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Abstract:  This study analyzes hedge fund returns on a macro-economic level. The intent of our study differs from other studies in that we do not attempt to replicate return strategies or analyze financial market sources in order to explain hedge fund returns. Instead our study, using a compilation of returns from over 2000 hedge funds, examines macro-economic hedge fund drivers’ abilities to predict returns. To an investor or an economic advisor, the influence macro indicators have over hedge fund returns is substantial. With hedge fund returns explained by macro economic variables, predictions of future economic activity can be linked directly to more profitable investment strategies for the future. We close by providing a model indicating how to choose hedge fund strategies in which to invest in different economic environments.

1. Introduction

Hedge fund strategies have long been seen as a mystery to those outside of the industry. With managers’ specific strategies held secret, most assume the mystery cannot be solved. A previous study
 has attempted to explain hedge funds by comparing returns to only financial portfolio variables. Though this research has its importance, it fails to examine the role that broad macro-economic variables play. 

Our intent differs from other studies in that we do not attempt to replicate return strategies or examine financial market sources (though we did this in an enlarged effort). Instead, our study, using a compilation of returns from over 2000 hedge funds, examines the macro-economic determinants’ of hedge fund strategies abilities to predict returns. To an investor or an economic advisor, the influence macro variables have over hedge fund returns is substantial. It has especially influenced hedge fund success during the 2008 recession. With hedge fund returns explained by macro-economic variables, predictions of future economic activity can then be linked directly to more profitable investment strategies for the future. Our study offers a theory describing what the specific macro-economic drivers of hedge fund returns are, and a method to determine hedge fund success on a strategic level.
We begin by grouping hedge funds into specific strategy styles, and combine them to make broader strategy sets. Then, we correlate each strategy’s returns with macro-economic indicators, to form a basic understanding of what indicators trend with specific hedge fund styles. From these results we delve deeper into the subject by performing regressions and analyzing how hedge funds perform with a range of macro variables present.  Both regressions and partial correlations can examine how hedge funds are influenced by macro-economic determinants. 

Our analysis is broken into two parts: U.S. macro-economic drivers and global macro-economic drivers. First, we analyze how hedge fund returns are influenced by broad U.S. macro-economic variables. After understanding how U.S. drivers influence hedge fund returns, we turn our focus onto global economic drivers, with a focus on real gross domestic product (GDP).

We conclude with a model and a method describing an investment strategy based on our research. It details which hedge fund strategies to invest in, or to stay away from, during different macro-economic regimes. We then leave you with our own predictions of which hedge fund strategies will produce the greatest returns in a future period, based on our macro-economic forecasts, and our model. 

2. Methodology of Study

To determine which macro variables to use, correlation matrices were constructed using the percentage change of 28 U.S. macro variables and 29 HFRI Hedge Fund indices.    (48 portfolio variables, and equity sector indices, were examined in a larger effort).  Leads and lags were used for each macro variable to determine which led hedge fund returns and which lagged behind them. Reflecting the forward-looking nature of financial markets, we found most of our key macro economic variables led hedge fund returns. 

Simple OLS regressions were then performed on quarterly returns of the HFR indices against the appropriate transformation of the explanatory variables, with each set of regressions using 4-5 variables that showed promising results from the preliminary correlation analysis, and could claim a level of statistical independence. Regressions took the form:
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is the quarter-over-quarter return of the HFR hedge fund index, 
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the error term.

Using the results, we went on to calculate partial correlation coefficients (see equation 2) using t-statistics and the formula listed below, 


[image: image7.wmf])]

1

(

[

2

2

2

*

+

-

+

=

K

n

t

t

r

z

z

yz









(2)

where r is the partial correlation between a hedge fund performance index and a variable, t is the t-statistic, n is the number of observations, and K is the number of variables used in the regression. Then we took the square root and used the sign of the beta associated with the variable, to give U.S. the partial correlations.

Partial correlation coefficients contrast with typical correlations in that they change depending on the variables they are grouped with. They present the association between two variables in the presence of other variables. These coefficients provide correlations that are independent of the influence from the other variables
. For example, gross domestic product (GDP), consumption, and corporate profits may all be strongly correlated to hedge fund returns, but when partially correlated, GDP may appear weakly correlated. This could be due to consumption’s large role in GDP. Partial correlations paint a completely different picture and are vital in examining hedge fund strategies’ relationship with economic variables. Partial correlations and correlations may also have different signs, changing our view on how variables affect hedge funds in a broader context.

