed.   
 

 
 
The technology sector finished 2009 with a solid 
+5.6% gain in December.  For the year, technology 
was the top performing sector with an impressive 
+59.9% return.  The Hennessee Technology Index 
gained +2.9% in December and finished the year 
with a solid +27.9% gain.  Hedge funds maintained 
an overweight allocation to the technology sector 
throughout the year as they were attracted to the 
above-average balance sheet strength of many of the 
underlying companies and the overall ability of the 
sector to outgrow the broader economy, particularly 
during the economic downturn.  In addition, hedge 
funds anticipated a rebound in new orders for the tech-
nology space, particularly as the economy started to 
show signs of improving as most companies greatly 
cut back on IT spending early in the recession.   An-
other popular theme among hedge funds in 2009 
and will likely remain a major theme in 2010 is the 
development of the smartphone and global handset 
market. While the massive run-up since March has 
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1% 1%
6% 5% 5%

3%

45%

17%

39%

11%

1 7%
15%

-1% - 1% -2%

4%
2 % 3%

1 1%

60%

25%

7%

-5%

5%

15%

25%

35%

45%

55%

En
er

gy

M
at

e
ria

ls

In
du

s
tr

ia
ls

C
on

s.
 D

is
c.

C
on

s
. S

ta
p

le
s

H
ea

lth
 C

a
re

F
in

an
ci

al
s

In
fo

. T
ec

h.

Te
lec

om
.

Ut
ilit

ies

S
&P

 5
0

0

Decemb er 2009 Return 2009 Retur n

S&P 500 Decile Performance in 2009 
Source: Bespoke Investment Group

16%
20%

58%

86%

101%

33%30%

47%
40%

9%

0%

10%

20%

30%

40%

50%

60%

70%

80%

90%

100%

Be
st 2 3 4 5 6 7 8 9

W
or

st

Deciles Based on Performance in 2008



moderated slightly, hedge funds believe without a ma-
terial pullback, most of the technology and telecom 
sectors remain fairly valued. And if the substantial and 
lasting economic rebound that appears to have been 
priced in fails to materialize, the recent rally could 
easily reverse.  Hedge funds will maintain exposure 
to the sector but will be highly selective and cau-
tious given the near term risks. Some of the most 
notable hedge fund holdings throughout the year in-
cluded Apple, Microsoft, Amazon, Research In Mo-
tion and Google.   
 
The materials sector rebounded strongly in 2009 based 
on prospects for a global economic recovery and 
longer term inflationary concerns.  The materials sec-
tor within the S&P 500 Index rose +1.4% in De-
cember and finished 2009 with an impressive 
+45.2% gain.  Many hedge funds were cautious 
with their exposures to the commodity sectors, par-
ticularly during the early part of the year due to 
the slowing economy and anticipation of deflation-
ary pressures.  However, investors started to rotate 
back into the commodity oriented sectors as eco-
nomic data continued to point to a possible recov-
ery.  A common theme investors anticipate taking 
hold as the economic recovery continues to solidify 
is the “reflation” trade.   Hedge funds believe many 
factors point in the right direction for basic materials 
companies in 2010, but capacity expansions, and pos-
sible oversupply, as well as demand shifts due to envi-
ronmental concerns are longer-term headwinds. And 
there is also the question as to whether demand out of 
China will meet expectations going forward.  
 
The energy sector lagged early in the year, however 
higher oil prices, improving sentiment about the future 
of gas prices, and healthier credit markets combined to 
drive a rally in the middle of 2009 and led to a respect-
able full year return of +11.3% for the sector.  Man-
agers will remain cautious and selective as the re-
covery is still highly uncertain and will likely lead 
to near term volatility for both the energy and ma-
terials sectors.  That said, longer term fundamen-
tals are favorable.   
 

 
 
Consumer discretionary stocks benefited greatly in 
2009 as investors shifted back into more economically 
sensitive sectors as economic data pointed to a possi-
ble recovery and earnings reports were largely better 
than expected.  The consumer discretionary sector 
within the S&P 500 Index rose +4.3% in December 
and finished 2009 with a strong +38.8% gain.  Af-
ter a substantial sell-off early in the year, investors 
poured into the retail stocks as valuations became 
overly compelling despite the bleak outlook for the 
consumer.  In general, hedge funds now believe retail 
stocks look fairly valued if not slightly overvalued at 
this time, as the market appears to be pricing in a 
fairly significant recovery in consumer spending in 
2010. That said, there is belief that increased con-
sumer confidence will lead to more upgrades and earn-
ings growth is likely to surprise to the upside over the 
next few years.   Hedge funds remain cautious with 
regards to their exposures, particularly to retail 
and leisure stocks.   
 
The consumer staples sector experienced gains in 
2009 but lagged the broader market as investors 
became less defensive throughout the year.  The 
consumer staples sector slipped -0.7% in December 
and closed 2009 with a full year gain of 
+11.2%.  Hedge funds continue to like consumer sta-
ples stocks as the overall fundamentals remain favor-
able. While the benefits they reaped from pricing and 

Hennessee Long/Short Equity Index vs. S&P 500 
Source: Hennessee Group; Standard & Poor’s 

  Long/Short 
Equity Index S&P 500 Difference 

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% 
2008 -18.3% -38.5% +20.2% 
2009 +21.4% +24.7% -3.2% 

Annualized 
(1999-2009) +6.5% -2.6% +9.1% 
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cost reduction last year are unlikely to serve as cata-
lysts, hedge funds see volume growth as the likely 
catalyst going forward. In addition, they see the weak-
ening dollar as supportive for many names within 
food, beverage and domestic staples.  Lastly, hedge 
funds anticipate stock buy back programs to pick 
up in 2010 as well as possible M&A activity.  Hedge 
funds will be selective as the recent rally in the stock 
market has caused several household & personal prod-
ucts and media companies to trade closer to fair value 
estimates but they believe the sector as a whole will 
serve as a safe haven if the near term risk of a market 
sell-off materializes. 
 
