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2018 Market Preview: Hedge Funds

CAN HEDGE FUNDS KEEP THE ALPHA GOING IN 20187

2017 will be remembered for the return of alpha generation to
the hedge fund space, as stock picking on both the long and
short side of the portfolio was profitable during the year. Despite
turmoil in Washington and abroad, market volatility remained at
an all time low with the volatility index (VIX) trading below 10 for
parts of the year, well below the long-run average of 18.6.

Joe McGuane
Senior Research Analyst,

Exhibit 1: VIX Well Below Its Long-Term Average
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Equity hedge (YTD +13.2%) was the best performing strategy for the year, as alpha generation returned on
both the long and short sides. According to the Morgan Stanley Prime Brokerage unit, net alpha generation
from the sector was the best in five years. The below chart shows that shorting these companies was difficult
for the full year, with the first half of 2017 more profitable than the second half for alpha generation.

Exhibit 2: Performance by Short Interest Quintile
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Another factor that helped alpha generation was the drop in implied correlations during the year. An
environment with lower correlations is a positive for active managers, particularly those who maintain both
long and short positions. When correlations diverge, we expect stocks to trade more off fundamentals versus
moving with the general market. The below chart looks at the CBOE S&P 500 Implied Correlation index over
the past year, and shows the gradual decline of the index in 2017.

Exhibit 3: Implied Correlations Fall in 2017
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Even with equity market valuations at peaks, equity hedge managers continued to find an abundance of
opportunities across most sectors, with gross exposure remaining elevated throughout much of the year.

Event-Driven (YTD +7.3%) and Merger Arbitrage (YTD +4.1%), saw a healthy dose of corporate events during
2017, and a pro-business administration in Washington provided a tailwind for those strategies. The biggest
surprise was Amazon's purchase of Whole Foods, as it looks to attack the supermarket industry.

Exhibit 4: Amazon Acquires Whole Foods Markets
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Macro (YTD +2.3%) was the worst performing strategy in 2017, as managers had difficulty navigating global
monetary and fiscal policy. These strategies had a decent 2016, as they received a boost following the election
of Donald J. Trump. Performance reversed in 2017, however, as a lack of volatility across asset classes created
a difficult trading environment for global macro managers.

2018 OUTLOOK

We expect equity markets to move higher during the year and equity hedge strategies should be well
positioned to profit. Managers focused on the health care, financials and technology sectors will be well
positioned to profit from higher market volatility. Opportunities should continue to exist for long/short
managers as we expect dispersion to remain high across stocks.

2018 should be conducive to relative value strategies, as capital structure arbitrage is expected to remain
profitable. The unwinding of Quantitative Easing is likely to create further profit opportunities for managers
in this space. As the big Wall Street banks continue to reduce their proprietary trading in fixed income
markets, hedge funds should profit from actively trading performing credit.
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We also expect M&A activity to pick up in 2018, following the tax reform that was passed at the end of 2017.
With a lower corporate tax rate, we suspect corporations will be motivated to complete asset sales under this
new regime. Repatriation of overseas assets by corporations should lead to an increase in share buybacks,
dividends and M&A. Event driven and merger arbitrage strategies should be well positioned to profit from
this dynamic.

Macro strategies should find investment opportunities in relative value and directional positioning in
developed and emerging markets. Interest rates will continue to rise in 2018, increasing volatility among
currencies, fixed income and commodities, creating more opportunities for macro strategies.

And finally, we would be remiss in not mentioning cyrptocurrency, which has been a hot topic in 2017 and
an area where we expect hedge funds may soon start trading. Bitcoin, the most famous cryptocurreny at
the moment, recently hit a high of $20,000 (Exhibit 5), catching the attention of many on Wall Street. The
risks of trading such a new asset class are enormous, with hacking the primary concern of many, followed by
concerns about volatility and fraud. With the Commodity Futures Trading Commission green-lighting plans
by the Chicago Mercantile Exchange and the Chicago Board Options Exchange to introduce Bitcoin futures,
institutional traders can now place a bet on the price of the digital currency on a trusted exchange. Since
these products are cash-settled and exchange listed, cryptocurrency investments have been opened up to
institutional investors like hedge funds. We do not recommend Bitcoin to clients but will be closely following
the rapidly changing cryptocurrency landscape. P

Exhibit 5: Bitcoin Takes Off in 2017
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The sources of information used in this report are believed to be reliable. Marquette Associates, Inc. has
not independently verified all of the information and its accuracy cannot be guaranteed. Opinions, estimates,
projections and comments on financial market trends constitute our judgment and are subject to change without
notice. References to specific securities are for illustrative purposes only and do not constitute recommendations.

Past performance does not guarantee future results.

About Marquette Associates

Marquette Associates is an independent investment consulting firm that guides institutional investment programs
with a focused client service approach and careful research. Marquette has served a single mission since 1986 —
enable institutions to become more effective investment stewards. Marquette is a completely independent and
100% employee-owned consultancy founded with the sole purpose of advising institutions. For more information,

please visit www.marquetteassociates.com.
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