3. Hedge Fund Strategies

The focus of our study was on 29 types of hedge fund strategies, which include Funds of Funds (FOFs), Macro, Equity Hedge, Relative Value, and Emerging Markets strategies. To compare these strategies we used indices developed by Hedge Fund Research, Inc. (HFRI). The tables below describe the grouping of funds. 
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4. U.S. Macro-Economic Variables

To uncover how hedge funds correspond to U.S. macro-economic indicators we chose three variables that we found to provide the strongest correlations with returns. The variables we found to influence hedge fund returns the most were consumption, corporate profits, and unemployment. We found that consumption and corporate profits correlated best with no leads or lags, the Unemployment Rate correlated most highly when led by one quarter. (To view regression table see Appendix).
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Hedge Fund Strategy

% Chg Q1 2008 

to Q1 2009

Difference 

from Period 

Average

HFRI Fund Weighted Composite

-15.83%

-0.11%

HFRI Fund of Funds Composite

-17.57%

-1.85%

HFRI FOF: Conservative

-16.98%

-1.26%

HFRI FOF: Diversified 

-16.63%

-0.91%

HFRI FOF: Strategic 

-20.48%

-4.76%

HFRI FOF: Market Defensive

1.32%

17.04%

HFRI Macro (Total) 

-0.06%

15.66%

HFRI Macro: Systematic Diversified

5.69%

21.41%

HFRI Equity Hedge (Total)

-22.21%

-6.49%

HFRI EH: Equity Market Neutral

-6.40%

9.32%

HFRI EH: Quantitative Directional

-21.88%

-6.15%

HFRI EH: Short Bias

20.68%

36.40%

HFRI EH: Sector - Energy/Basic Materials

-32.71%

-16.99%

HFRI EH: Sector - Technology/Healthcare 

-8.69%

7.03%

HFRI Event-Driven (Total)

-18.84%

-3.12%

HFRI ED: Distressed/Restructuring

-22.68%

-6.96%

HFRI ED: Merger Arb

-1.94%

13.78%

HFRI ED: Private Issue/Reg D 

-11.42%

4.30%

HFRI Relative Value (Total)

-11.90%

3.83%

HFRI RV: Fixed Income-Convertible Arb

-21.17%

-5.45%

HFRI RV: Multi-Strategy

-13.78%

1.94%

HFRI RV: Fixed Income-Corporate

-18.00%

-2.28%

HFRI RV: Fixed Income-Asset Backed

0.03%

15.75%

HFRI RV: Yield Alternatives

-18.78%

-3.06%

HFRI Emerging Markets (Total) 

-31.73%

-16.01%

HFRI Emerging Markets: Asia ex-Japan

-23.78%

-8.06%

HFRI Emerging Markets: Latin America

-25.93%

-10.21%

HFRI Emerging Markets: Russia/CIS

-57.61%

-41.89%

HFRI Emerging Markets: Global

-26.63%

-10.91%

Average

-15.72%

0.00%

Returns of Hedge Funds

Source: Hedge Fund Research, Inc. & Decision Economics, Inc.

Consumption trends with:

· All hedge fund strategies except Short Bias.

At first glance, one can see consumption is the most highly correlated variable for most hedge fund strategies. Consumption is linked to the driving force of demand. As demand for goods increases, more savings are invested into the stock market to chase stronger company earnings. In addition, more income is spent in the market place, increasing business revenues. This in turn increases stock prices and boosts hedge fund returns. As demand increases, it affects stock and fixed income prices. 