The financial sector gained a respectable +14.8% 
in 2009, however remains well off 2007 levels after 
experiencing a sharp sell-off across the entire sec-
tor in 2008.  The Hennessee Financial Equities In-
dex gained +2.4% in December and finished 2009 
with a solid +26.0% gain. The outperformance in 
2009 is largely attributable to the shorting and sub-
sequent short covering that took place early in the 
year.  As financial stocks fell to all time lows and the 
government became highly active in rescuing ailing 
institutions, most hedge funds covered their shorts 
which led to a sharp jump in prices.  As a result, 
prices of financial stocks were driven up due in 
large part to overly compelling valuations as op-
posed to sound or improving fundamentals.  How-
ever, the rapid rebound in financial stock 
prices paused in the fourth quarter as fundamentals no 
longer justified current valuations.   Hedge funds no 
longer view financial stocks as across-the-board 
cheap.  That said, they  believe the market rally has 
left behind some pockets of opportunity, including 
for-profit education, insurance brokers and regional 
banks.  Investors will seek out the highest-quality 
names in 2010 as another fall in the capital markets 
remains a risk, and the strongest names will pro-
vide both relative downward protection and are 
also best poised to exploit a tighter market. 
 
The healthcare sector gained +1.9% in December and 
closed 2009 with a full year return of +17.1%.   Hedge 
funds like the fundamentals in the health care 
space and have used the weak performance in the 
sector as an opportunity to build positions through-
out the year at attractive valuations.  While many 
funds believe the sector will experience ongoing vola-
tility in the near term, particularly as more clarity on 

the details of the health care reform emerge, they see 
solid long term opportunities for both sides of their 
portfolios.  Areas of focus remain the drug and biotech 
space, specifically companies with strong product 
pipelines, portfolios with long term patent protection 
as well as companies that are likely to benefit from 
ongoing M&A activity.  Hedge funds believe as re-
form starts to materialize, the veil covering health-
care stocks will lift, and investors' sentiment will 
continue to improve leading to outsized gains in 
2010.  Current top holdings among hedge funds in-
clude Teva Pharma, Wyeth, St. Jude Medical, Boston 
Scientific and Schering-Plough.  
 

 
 
While most hedge funds increased gross and net 
exposures throughout 2009, they remain cautious 
entering 2010 as it is widely believed the market, 
driven more by momentum than fundamentals, 
may have run too far, too fast.  From a valuation 
perspective, the markets look frothy as the S&P 500 
dividend yield dropped to 1.71% at year-end, the low-
est dividend yield ever recorded for the S&P. In addi-
tion, the P/E ratio on the S&P 500 has expanded 
from 10x to nearly 23x over the past 9 
months.  Given the recent market run up and current 
valuations, managers believe the multiple expansion 
phase of this rally has ended.  Going forward, man-
agers will be focused on fundamentals and earn-
ings, and believe we will need to see positive earn-
ings reports to maintain the momentum that car-
ried the markets in 2009. Managers believe a return 
to fundamentals in 2010 will present compelling op-
portunities in individual names for both the long and 
short sides of their books which should lead to another 
year of double digit unlevered returns for investors.  

S&P 500 Index - 12 Month Trailing P/E Ratio
Source:  Morningstar
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Arbitrage/Event Driven 
(YTD: +30.80% / DEC: +1.98%) 
 
The Hennessee Arbitrage/Event Driven Index fin-
ished the year by advancing +1.98% in December, 
bringing 2009 year-to-date performance to 
+30.80%, the best year since 1988.  After a tough 
2008 where the index declined -20.59%, arbitrage and 
event driven funds experienced a significant snapback 
in 2009 as credit spreads contracted and liquidity fled 
into risk assets. Positive performance was driven by 
convertible arbitrage, credit and distressed funds. The 
index successfully erased its 2008 losses and estab-
lishing a new high water mark.   
 
The carnage of 2008 left few unscathed and some 
crippled as massive deleveraging due to a credit crisis 
and fears of a global financial collapse caused a wide-
spread sell off.  Many funds were forced to liquidate, 
while others were left burdened by toxic assets.  How-
ever, as 2008 ended, funds that had capital and 
flexibility found “once in a lifetime” valuations.   
 
Fear and sentiment reached an inflection point in 
March as global government intervention helped avoid 
a global collapse.  As markets, rebounded, the worst 
performers in 2008 were the best performers in 
2009.  Funds that were most aggressive and took a 
long bias benefited significantly from the return of 
liquidity to market.   
 
