
 

Fourth Quarter 2014 
Hedge Fund Update

In the fourth quarter, many of the trends that 
had played out throughout 2014 continued, and 
in some cases accelerated. Like most quarters this 
year, on the surface, fourth quarter hedge fund 
returns (0.7% for the Credit Suisse Hedge Fund 
Index and 0.5% for the HFRI Fund-Weighted 
Composite Index) look disappointing when 
compared to widely quoted, US-centric equity 
market indexes (the S&P 500 returned 4.9%; 
the NASDAQ, 5.7%; and the Russell 2000®, 
9.7%). In contrast to the broad US market, 
various subsectors of the US market, like energy, 
suffered serious losses, and non-US markets 
struggled during the quarter (in US$ terms, the 
MSCI EAFE Index returned -3.6%; the MSCI 
Emerging Markets Index, -4.4%; and the MSCI 
Europe Index, -4.4%). Given widely dispersed 
strategies, exposure profiles, and geo-graphic 
focus, hedge fund performance is always difficult 
to summarize by looking at one number. 

This quarter’s update reviews trends in the fourth 
quarter and the year for long/short hedge funds, 
as well as for diversifying hedge fund strategies. 

Long/Short Hedge Fund Strategies
For many managers that focus on fundamental 
strategies, and particularly those that have an 
event bias, the fourth quarter was extremely 
challenging—and depending on exposure 
to two specific events, may have defined 
their year. In our previous update we walked 
through the specifics surrounding Fannie Mae 

and Freddie Mac and the collapse of AbbVie 
Pharmaceutical’s attempted acquisition of Shire 
PLC, but will provide a brief summary here. 

On October 1, Fannie Mae and Freddie Mac 
suffered losses in the range of 40% after a 
lawsuit filed by Fairholme Capital and Perry 
Capital was rejected (various shares continued 
to trade down over the following days, leading 
to a drop in the range of 50% following the 
event). The latter half of fourth quarter didn’t 
see much news around this topic, but given the 
size of the funds involved and the number of 
lawsuits and appeals yet to be heard, Fannie 
and Freddie will likely be discussed again in 
future quarterly updates. Over October 15 and 
16, following the Treasury Department’s rule 
changes aimed at making inversions (US compa-
nies relocating overseas for tax purposes) more 
difficult, AbbVie officially reversed course on its 
merger with Shire, leading to a massive sell-off 
for Shire (approximately 30% over the two days). 
In part because of the size of the transaction 
($55 billion), the spread was attractive enough 
for many hedge funds to get involved. In a 
traditional merger arbitrage trade, hedge funds 
are long the target (Shire) and short the acquirer 
(AbbVie)—in this case, the hedge didn’t work 
as Shire declined about 30% while AbbVie 
remained flat, creating sizeable losses for many 
funds. 
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Aside from these two events, the volatility 
and price movement in the energy market 
also created havoc (and opportunity) for 
many hedge funds. In addition to the 
dramatic decline in the spot price of oil, the 
equity securities of energy-related companies 
saw serious declines during the quarter. The 
S&P Energy Index returned -10.7% for the 
quarter, and the S&P Oil and Gas Equipment 
Services Index, -20.1% (both indexes 
returned -7.8% for the year). While turmoil in 
energy will likely create direct opportunities 
in the energy space (of note is the size of the 
potential distressed credit opportunity), most 
hedge fund managers that we have spoken 
with are still in “wait and see” mode. Some 
managers have considered the second deriva-

tive effects of lower energy prices and are 
looking at areas like consumer discretionary.  

Looking back at 2014, one of the more 
prominent themes was the continued pace of 
launch activity. Over the course of the year, 
the five largest fund launches each launched 
with more than $1 billion in assets under 
management, and combined for total assets 
of approximately $7.8 billion. While both the 
pace and size of new launches are impressive, 
what is particularly interesting to us is that in 
many cases, investors must make a decision 
on a fund before launch or risk being shut 
out of a fund permanently (as funds seek to 
open and close on day one with their desired 
capital base). From the perspective of a 
hedge fund investor, the allocator must be 
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nimble enough to move quickly and must be 
connected to the major players to have the 
necessary relationships to access oversub-
scribed new launches. 

Diversifying Hedge Fund Strategies
Volatility arrived in 2014 and accelerated into 
the fourth quarter, producing long-awaited 
strong returns in trend-following, quantita-
tive, and systematic macro strategies. In 
general, the 2014 environment was character-
ized by pronounced yield curve flattening, 
equity and fixed income directional strength, 
a collapse in commodity prices, and US$ 
strength. The spread between two- and 
30-year US Treasuries flattened by over 140 
bps in 2014, with over 60 bps of flattening 
in the fourth quarter alone; the same was 
broadly true in swaps, where spreads between 
two- and 30-year swaps flattened by 158 bps 
and 68 bps in calendar year 2014 and the 
fourth quarter, respectively. The same flat-
tening in intermediates was more pronounced 
in cash than in swaps: the spread between 
five- and ten-year Treasuries flattened over 
125 bps, and in five- and ten-year swaps by 
70 bps over the course of 2014. Turning to 
directional strength in equities and fixed 
income, the S&P 500 returned 14% in 2014, 
almost 5% of that in the last quarter. US long 
bonds (as measured by the Barclays Long 
Government Bond Index) returned nearly 
25%, with 8% of that attributable to the last 
quarter. In 2014, the US dollar strengthened 
against a broad currency basket by 10%—5% 
of that coming in the final quarter. And finally, 
oil prices fell over 45% by the end of 2014.

The very strong, continuous trends in broad 
indexes and spreads produced generally 
excellent returns among “systematic” and 
“quantitative” managers. For a group of 
quantitative futures and pure trend-following 
managers that we follow, average returns 
for November were in excess of 6% and in 
December, 2.5%. For the year, these funds 
produced an average return of 21%, ranging 
from 5.5% to 62.4%. Returns for a group 
of systematic global macro we follow were 
less pronounced, averaging 13% for 2014, 
with about 5% being generated in November 
and December. Risk premia and risk parity 
strategies we follow averaged returns of 5.6% 
and 7.4% for the year, respectively, while the 
average interest rate relative value strategy 
was flat for the quarter and returned low 
single digits for the year. 

Divergent monetary policies among central 
banks—the US Federal Reserve has ended 
quantitative easing, while the European 
Central Bank is just starting a program—and 
the potential for some of the broad trends of 
2014 to continue and new ones to emerge—
such as sharp equity corrections and the 
prospect for pronounced yield curve move-
ments in the United States and Europe—mean 
there should be clear opportunities for skillful 
macro managers in 2015. The first few weeks 
of the new year have demonstrated that as 
central banks are tested in their attempts 
at currency management, violent currency 
shifts may become the norm and will provide 
opportunities for skillful managers. ■

—Q Belk and Chuck Haigh, Managing Directors

C|A research publications aim 
to present you with insights 
from a variety of different 
viewpoints. The views of our 
Chief Investment Strategist 
can be found each quarter in 
VantagePoint.
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