It influences all of the strategies except, Short Bias. Short Bias focuses on shorting equity markets and seems to be less linked to macro variables, which can explain its lack of correlation. Private Issue/Reg D strategies returned the strongest positive correlations, which, due to their micro/small cap focus, benefited most strongly from the U.S. consumption boom.  Opportunities likely emerged in this sector in recent months. Merger Arbitrage also trended highly with Consumption, suggesting that mergers are more predictable when consumption is high.
However, the striking, though perhaps predictable, result is that many of these strategies are still significantly exposed to the U.S. consumer.  With consumption representing about 70% of GDP, implications are that a sustainable turnaround in the hedge fund space will need some sort of a rebound in consumer spending, a rebound that may be less than robust in upcoming quarters given still-battered household balance sheets.  
[image: image10.wmf] 

 

HFRI Fund Weighted Composite

61

beta

1.29

1.55

0.02

-4.12

0.97

0.30

t-stat

(0.97)

(1.44)

(0.07)

(0.28)

(1.42)

HFRI Fund of Funds Composite

61

beta

1.68

0.98

0.15

-12.50

0.97

0.33

t-stat

(1.45)

(1.04)

(0.74)

(0.98)

(1.62)

HFRI FOF: Conservative 

61

beta

1.85

0.76

0.11

-10.60

0.69

0.49

t-stat

(2.47)

(1.26)

(0.81)

(1.29)

(1.79)

HFRI FOF: Diversified

61

beta

1.58

0.93

0.21

-14.09

1.01

0.30

t-stat

(1.28)

(0.93)

(0.95)

(1.04)

(1.58)

HFRI FOF: Strategic

61

beta

1.63

1.50

0.08

-14.53

1.29

0.24

t-stat

(0.93)

(1.05)

(0.25)

(0.75)

(1.42)

HFRI FOF: Market Defensive

61

beta

0.70

-0.06

0.11

13.96

0.11

0.03

t-stat

(0.71)

(0.08)

(0.62)

(1.28)

(0.22)

HFRI Macro (Total) Index

61

beta

0.58

-0.24

-0.25

31.54

0.54

0.06

t-stat

(0.46)

(0.23)

(1.13)

(2.27)

(0.82)

HFRI Macro: Systematic Div.

61

beta

-1.57

1.75

-0.27

25.79

0.27

0.05

t-stat

(1.13)

(1.55)

(1.08)

(1.69)

(0.38)

HFRI Equity Hedge (Total)

61

beta

2.14

2.13

-0.06

-11.21

1.11

0.33

t-stat

(1.29)

(1.59)

(0.22)

(0.62)

(1.30)

HFRI EH: Equity Market Neutral

61

beta

0.95

-0.38

-0.01

-5.22

0.18

0.19

t-stat

(1.54)

(0.76)

(0.10)

(0.77)

(0.56)

HFRI EH: Quantitative Directio

61

beta

0.21

3.29

-0.04

-9.20

1.68

0.18

t-stat

(0.08)

(1.59)

(0.08)

(0.33)

(1.27)

HFRI EH: Short Bias

61

beta

2.60

-4.33

-0.03

48.72

-1.42

0.06

t-stat

(0.73)

(1.50)

(0.05)

(1.25)

(0.77)

HFRI EH: Energy/Basic Material

55

beta

2.10

4.65

0.78

-45.39

1.95

0.31

t-stat

(0.63)

(1.74)

(1.21)

(1.26)

(1.12)

HFRI EH: Technology/Healthcare

61

beta

-0.74

2.60

-0.31

13.11

3.03

0.12

t-stat

(0.20)

(0.88)

(0.48)

(0.33)

(1.60)

HFRI Event-Driven (Total)

61

beta

1.53

1.94

-0.09

-4.30

0.55

0.33

t-stat

(1.20)

(1.88)

(0.39)

(0.31)

(0.83)

HFRI ED: Distressed/Res.

61

beta

1.48

1.85

0.10

-11.52

0.73

0.34

t-stat

(1.18)

(1.81)

(0.43)

(0.83)

(1.12)

HFRI ED: Merger Arbitrage

61

beta

0.88

0.55

-0.08

12.28

0.05

0.19

t-stat

(1.21)

(0.94)

(0.63)

(1.55)

(0.14)

HFRI ED: Private Issue/Reg. D

51

beta

1.41

3.10

-0.07

-13.42

-0.07

0.34

t-stat

(0.91)

(2.51)

(0.22)

(0.77)

(0.09)

HFRI Relative Value (Total)

61

beta

2.35

0.51

0.07

-3.11

0.20

0.43

t-stat

(3.10)

(0.83)

(0.49)

(0.37)

(0.51)

HFRI RV: Fixed Income-Convert.Arb

61

beta

3.49

1.08

-0.08

-22.77

0.32

0.49

t-stat

(3.39)

(1.30)

(0.42)

(2.01)

(0.61)

HFRI RV: Multi-Strategy

61

beta

1.71

0.57

0.10

-6.54

0.79

0.53

t-stat

(2.60)

(1.06)

(0.83)

(0.90)

(2.32)

HFRI RV: Fixed Income-Corp.