As the year progressed, low-to-zero interest rates, fis-
cal policy stimulus and recovering economic growth 
continued to support markets.   Managers are opti-
mistic that the Fed will maintain low interest rates 
until the economy and markets show sustained 
growth, which will likely be late 2010 or early 2011.  
Managers feel that a “double-dip” recession is 
unlikely as the government has made it clear that they 
will respond with further stimulus if needed.  How-
ever, while it is clear assets were extremely underval-
ued at the beginning of 2009, the “easy money has 
been made” and 2010 will be a year where security 
selection and risk management will drive alpha gen-
eration.    
 
 
 
 

Credit Markets 
 
The U.S. government took unprecedented action in 
responding to the 2008 credit crisis.  This action pro-
vided a boost to credit markets and helped bring 
spreads back to normalized levels.  Prices of corpo-
rate bonds, leveraged loans, and mortgage backed 
securities soared in 2009 reaching pre-Lehman lev-
els, as investors gained confidence that the credit 
crisis was over.  The Barclays Aggregate Bond Index 
advanced +5.93% for 2009, led by high yield and high 
grade bonds, while Treasuries detracted from perform-
ance.   
 
While Treasuries were one of the few positive asset 
classes in 2008, Treasuries experienced losses in 2009, 
as many anticipated.  As it became apparent that we 
would avoid a global financial collapse, investors ex-
ited safe haven assets and demanded higher yields.  
The U.S. government also added significant new sup-
ply, selling a record $2.1 trillion in new debt.  Longer 
term treasuries were most affected, with the 30 
Year declining -25.88% and the 10 Year declining  
-9.76%.  Many managers were short long-term Treas-
uries and feel that the trade will continue to be profit-
able.  
 
Investment grade corporate bonds returned +18.50% 
for the year and saw significant spread tightening. 
However, the best performing securities were the 
most risky.  The Credit Suisse High Yield Index 
was up +2.9% for the month and +54.2% for the 
year.  Consistent with past months, cyclical industry 
credits and lower-rated bonds posted the best perform-
ance.  Gains have been driven by the most speculative 
securities, as CCC-rated bonds gained over 100% in 
2009.   However, most managers were focused on 
higher quality names due to credit concerns, but those 
that speculated were handsomely rewarded. 
 
The spread on the Merrill Lynch High Yield Index 
tightened from 765 basis points to 639 basis points in 
December, reaching the lowest level since June 2008.  
The spread on the Merrill Lynch High Yield Index 
has tightened by an incredible 1,173 basis points in 
2209 from 1812 basis points to 639.  Despite this 
incredible move, the spread remains above the 20 year 
average of 5.30%.  
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Leveraged loan prices also recovered significantly in 
2009. The S&P/LSTA Leveraged Loan Index in-
creased +2.9% in December and +51.6% for the 
year.  Many managers identified leveraged loans as a 
very attractive opportunity at the beginning of the year 
as they traded at about 65 cents on the dollar.  Many 
of these holdings are now trading close to face value. 
 
As spreads fell across the board, the cost to borrow 
became cheaper, and many companies took advantage 
of bond markets to restructure short-term debt with 
longer-term borrowings.  High grade companies is-
sued a record breaking $1 trillion in new debt, 
more than twice 2008’s total.  This included large 
deals by Pfizer and Roche to fund acquisitions.  In 
addition, high yield issuance topped $180 billion in 
2009, surpassing the previous record of $158 billion 
set in 2004. The levered loan market also showed in-
creased new issue activity.  
 
The securitization markets were relatively quiet.  
Prices were generally bid up due to buying by the 
Fed’s Term Asset-Backed Securities Loan Facility 
(TALF). The Fed also helped prop up the mortgage 
market by keeping interest rates down and buying 
mortgages. The Fed bought 70% of all mortgage-
backed securities backed by loans that conformed to 
Fannie Mae and Freddie Mac.  However, this program 
is scheduled to end in the first quarter of 2010. 
 
While spreads have tightened significantly from 
their wides, and the “easy” money has likely been 
made, many managers state that they still see value 
in the credit markets.  One positive data point is that 

default estimates have come down, driven by the sta-
bilization of financing markets and increased liquidity.  
Managers realized profits throughout the year, reduc-
ing credit exposure in the process.  Managers are cur-
rently more cautiously positioned with significant 
hedges in place. Managers remain negative on the 
Treasury market, especially the longer end of the yield 
curve. Stronger economic activity should lead to 
higher rates, and the sharp increase in supply should 
affect prices. Monetary stimulus is also likely to lead 
to higher inflation over the next 2 to 3 years.  Manag-
ers state that the credit gains in 2009 came from a 
credit panic and going forward, it is going to be a dif-
ferent ball came. Gains going forward will inevita-
bly be more nuanced, so security selection will be-
come critical to outperformance. 
 
Distressed 
 
As a result of improved credit conditions, default 
volumes started to decline towards the end of the 
year and are expected to moderate materially in 
2010, as companies defer their financial issues.   
Moody's Investors Service stated that the global de-
fault rate slid during the fourth quarter, marking the 
first time the number has fallen since January 2008.  
The 12-month global speculative-grade default rate 
finished at 12.5%, down from 12.6% in the third 
quarter, but up significantly from 4.2% a year ear-
lier.   Moody's also stated that they expect the global 
rate to fall sharply over the next year, closing June at 
6.4% and ending the fourth quarter at 3.3%. In another 
measure of distress, Moody's speculative-grade corpo-
rate distress index, which measures the percentage of 
rated issuers that have debt trading at distressed levels, 
ended the quarter at 18.8%, down from the previous 
quarter's 28.5% and 54.1% a year earlier.  
 