61

beta

1.26

1.01

0.12

-11.78

1.13

0.35

t-stat

(1.15)

(1.13)

(0.60)

(0.98)

(2.00)

HFRI RV: Fixed Income-Asset Backed

61

beta

1.15

-0.54

-0.07

21.09

0.32

0.10

t-stat

(1.29)

(0.75)

(0.42)

(2.17)

(0.70)

HFRI RV: Yield Alternatives

59

beta

2.54

0.64

0.17

-11.55

0.82

0.38

t-stat

(2.12)

(0.67)

(0.79)

(0.89)

(1.34)

HFRI Emerging Markets (Total)

61

beta

2.52

1.89

0.39

-22.52

1.96

0.21

t-stat

(0.83)

(0.76)

(0.72)

(0.67)

(1.24)

HFRI Emerging Markets: Asia ex

61

beta

0.74

1.42

-0.32

7.54

2.72

0.17

t-stat

(0.25)

(0.59)

(0.61)

(0.23)

(1.76)

HFRI Emerging Markets: Latin Amer.

61

beta

1.96

3.83

0.42

-42.87

0.82

0.18

t-stat

(0.61)

(1.48)

(0.75)

(1.23)

(0.50)

HFRI Emerging Markets: Russia/EE

58

beta

11.68

-1.69

2.29

-95.08

-0.53

0.22

t-stat

(1.81)

(0.33)

(2.08)

(1.39)

(0.16)

HFRI Emerging Markets: Global

61

beta

2.21

1.64

0.44

-20.59

1.65

0.19

t-stat

(0.77)

(0.70)

(0.87)

(0.65)

(1.11)

Source: Decision Economics, Inc., HFR & Global Insight

r 
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Regressions for Macro Variables: World Focus

U.S.     

GDP +1

Brazil 
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U.K.         

GDP +1

Corporate Profits

Corporate profits trend with:

· Fixed Income-Corporate

· Multi-Strategy

Corporate profits correlate the most strongly with Relative Value (RV) strategies. When corporate profits increase, companies are thought to be less risky and more likely to repay their debts, lowering default risk, thereby leading to lower yields and higher bond prices. Relative Value strategies involve the purchase of bonds and are open to fixed income market exposure. Fixed Income-Corporate hedge funds are influenced most by corporate profits because they are the most focused on corporate fixed income instruments. Conservative funds of funds also correlate strongly, which may indicate a higher composition of RV strategy funds. 
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0.210
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EM: Asia ex

0.033

FOF: Market Defensive

-0.010

Quantitative Directional

0.011

Macro (Total)

-0.031

Technology/Healthcare

-0.027

Fixed Income-Asset Backed

-0.101
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-0.151

Short Bias

-0.199
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0.278
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0.293
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0.298
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0.171
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0.281
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0.260
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0.127
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0.235

EM: Global
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0.030
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0.019
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-0.085
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Private Issue/Reg. D
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EM: Russia/EE

-0.023

Macro (Total)

-0.151

Fixed Income-Convert.Arb

-0.262

Short Bias

-0.104

Source: Decision Economics, Inc., HFR & Global Insight
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Five Strongest Positively & 

Negatively Correlated Strategies for 

Macro Variables

Consumption

Corporate Profits

Unemployment +1

Unemployment

Unemployment trends with:

· Equity Hedge

· Private Issue/ Regulation D

· Market Defensive

Unemployment, with a lead of one quarter, as may be expected, is negatively correlated with returns.  High unemployment indicates slow or declining business growth, falling incomes, and a lower level of discretionary consumption activity. If investors predict the unemployment rate to increase, they may pull out of the market to secure their assets and stock prices will fall. Unemployment most significantly influences Equity Hedge, Private Issue, and Market Defensive strategies. As unemployment increases, demand for equities decreases, severely affecting market performance. This not only affects the equity market, but small businesses, that make up Private Issue hedge funds, as well. Even with hedging, it appears Equity Hedge and Private Issue hedge funds fall victim to the broad equity market, which may imply a greater net long exposure than advertised.

Market defensive strategies are unique in that they outperform when unemployment is high and the market is under-performing. However, Market Defensive, like Macro, is poorly explained by macro and equity variables (shown in the r-squared) making these strategies difficult to predict.

5. Global Macro-Economic Variables

With strategies like Equity Market Neutral and Private Issue/Regulation D, which do not correlate to equity markets, it is necessary to also understand how global macro-economic variables drive hedge fund returns. In this section we will examine how hedge fund returns trend with the percentage quarterly change in U.K., U.S., Brazilian, Chinese, and Japanese real GDP.  (To view regression table see Appendix).
[image: image12.wmf]Consumption

Corporate Profits

Brazil GDP

-1.372

-21.973

1.327

Source: Decision Economics, Inc., HFR & Global Insight

Percent Change from Q1 2008 to Q1 2009

      Table 2

[image: image13.wmf]Unemployment +1

UK GDP +1

US GDP +1

China GDP +1

Japan GDP +1

72.671

-5.631

-2.400

7.100

-6.509

Percent Change from Q2 2008 to Q2 2009

Source: Decision Economics, Inc., HFR & Global Insight

United Kingdom

It correlates the most with four strategies:

· Conservative 

· Relative Value (Total)

· Multi-Strategy

· Fixed Income- Convertible Arbitrage

We found that U.K. real GDP growth correlates with best with Relative Value strategies. The U.K. may be more focused on Fixed Income investments than other countries or their treasury bonds and corporate bonds may have a larger spread than other countries. Thus when their economy grows, hedge fund returns increase.

The United States
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17.7%

HFRI EH: Short Bias

0.098

-0.199

-0.007

0.166

-0.104

5.8%

HFRI EH: Energy/Basic Material

0.089

0.241

0.171

-0.177

0.158

31.2%

HFRI EH: Technology/Healthcare

-0.027

0.118

-0.065

0.044

0.211

11.8%

HFRI Event-Driven (Total)

0.160

0.245

-0.052

-0.041

0.111

32.9%

HFRI ED: Distressed/Res.

0.157

0.237

0.058

-0.112

0.149

34.1%

HFRI ED: Private Issue/Reg. D

0.135

0.351

-0.032

-0.114

-0.014

33.6%

HFRI ED: Merger Arbitrage

0.161

0.126

-0.085

0.204

0.019

18.5%

HFRI Relative Value (Total)

0.386

0.112

0.065

-0.050

0.069

43.1%

HFRI RV: Multi-Strategy

0.330

0.141

0.112

-0.121

0.298

52.7%

HFRI RV: Fixed Income-Convert.Arb

0.415

0.172

0.056

-0.262

0.081

49.1%

HFRI RV: Yield Alternatives

0.279

0.092

0.108

-0.121

0.181

37.8%

HFRI RV: Fixed Income-Corp.

0.153

0.151

0.080

-0.131

0.260

34.6%

HFRI RV: Fixed Income-Asset Backed

0.172

-0.101

-0.056

0.281

0.094

10.0%

HFRI Emerging Markets (Total)

0.111

0.102

0.096

-0.091

0.165

20.8%

HFRI Emerging Markets: Russia/EE

0.243

0.046

0.278

-0.189

-0.023

22.4%

HFRI Emerging Markets: Latin Amer.

0.083

0.196

0.100

-0.163

0.067

18.3%

HFRI Emerging Markets: Asia ex

0.033

0.079

-0.082

0.031

0.231

17.0%

HFRI Emerging Markets: Global

0.103

0.094

0.116

-0.088

0.148

18.9%

Source: Decision Economics, Inc., HFR & Global Insight

Partial Correlations for Macro Variables: World Focus

Strategy

U.K.    

GDP +1

U.S.       

GDP +1

Brazil      

GDP +1

China    

GDP +1

Japan 

GDP +1

% Variance 

Explained

Correlates most with:

· Event Driven (Total)

· Distressed/Restructuring

· Private Issue/Regulation D

U.S. GDP correlates the strongest with Event Driven strategies. Private Issue hedge funds are primarily made up of small businesses, which is also a characteristic of the United States. We believe that most private issue hedge funds are domiciled in the United States and when the U.S. economy does well, so do Private Issue hedge funds. In addition, most hedge fund managers are located in the United States. Strategies like Private Issue and Distressed require a great amount of knowledge about the companies that are invested in. 