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

Source: Merrill Lynch
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2009 was an incredible year for distressed managers, 
which were one of the top performing indices for the 
year.  The Hennessee Distressed Index increased 
+5.06% in December and was up +42.96% for the 
year.  Managers benefit from a sharp tightening of 
credit spreads and an innate long bias of their 
strategy.   As the dollar prices of many stressed cor-
porate credit positions have increased, managers real-
ized profits and rotated the portfolio away from 
stressed credits into more classic distressed, special 
situation and restructuring investments.  Historically, 
distressed managers have performed best after a 
peak in default rates.   
 
One profitable classic distressed position for managers 
at year end was Lear Corporation, which exited bank-
ruptcy in mid November. Lear is an auto supplier.  
Managers shorted the stock and the bonds of Lear suc-
cessfully prior to bankruptcy as it was negatively af-
fected by changes to the automobile sector. Prior to 
filing, managers bought the bank debt with the view 
that the bank debt would benefit in a restructuring. 
The restructuring progressed as expected and manag-
ers received consideration in the restructuring signifi-
cantly higher than where they bought the bank debt 
five months earlier.  Other profitable positions in 2009 
included the opportunities in automobile companies 
(GM, Ford, Chrysler) and their related financial arms 
(GMAC, Ford Financial, Chrysler Financial), financial 
companies and banks (Lehman, Washington Mutual, 
Citigroup, AIG). 
 
The overhang of challenged credits remains intact, 
with the notional value of defaults reaching $184 
billion in 2009. The markets will need to address the 
significant maturities due in 2012 through 2014 that 

relate, in part, to debt incurred in connection with lev-
eraged buyouts.  Many managers state that the debt 
issued in the LBOs of 2005 to 2007 will be the next 
wave of defaults and will provide very attractive in-
vestment opportunities.   
 

 
 
Despite the fact that spreads have narrowed and the 
economy is better, managers are optimistic on their 
ability to generate outsized returns.  Many companies 
are in distress because of the poor operating and 
difficult financing environment for their business. 
Many additional distressed opportunities will be 
revealed as debt maturities approach.  However, 
managers realize that going forward, the strategy is 
likely to experience higher levels of volatility.   
 
The Hennessee Merger Arbitrage Index advanced 
+0.83% in December, bringing year to date returns 
to +8.66%.  Merger arbitrage funds, one of the best 
performing strategies in 2008, underperformed most 
other strategies in 2009 due to lackluster deal activity, 
conservative positioning and little directional bias.  
 
Global merger and acquisition activity for 2009 
was $2.3 trillion, more than 20% less than 2008, 
and the lowest year since 2004.  In addition, govern-
ment-related deals were high, accounting for 8% of all 
deal volume in 2009.  The middle of the year was very 
quiet until several “mega-deals” were announced.  The 
pharmaceutical space was very active as Pfizer bought 
Wyeth for $68 billion, and Merch bought Schering 
Plough for $41 billion.  These two deals were preva-
lent in almost every single merger arbitrage portfo-
lio as they offered attractive returns and good like-

High Yield Default Rate
Source:  Moody's

0%

2%

4%

6%

8%

10%

12%

14%

19
90

19
92

19
94

19
96

19
98

20
00

20
02

20
04

20
06

20
08

20
10

Maturity Schedule for High Yield and Leveraged Loans
Source: J.P. Morgan

14
31

68

112
96

46

98

160

263

4 0 0

65
80

105

76

123

9 14

67

0

50

100

150

200

250

300

2009 2010 2011 2012 2013 2014 2015 2016 2017 2018
$ 

B
ill

io
ns

High Yield Leveraged Loans

12 January 2010 



HEDGE FUND ADVISORY 

Your Strategic Partner 
in Hedge Fund Investing 

H E N N E S S E E
H E D G E  F U N D  R E V I E W ® 

H E N N E S S E E E  

WWW.HENNESSEEGROUP.COM 

HEDGE FUND REVIEW® 
H E N N E S S E E E  

WWW.HENNESSEEGROUP.COM 

HEDGE FUND REVIEW® 

13 January 2010 

lihood of completion as the purchases were strate-
gic acquisitions by well financed buyers.  New com-
mon positions include the most recent large deals, in-
cluding Exxon Mobil offered $31 billion for XTO En-
ergy in December, and Warren Buffet offered $27 bil-
lion for Burlington Northern Santa Fe Corp in Novem-
ber.  
 

 
 
Managers also state that we may see a return of private 
equity firms in 2010, which disappeared in 2007, as 
credit conditions have improved and companies are 
trading at attractive valuations.  There were some big 
buyouts in 2009, including TPG’s $4 billion purchase 
of IMS Health and Blackstone Group’s $2.7 billion 
purchase of Busch Entertainment.   
 
Conditions improved significantly throughout in 2009 
as credit markets improved, equity markets rebounded 
and the economy stabilized.  This could set the stage 
of a period of robust M&A activity going forward. 
Many companies, especially mid-sized companies, 
have been focused on cost cutting and conserving 
cash.  Many companies are sitting on significant cash 
balances, which many expect will be used to fund ac-
quisitions.   Companies are no longer worrying about 
survival, but are looking to see how strategic acquisi-
tions can help top line growth. With low interest 
rates, we could see a significant pick up in M&A.  
As a result, managers expect to increase allocations 
to merger arbitrage as deal flow picks up, espe-
cially as the attractiveness of other strategies has 
declined.  
 
 

The Hennessee Convertible Arbitrage Index ad-
vanced +1.95% (+40.53% YTD) in December, 
making the index positive every month of 2009.  
Convertible arbitrage managers were one of the top 
performing indices this year as tightening spreads, 
gamma trading, a positive cash carry, and secondary 
market richening made positive contributions.  In-
creasing interest rates and volatility made slight nega-
tive detractions from performance.   
 
The struggles of 2008 were well documented.  Mas-
sive deleveraging significantly impaired the market.    
Given the significant dislocation of 2008, managers 
were optimistic on convertibles at the beginning 2009 
and felt that valuations were extremely attractive. 
There were several other positive factors for converti-
ble arbitrage.  Managers continue to see less direct 
competition as dedicated convertible arbitrage has lost 
favor with proprietary trading desks and many multi-
ple arbitrage funds.  The sector witnessed the emer-
gence of new, large crossover buyers who are non-
traditional buyers of converts.  In addition, there were 
many companies buying back convertible issues and 
incenting holders to convert early.  All these factors 
helped drive an incredible rally in converts, and as 
with credit, managers that were most aggressive 
generated the greatest return.   
 
In 2009, convertible new issuance totaled only $37.2 
billion, the worst year of issuance in over a decade and 
the worst ever in terms of net new issuance.  This was 
significantly less than 2008, which brought $58 billion 
to the market and was also disappointing.  
 

 
 

Worldwide Mergers and Acquisition Activity 
Source: Dealogic
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Redemptions were high throughout the year.  There 
was $68 billion in total redemptions, resulting in a 
negative net issuance of $31 billion. Voluntary con-
versions, tender offers/exchanges, call-forced conver-
sions, maturities, open market issuer buybacks and 
cash calls were common throughout the year as com-
panies worked to restructure their offerings.   Several 
managers expect that the convertible primary market 
should pick up later this year due to: potentially higher 
interest rates, less attractive equity and debt, saturation 
of high yield and high grade primary markets, and a 
pick up in M&A.   
 
Equity rallies in December further depressed risk per-
ception among investors as the VIX index closed the 
month at 21.7.  Notably the index dipped below 20 in 
a few sessions, a level last seen in August 2008.  For 
the year, the VIX Volatility Index declined from 39.19 
to 21.68.   
 

 
 
Higher interest rates detracted slightly from perform-
ance in 2009. The 2-year Treasury yield rose by 38 
basis points, the 10-year rose by 159 basis points and 
the 30-year rose by 195 basis points. 
 
The average discount to theoretical for the All US 
Convertibles Index fell further from 1.57% cheap to 
1.13% cheap in December, as opportunistic buying 
took place of earlier year-end profit-taking.  Converti-
ble valuations have richened significantly from the 
beginning of 2009 where Merrill Lynch’s theoreti-
cal value reached an all-time cheapness. While the 
market has certainly richened a lot in 2009, Morgan 
Stanley research states that valuations are likely to 
continue trending richer in the first half of 2010, possi-

bly crossing into a "rich" territory before coming back 
to about fair value, or a 0% cheapness by the 2010 
year-end.  
 

 
 
For 2010, convertible managers are optimistic about 
their ability to generate gains.  Volatility should re-
main elevated and credit spreads remain above histori-
cal averages.  However, volatility may continue to fall 
from current levels and most expect interest rates to 
rise. While hedge funds did not need to employ 
much leverage in 2009 to generate returns, it is 
likely that some leverage will be needed in 2010 to 
generate an attractive return. Managers state that 
they continue to see improvement in financing 
terms.   
 
Conclusion 
 
At the beginning of 2009, the outlook for 2009 was 
somewhat clear.  Valuations were extremely cheap 
and if we could avoid a global financial meltdown, we 
would witness a snapback.  The outlook for 2010 is 
much less clear leaving most managers cautious. 
 
Managers will closely monitor corporate earnings an-
nouncements, which may disappoint, and could impact 
a possibly overvalued stock market.  On the other side, 
government stimulus continues to push asset prices 
higher, with some concerned about a possible bubble.  
Several funds have built in hedges against the U.S. 
dollar and inflation.  In terms of economic growth, 
most feel a double dip recession is unlikely, but cer-
tainly not impossible. And lastly, how does the market 
react when the Fed finally has to increase interest rates 
and remove stimulus.   

VIX Volatility Index and 100 Day Moving Average
Source: Yahoo! Finance
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With this backdrop, managers are optimistic on the 
different opportunity sets.  In the short term, low-to-
zero interest rates and government stimulus should 
help bid up risk assets.  There should be good oppor-
tunities long and short credit where superior secu-
rity selection will allow for outperformance.  There 
is likely to be a pick up in merger and acquisition 
activity, which should provide good opportunities 
and attractive spreads. Distressed opportunities 
and reorganizations should continue to offer at-
tractive rewards.   Lastly, leverage, which was 
shunned in 2008 and 2009, is much more available 
and may allow funds to enhance returns. 
 