The U.K. and the U.S.’s real GDPs seem to drive hedge funds the most. This may be because most hedge funds are domiciled in the United States and the United Kingdom. This is shown in Chart 1.
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r squared

HFRI Fund Weighted Composite

61.00

beta

3.22

0.08

-0.17

0.35

t-stat

(5.78)

(1.08)

(1.73)

HFRI Fund of Funds Composite

61.00

beta

2.25

0.11

-0.12

0.32

t-stat

(4.37)

(1.63)

(1.34)

HFRI FOF: Conservative 

61.00

beta

1.95

0.12

-0.07

0.44

t-stat

(5.69)

(2.73)

(1.19)

HFRI FOF: Diversified

61.00

beta

2.13

0.11

-0.12

0.28

t-stat

(3.90)

(1.63)

(1.22)

HFRI FOF: Strategic

61.00

beta

2.71

0.10

-0.21

0.25

t-stat

(3.55)

(1.02)

(1.56)

HFRI FOF: Market Defensive

61.00

beta

2.46

0.02

0.18

0.03

t-stat

(5.68)

(0.44)

(2.40)

HFRI Macro (Total) Index

61.00

beta

2.97

0.04

0.14

0.05

t-stat

(5.32)

(0.58)

(1.45)

HFRI Macro: Systematic Div.

61.00

beta

3.90

-0.12

0.10

0.11

t-stat

(6.66)

(1.56)

(1.00)

HFRI Equity Hedge (Total)

61.00

beta

4.16

0.04

-0.27

0.42

t-stat

(6.18)

(0.52)

(2.36)

HFRI EH: Equity Market Neutral

61.00

beta

2.03

0.00

0.01

0.20

t-stat

(7.56)

(0.06)

(0.30)

HFRI EH: Quantitative Directio

61.00

beta

4.15

0.07

-0.35

0.25

t-stat

(3.90)

(0.52)

(1.91)

HFRI EH: Short Bias

61.00

beta

0.14

0.00

0.55

0.07

t-stat

(0.09)

(0.02)

(2.07)

HFRI EH: Energy/Basic Material

55.00

beta

6.09

0.18

-0.45

0.29

t-stat

(4.18)

(0.95)

(1.78)

HFRI EH: Technology/Healthcare

61.00

beta

5.55

0.02

-0.31

0.17

t-stat

(3.58)

(0.08)

(1.15)

HFRI Event-Driven (Total)

61.00

beta

3.34

0.09

-0.16

0.37

t-stat

(6.18)

(1.30)

(1.75)

HFRI ED: Distressed/Res.

61.00

beta

2.84

0.16

-0.11

0.35

t-stat

(5.20)

(2.33)

(1.19)

HFRI ED: Merger Arbitrage

61.00

beta

2.65

-0.01

-0.03

0.25

t-stat

(8.74)

(0.14)

(0.57)

HFRI ED: Private Issue/Reg. D

51.00

beta

4.53

-0.08

-0.20

0.48

t-stat

(7.94)

(1.03)

(2.06)

HFRI Relative Value (Total)

61.00

beta

2.51

0.07

-0.05

0.38

t-stat

(7.28)

(1.61)

(0.92)

HFRI RV: Fixed Income-Convert.Arb

61.00

beta

2.28

0.08

-0.18

0.36

t-stat

(4.51)

(1.20)

(2.05)

HFRI RV: Multi-Strategy

61.00

beta

1.83

0.12

-0.09

0.45

t-stat

(5.92)

(2.98)

(1.67)

HFRI RV: Fixed Income-Corp.

61.00

beta

1.51

0.20

-0.15

0.40

t-stat

(3.29)

(3.31)

(1.88)

HFRI RV: Fixed Income-Asset Backed

61.00

beta

1.81

0.16

0.14

0.06

t-stat

(4.59)

(3.13)

(2.06)

HFRI RV: Yield Alternatives

59.00

beta

2.28

0.14

-0.16

0.37

t-stat

(4.33)

(2.03)

(1.76)

HFRI Emerging Markets (Total)

61.00

beta

3.35

0.34

-0.30

0.24

t-stat

(2.57)

(2.05)

(1.32)

HFRI Emerging Markets: Asia ex

61.00

beta

2.35

0.32

-0.28

0.19

t-stat

(1.82)

(1.92)

(1.28)

HFRI Emerging Markets: Latin Amer.

61.00

beta

3.49

0.15

-0.50

0.22

t-stat

(2.57)

(0.84)

(2.11)

HFRI Emerging Markets: Russia/EE

58.00

beta

6.94

0.64

-0.50

0.20

t-stat

(2.48)

(1.75)

(1.03)

HFRI Emerging Markets: Global

61.00

beta

3.14

0.28

-0.23

0.19

t-stat

(2.51)

(1.73)

(1.06)

Source: Decision Economics, Inc., Hedge Fund Research, Inc. & Data Insight

Macro-Economic Variable Regressions: U.S. Focus

        Chart 1
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0.579
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-0.204

0.132

11.5%

HFRI Equity Hedge (Total)
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-0.301

41.9%

HFRI EH: Quantitative Directio

0.463

0.069

-0.247

24.9%

HFRI EH: Equity Market Neutral

0.711

0.008

0.040

19.8%

HFRI EH: Short Bias

-0.012

-0.003

0.267

7.1%

HFRI EH: Energy/Basic Material

0.509
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-0.244

28.8%
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0.011

-0.152
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0.171

-0.228

36.9%

HFRI ED: Private Issue/Reg. D

0.760

-0.150

-0.290

47.5%

HFRI ED: Distressed/Res.

0.571

0.297

-0.157

35.1%

HFRI ED: Merger Arbitrage

0.760

-0.018

-0.076

25.0%

HFRI Relative Value (Total)

0.697

0.211

-0.122

38.4%

HFRI RV: Multi-Strategy

0.621

0.370

-0.218

45.5%

HFRI RV: Fixed Income-Corp.

0.403

0.405

-0.244

40.1%

HFRI RV: Yield Alternatives

0.508

0.266

-0.232

36.7%

HFRI RV: Fixed Income-Convert.Arb

0.517

0.158

-0.265

35.7%

HFRI RV: Fixed Income-Asset Backed

0.523

0.386

0.266

6.3%

HFRI Emerging Markets (Total)

0.324

0.264

-0.174

23.7%

HFRI Emerging Markets: Asia ex

0.236

0.248

-0.168

19.0%

HFRI Emerging Markets: Latin Amer.

0.324

0.111

-0.272

21.8%

HFRI Emerging Markets: Russia/EE

0.322

0.233

-0.140

19.8%

HFRI Emerging Markets: Global

0.318

0.225

-0.140

19.1%

Source: Decision Economics, Inc., HFR & Global Insight

Partial Correlations for Macro-Economic Variables: U.S. Focus

Strategy

Consumption 

Corp Profits 

Unemployment +1

% Variance 

Explained

Brazil

Correlates most with one strategy:

· Energy/Basic Materials

Brazil’s GDP has its largest influence over EM Russia. This may be because Russia and Brazil have similar economies and are both are strongly tied to oil. The Brazil-Russia-India-China (BRIC) investment strategy may tie these two countries together for global investors, including hedge funds.

China

Correlates most with:

· Macro (Total)

· Systematic Diversified

· Fixed Income-Asset Backed

China’s GDP seems not to influence Emerging Markets hedge fund returns as much as its equity market. China’s economy has been strong and buts its growth does not seem to influence the returns of other emerging markets. In fact, it may negatively influence other emerging markets. 

China may trend with Macro strategies because Macro strategies include CTA/Managed Futures hedge funds, which trade commodity futures. We suspect that China influences commodity pricing with their large demand for oil. 

Japan

Correlates most with:

· Conservative

· Multi-Strategy

· Fixed Income-Corporate

· EM: Asia ex Japan

From our analysis, we have found Japan to be the best country to track in order to predict Multi-Strategy and Fixed Income- Corporate hedge fund performance. Japan’s stagnant growth may be a reason for its popularity. Relative value strategies have shown to be very negatively influenced by volatility. With most volatility eliminated, hedge fund managers may be able to implement riskier strategies without fear of losing large sums of money. This also explains the relationship between Conservative fund of funds and Japan’s economy. Conservative fund of funds attempt to provide the least amount of risk and may invest in Relative Value strategy hedge funds. We also found that, even though Emerging Markets Asia attempts to exclude Japan, Japan influences EM: Asia ex Japan hedge funds. Japan has the largest economy in Asia and seems to drive countries surrounding it.