 
Global/Macro 
(YTD: +22.34 % / NOV: +1.46%) 
 
The Hennessee Global/Macro Index increased 
+1.98% in December (+24.58% YTD).  After large 
declines in 2008, markets rebounded dramatically in 
2009, resulting in gains for global equity markets and 
commodities.  Investors heavily invested in risk assets, 
driving emerging markets equities and commodities 
higher, while U.S. dollar and Treasuries declined.  
Managers generated the largest profits long emerging 
market equities, short the dollar and Treasuries, and 
long precious metals, specifically gold.  Hedge funds, 
fearful that the market was in a bear market rally, 
underperformed equity markets as managers held 
conservative exposures for much of the year. 
 
International equities outperformed those in the US, 
with the MSCI EAFE increasing +1.36% in Decem-
ber, ending the year up +27.75%.  Stimulus packages 
and rate cuts enacted in 2008 took effect in 2009, 
helping to increase liquidity, which drove equity 
prices from March forward.  Interest rates in devel-
oped nations have been consistently held at extremely 
low levels and investors expect these to be held 
throughout the first half of 2010.  Developed markets’ 
economic recovery lagged that of the emerging mar-
kets, but showed signs of stabilization in late 2009.  
Yearly GDP is estimated to be -3.4% for developed 
countries, but expected to be positive in emerging 
markets, at +1.9% year-over-year.  Many believe that 
global economic recovery is in full swing and markets 
will continue to increase throughout 2010.  

 
 
Managers have increased capital at work throughout 
2009.  Beginning the year with very conservative posi-
tioning, many managers were cautious in deploying 
capital as they anticipated markets were in a bear mar-
ket rally.  Hedge funds held high cash positions in 
2009 but in an attempt to capture some of the market 
upswing began to increase exposures throughout the 
year.  In 2010, managers believe international equi-
ties will continue to increase, as the recovery in the 
developed nations will further contribute to market 
advances.  Despite rallies in 2009, many markets are 
still undervalued relative to historical levels, and in-
creased exports to the United States will help to bol-
ster further exporting nations such as Asia and Latin 
America, assuming the US economy continues to re-
cover.   
 
Europe 
 
European equities also increased in 2009, with the 
MSCI Europe Index increasing +31.24% over the 
year. Most notable among the Eurozone was the 
decoupling of countries within the area.  Germany 
and France led the region in the economic recov-
ery, while Greece and Spain continued to lag.  One 
reason for the disparity between countries is higher 
levels of debt and economic instability in the latter 
countries.  Unemployment is expected rise to 10% at 
the end of 2009, which while still increasing, is mov-
ing at a much slower rate.  While many European 
companies saw collapsed revenues throughout the 
year, many remained profitable by reducing costs.  
Government stimulus heavily contributed to equity 
performance, especially in Germany, where the Euro-
pean version of “cash for clunkers” helped to raise 
equities further.    
 
 

Global Interest Rates
Source: Reuters
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Russia was the star of emerging Europe countries.  As 
oil prices spiked in 2008 and demand for oil dramati-
cally declined, Russia suffered, dropping -74.16%.  As 
commodities began to surge, Russia, a major oil ex-
porter, also surged.  Russia gained +100.32% in 2009, 
but is still far off of early 2008 valuations.  Managers 
therefore, are still seeing opportunities for profits in 
2010. 
 

    
 
Managers made profits in Europe over the year, with 
the Hennessee Europe Index returning +17.63%.  
Most profits were generated from Russia and stock 
picking in developed European nations.  Managers 
remained conservative in developed Europe.  Going 
forward, managers believe that Russia will con-
tinue to generate profits and are maintaining allo-
cations to the country.  In developed Europe, man-
agers remain bearish, as uncertainty around exit 
plans for government stimulus still exists.   
 
Asia 
 
Asia has been a focus of economic growth and the 
center of the global recovery for 2009.  Inflows to the 
region have increased, and government stimulus has 
been allocated on a seemingly un-ending basis.  In 
2009 the MSCI AC Asia ex Japan index returned 
+68.32%, led primarily by Chinese equities.  GDP 
growth was reported to be +3% across Asia, with 
China showing +8.6% GDP growth in 2009, according 
to Barclays Capital.  Trade among Asian countries 
remained robust, as China became a major world im-
porter, despite being historically known for its exports.  
In December, China and ten Southeast Asian nations 
inaugurated a free trade area, which removes tariffs on 
90% of traded goods.  This is expected to benefit 
Asian countries by providing more direct assets to re-
sources and increasing trade. Infrastructure in the 
region performed well, as much of the $585 billion 

government stimulus was allocated, not only in-
creasing imports, but tempering unemployment 
and creating domestic demand.  The Shanghai SE 
Composite Price Index finished December up 
+2.56% and increased +79.88% for the year.     
 

 
 
Managers began increasing exposures to Chinese equi-
ties in March, as the first signs of economic recovery 
appeared.  With large reserves and further room for 
government stimulus, managers remain bullish on eq-
uities for the beginning of 2010.  Managers saw large 
profits in Asia, as the Hennessee Asia-Pacific Index 
returned +24.10% over the year.  While some manag-
ers believe that the equity rally has created over-
valuation for Asian stocks, most managers believe 
that the region will continue to grow and be a top 
performer in 2010.  Furthermore, most believe that 
China, along with other emerging markets, will 
emerge from the global recession as a world economic 
leader. 
 
Japan lagged for the year, as predicted by many man-
agers.  While equities did increase, with the Nikkei 
225 finishing +19% higher, it had far lower returns 
than those of both emerging and developed markets.  
In early 2009, a collapse in exports caused the econ-
omy to decline and a strong yen made its goods less 
competitive to foreign nations.  The Nikkei is approxi-
mately -72% lower than at the end of 1989.  Investor 
sentiment generally remains bearish in Japan, but 
some managers are beginning to see opportunity 
for profitable investment.  Corporate earnings are 
slowly growing and as trade stabilizes, exports are 
expected to pick up in 2010.      
 
 
 
 

MSCI Russia Index
Source: MSCI Barra
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Emerging Markets 
 
Emerging markets led performance in 2009 on the 
back of increasing commodities, large stimulus and 
increased exports to China, with Latin America show-
ing the largest increases.  The MSCI EM Index in-
creased +74.50% over the year, a drastic reversal from 
the -54.48% decline in 2008.    Risk aversion charac-
terized investor sentiment throughout 2008, but 
risk was favored for the majority of 2009 as the 
dollar sold off, treasuries declined and emerging 
markets and commodities drastically increased. 
Growth has been stimulus driven, but is expected to 
continue.  Growth drivers have gradually shifted from 
resource availability and export growth to domestic 
consumption and infrastructure spending, which may 
lead to more internally sustained growth.   
 

 
 
Latin America outperformed other emerging mar-
kets, with Brazil leading the way.  The MSCI EM 
Latin America Index returned +98.14% y/y, with 
Brazil gaining +121.25%.  Poor weather conditions 
helped to raise prices of agricultural products due to 
tight supply, which benefited producing countries.  
Solid country fundamentals in Brazil were not enough 
to prevent an initial collapse at the onset of the reces-
sion in 2008, but the country’s healthy financial sys-
tem and capacity for domestic demand growth re-
mained major drivers in the post-crisis recovery.       
 
The Hennessee Latin American Index outperformed 
other hedge fund indices in 2009, but vastly underper-
formed equity indices, returning +51.16%.  Managers 
made the most profits in Brazil and, towards the end 
of the year, Mexico.   Currency remained volatile, but 
with the decline in the dollar, managers made profits 

in this area.  Portfolios were highly exposed to Brazil-
ian stocks, as strong fundamentals and a large safety 
blanket of reserves made them relatively guarded from 
a return to the recession.  Managers anticipate that 
growth in the region will continue through 2010, 
but at a more tempered pace.  The largest risk that 
managers anticipate is an overabundance of demand 
for goods as international markets recover.  Domestic 
demand in emerging markets has become much 
more robust, but as developed economies recover 
and increase demand for goods, a shortfall in sup-
plies may lead to less capital inflow and a negative 
trade balance.  
 
Macro 
 
Macro managers made profits over the year, how-
ever returns lagged most equity markets.  The 
Hennessee Macro Index returned +11.51% for the 
year, but closed December down -0.28%.  Managers 
were profitable short the dollar, short treasuries and 
long precious metals, specifically gold year-over-year.  
Another popular trade for the year was the dollar carry 
trade.  Volatile agriculture, energy and industrial met-
als made consistent profits difficult to achieve in 2009.  
  
Commodities began the year in decline, after the 
Reuters/Jefferies CRB Index decreased by -35.04% in 
2008.  Commodities appeared weak in January and 
February, but then rallied to end 2009 up +23.65%.  
The S&P GSCI Crude Oil Spot increased more than 
+70% over the year, but is far off the highs hit in 
2008.  As emerging markets continue to grow, they 
are consuming more oil.  Managers believe that this 
trend will continue, and as prices are still well below 
historical highs, many believe that oil will continue to 
increase in 2010.  Natural gas, on the other hand suf-
fered this year, as supplies increased due to advance-
ments in drilling, but demand remained constant.  
Managers remain bearish on natural gas in the near-
term. 
 

MSCI Emerging Markets and EAFE Indices
Source: MSCI Barra
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Gold shined over the year, as investors chose the 
precious metal as a hedge against currency uncer-
tainty.  Also, as liquidity has been increased globally 
due to government stimulus, gold has become a popu-
lar hedge against inflation.  Despite declines of -7.28% 
in December, investors expect gold to continue to in-
crease in the long-term.  For the year, the S&P GSCI 
Gold Spot increased by +23.96%, after being one of 
few assets to increase in 2008, returning +5.53%. 
 
Beginning in March, a popular theme amongst 
hedge funds became the reflation trade.  With mas-
sive amounts of government stimulus and excess 
liquidity being pumped into the markets, many 
managers believe that inflation was inevitable in 
the long-term.  The reflation trade is a bet that the 
economy will experience future inflation, driving up 
interest rates and commodity prices.  While interest 
rates have remained low, commodities have increased, 
largely due to large infrastructure spending in China.  
Copper showed the largest returns of +140.62%, 
mostly due to large Chinese imports in 2009.  The 
S&P GSCI Industrial Metal Spot increased +91.21% 
over the year, leading those invested in the reflation 
trade to see gains in macro portfolios. 
  
US Treasuries were profitable shorts for managers in 
2009.  Over the year, long-term treasuries declined 
with the Barclay Capital 10-year Treasury prices de-
creasing by -9.76%, and the 30-year Treasury prices 
decreasing by -25.88%.  December showed an de-
crease in treasury yields, which led to a decline in 
profits for macro managers on the month.  Some man-
agers believe that the yearly rally in equities and 
risky assets will be tempered in 2010, but most be-
lieve that the treasury yield decline is only tempo-
rary and they are continuing to hold short treasur-
ies into the new year.   