6. Conclusion

Through our research, we have found which strategies correlate best with which macro-economic indicators. With this, we are able to estimate which hedge fund strategies will provide the greatest returns. Before we predict, we must first test our theory on previous data.

Back Testing


Our focus in this section will be on the percentage change of economic indicators from Q1 of 2008 to Q1 of 2009. We are focusing on the percentage change from Q2 of 2008 to Q2 of 2009 for variables requiring a lead of a quarter. Even though Brazil leads by one quarter, we have calculated the percentage change from Q1 of 2008 to Q1 of 2009 because the data for Q2 2009 is not yet available.

                         Table 3


             Table 4

A quick-reference-grid has been created to easily determine which hedge funds will trend best with which economic indicators (Table 5 below).

                                                              Table 5

According to our economic indicators, in this recessionary period, we should choose a strategy that is negatively tied to corporate profits, Japan GDP, and U.K. GDP and positively correlated with China’s GDP. In addition, the strategy we choose must be positively or not strongly correlated to unemployment. Unemployment will be our main focus because it underwent the most dramatic change during this period.

We can see that Market Defensive, Short Bias, Fixed Income- Asset Backed, and Macro strategies correlate the most positively with unemployment and do not have a strong positive correlation with Japan or U.K. GDP. Many of these strategies correlate strongly with China’s GDP. In addition these strategies also do not strongly rely on corporate profits, making them a good choice for strategies to invest in during this recessionary period. We would predict strategies such as Equity Hedge (Total), Private Issue/Regulation D, Emerging Latin America, Fixed Income Convertible Arbitrage, and Quantitative Directional to underperform because they are negatively influenced by a rise in U.S. unemployment rates. 

Table 6
                         

After viewing Table 6, one can see that the only strategies to increase returns during this period were:

· Short Bias

· Macro: Systematic Diversified

· Market Defensive

· Fixed Income-Asset Backed

These are the same strategies we had predicted to outperform. Macro (Total) did have slight negative returns, but was far above the average. The strategies that lost the most were:

· Emerging Markets: Russia/EE

· Sector - Energy/Basic Materials

· Emerging Markets (Total) 

· Emerging Markets: Global

· Emerging Markets: Latin America

· Emerging Markets: Asia ex-Japan

· Distressed/Restructuring

· Equity Hedge (Total)

· Quantitative Directional

· Fixed Income-Convertible Arbitrage

Using our model, we were able to predict that EM Latin America, Equity Hedge (Total), and Quantitative Directional would underperform. After taking a closer look at the model, we can see that many of these strategies were negatively correlated with China’s GDP, an indicator we knew would outperform. 

A Forward Look 

We forecast, in our base case, that consumption will grow moderately, corporate profits will rise greatly, and unemployment will decline slightly. After performing this research, we predict that Distressed/Restructuring and Fixed Income-Corporate will outperform from Q4 of 2009 to Q4 of 2010. To determine which types of hedge fund to invest in the future, investors must have an idea of the future. Fixed Income Corporate and Distressed/Restructuring hedge funds have been shown to outperform during times of high corporate profits. Distressed may perform better than Fixed Income-Corporate hedge funds because they perform less badly when unemployment is high. 

We also forecast that China and Brazil’s GDP will rise greatly. Emerging Markets Russia’s returns correlate strongly with Brazil’s GDP and Macro and Fixed Income Asset Backed returns correlate with China’s GDP. Therefore, we are bullish on Macro, Fixed Income-Asset Backed, and Emerging Market Russia hedge funds between Q4 of 2009 and Q4 of 2010.

In a rosy scenario, if the U.S. economy appears to recover at a more rapid rate than we predicted and U.S. GDP is expected to increase greatly, then we would suggest investing in an Event Driven or Equity Hedge strategy because those correlate the most positively with U.S. GDP. However, those are the strategies most at risk for losses, if unemployment rates rise. 

In a pessimistic scenario, if the unemployment rate were expected to rise more than we had anticipated, then a hedge fund with a strategy such as Short Bias or Market Defensive would be profitable to invest in. Also, if U.S. corporate profits are believed to instead decline, then one might want to invest in hedge funds using a Short Bias or Macro hedge fund strategy.
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