 The dollar rallied in 2008 and began 2009 positive, 
increasing in January and February.  As investors de-
creased risk aversion and began investing in risk as-
sets, the dollar saw a dramatic decline for the majority 
of 2009, with the dollar index losing –5.3% over the 
year.  In December, however, the dollar finally began 
to increase, as investors chose to allocate cash to safe 
haven assets.  The yen gained strength throughout the 
year, but the euro showed weakness.  Managers be-
lieve that the dollar will continue to decline due to 
high liquidity and excess cash in the market due to 
government stimulus.  Managers however, do see 
risks short the dollar, as uncertainty remains as to the 
effect on currencies if governments end stimulus pack-
ages or raise rates earlier than expected. 
  

 
 
In 2008, the yen carry trade was very popular among 
investors.  Towards the end of the year, however, 
other governments began to decrease interest rates and 
the yen carry trade unwound.  As US interest rates 
decreased to 0% amid the global recession, investors 
switched to the dollar carry trade, borrowing US dol-
lars and investing them in banks overseas to take ad-
vantage of higher interest rates.  As rates are not ex-
pected to increase for the first half of 2010, manag-
ers believe that the dollar carry trade will continue 
to be profitable. 
 
In contrast to 2008, investors returned to risky assets, 
reversing the “flight to quality” mentality of year-end 
last year.  With the exception of gold, safe haven as-
sets, including Treasuries and the dollar, were widely 
shorted in 2009 and commodities and emerging mar-
kets were the favored longs.  Markets were turbulent 
for the beginning of 2009, but equities rallied for the 
last three quarters of the year, on the back of govern-
ment stimulus and favorable economic data.  Manag-
ers held low exposures in an effort to preserve capi-

Reuters/Jefferies - CRB (Commodities) Index
Source: Commodity Research Bureau
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tal and protect against a dip in equities and there-
fore, underperformed the relevant market indices.  
Looking forward, managers are more resolved that 
the economy has in fact begun to recover, and most 
believe that equities in 2010 will continue to rally.   

 
HENNESSEE  

HEDGE HOG CORNER 
 
“At heart we remain strong believers in the com-
modity super-cycle – the efforts and aspirations of 
more than half the world’s population as they enter the 
world’s economy seems to us to be a powerful meta-
trend that will influence economies and markets over 
the next decade as much as it did the last.” 
 
“Emerging markets remain a key theme for inves-
tors and one that we believe will extend over the 
next 5 – 10 years as fundamentals and asset flows 
favour the asset class relative to developed markets.” 
 
In 2010 we believe that OPEC will attempt to keep oil 
prices in a range of $65 – $85 per barrel, a level that is 
seen to be good for the energy industry and consumers 
alike. 
 
“We retain a positive outlook for gold in 2010 and 
believe that, with a pick up in western economies, 
the outlook for other precious metals is also positive.” 
 
“We feel that 2010 will be a great year for long/
short equity as stocks should move based upon fun-
damentals.” 
 
“We are optimistic on distressed investing as the 
strategy typically does best after default rates peak, 
and it appears that default rates peaked in November 
2009 at a record 12.6%.” 
 
“We are optimistic on credit, but realize that going 
forward security analysis will be criti-
cal.  Everything went up in 2009, especially lowest 
rated junk.  We don’t expect this to continue.” 
 
“Companies did significant cost cutting and conserved 
cash.  Now they are sitting on piles of cash in a chal-
lenging growth environment.  Many companies will 
pursue strategic acquisitions as a path for growth.” 
 

“We think there are attractive opportunities in 
convertible arbitrage; however, not like 2009.  We 
expect to use more leverage to enhance returns now 
that it is again available.” 
 
“We expect new issuance in the convertible space to 
improve in 2010 after a dismal 2009.  Investment and 
high yield credit markets saw record issuance while 
converts were lackluster.  We expect that as equity 
and markets top out, and as investors reach satura-
tion levels for straight credit, more companies will 
be move to issue converts.” 
 
“We are short long term Treasury yields.  There are 
so many factors that will force yields higher over the 
next 1 to 3 years.  The Fed will not be able to artifi-
cially keep yields low forever.” 
 
We are seeing great classic distressed opportuni-
ties.  We are buying debt of companies in and near 
bankruptcy, working to help reorganize the company 
and exiting with an attractive combination of new debt 
and equity. 
 
“The last couple years have been a wild ride.  We 
expect 2010 to be normal… hopefully.” 
 
We continue to expect strength in the Chinese eco-
nomic recovery moving into 2010 and, coupled with 
anticipated restocking in the western world, we be-
lieve the outlook for the first half of 2010 looks posi-
tive for the resources sector. 
 
“We are very concerned that fiscal stimulus is sim-
ply causing another massive asset bubble that will 
burst and cause another crisis of confidence and a 
sell off of securities markets.” 
 
“We expect the carry trade to heat up as 2010 pro-
gresses, as policymakers hold rates at zero or low lev-
els in many advanced economies.” 
 
“The emerging economies will increasingly direct 
their own fiscal policies, while being important play-
ers in any global co-ordination of such policies.” 
 
“We do not believe that the dollar will move lower 
against all major currencies in 2010.  Given firmer 
rate expectations in the US, we gather the Japanese 
Yen will re-emerge as the world’s funding currency.”  

12 January 2010 
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