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Hedge Funds
RISING GEOPOLITICAL RISKS AND A U.S. ELECTION COULD LEAD TO TEMPERED EXPECTATIONS

Hedge funds bounced back in 2019 following a difficult 2018 
thanks to a risk on environment where both equities and fixed 
income performed exceptionally well throughout the year. A 
supportive monetary policy along with a healthy economic 
backdrop coupled with a late-breaking apparent trade truce 
between the U.S. and China helped deliver strong returns 
across the board. Global financial markets moved in concert 
throughout 2019, as strong gains were observed across 
equities, fixed income, commodities, and currencies. This 
strong global performance led to the best hedge fund returns 
seen in over a decade. 
Equity hedge strategies finished the year up 13.9%,1 as market volatility remained 
relatively muted except for short spurts around trade war concerns, Medicare 
regulations, and economic recession fears. The below chart shows the daily VIX 
index price movements throughout 2019. The average of the index was 15 which 
saw quick spikes of volatility and a subsequent snap back to calm with no time 
period of sustained volatility.

2020 Market Preview

Source: Bloomberg

Exhibit 1:  Volatility Was Muted in 2019
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TMT (tech, media, telecom) positions continued to dominate commonly held hedge fund holdings 
throughout the year, causing a basket of the most widely held hedge fund holdings to perform in-line with 
the S&P 500 in 2019. The Goldman Sachs Hedge Fund VIP Index is heavily weighted towards Info Tech, 
Communication Services, Health Care, and Consumer Discretionary. This basket of common hedge fund 
holdings held up against the S&P 500.

Source: Bloomberg

Exhibit 2:  Hedge Fund Favorites Kept Up with the S&P 
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In September, equity hedge managers with a growth focus experienced a sharp sell-off during the month, 
as the momentum factor sold off violently while the value factor rallied, which produced one of the worst 
months for alpha generation since 2010 according to Morgan Stanley Prime Brokerage. Momentum 
recovered the following month, but this was a good reminder of how quickly growth names in the TMT 
sector can sell off without any warning. The following chart shows this dynamic playing out in September 
and how the value factor outperformed for the remainder of the year.

Source: Bloomberg

Exhibit 3:  Momentum Rolled Over During the Third Quarter
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Merger Arbitrage finished the year up 6.8% as large deals were announced throughout the year, with 
companies taking advantage of cheap financing to acquire growth late in the cycle as they prepare 
themselves for an overall slowdown in the economy. Companies across all sectors and industries continue 
to face technological disruptions which has inspired cross-sector deal activity. Notable positions during 
the year included the Anadarko/Occidental deal that closed in early August after Anadarko shareholders 
voted to approve the deal. Altaba made a substantial distribution of $51.50 per share in September as 
part of its previously announced liquidation program and filed a certificate of dissolution in October. The 
bulk of Altaba’s remaining assets are comprised of cash and cash equivalents, including amounts held in 
reserve for potential tax liabilities. The company expects to make additional distributions over the next 
few years. 

Convertible arbitrage strategies returned 10.7% as one of the best performing strategies on the year. 
An uptick in single name volatility, coupled with a robust new issuance calendar — the highest in over a 
decade — provided macro tailwinds. The technology sector was the main driver of new issuance in 2019. 

Relative value ended the year 7.6% higher as strategies that provided liquidity to less liquid fixed income 
strategies were able to generate attractive returns during the year. Some large idiosyncratic positions that 
were widely held did go against credit managers, but many were able to recover and finish positive for the 
year.

PG&E was one of the most widely held companies by hedge funds during the year after the company 
filed for bankruptcy due to $30B+ in liabilities related to wildfires in 2017 and 2018. Credit and distressed 
hedge funds entered the picture following the bankruptcy filing buying up both the debt and equity of the 
company. Their rationale for doing so was on the basis that liability payments will be smaller than originally 
expected and both the equity and debt prices would recover, or they would help navigate the company 
through bankruptcy. In August the PG&E bankruptcy judge allowed a civil trial to move forward on whether 
the utility’s equipment caused the Tubbs Fire, the second worst wildfire in California history — causing the 
equity to sell off aggressively while the bonds experienced very little pressure following the ruling.  

Source: FactSet

Exhibit 4:  PG&E Equity Caused Pain for Distressed Hedge Funds
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Distressed and macro hedge funds accumulated large positions in Argentina bonds with the view that 
the country wouldn’t default on its debt. Those bets proved punishing after the country’s pro-business 
President Mauricio Macri had a disappointing showing in a primary election in August. That sent markets 
tied to Argentina into turmoil because the outcome indicated he would lose his re-election bid. Argentina 
debt traded to distressed levels following the primary results on fears the new administration would likely 
default on the debt. Despite this sell-off hedge fund managers believe the new administration headed 
by Alberto Fernandez will continue to pay creditors. The following chart shows the price action of the 
domestic Argentina BONAR bond due on 05/07/2024 and the exchange rate of the Argentine peso vs. the 
U.S. dollar.

Source: Bloomberg

Exhibit 5:  Hedge Funds Lost on Argentina Bets
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Macro hedge funds returned 6.2% for the year as managers were able to generate performance on yield 
curve trades in UK and Japanese rates along with long positioning across U.S. and European equities. 
Losses among managers throughout the year largely stemmed from emerging markets and some European 
markets.

2020 OUTLOOK
As we enter an election year we expect market volatility as more clarity comes to the forefront on who will 
be the eventual democratic nominee to face President Trump in the election. Given the uncertainty around 
the U.S. election Marquette recommends focusing on managers who take a hedged approach to investing. 
When it comes to equity hedge managers, we tend to favor those focused on a specific or limited number 
of sectors. Those managers tend to be experts in their sectors and best able to pick winners and losers 
depending on market movements and election dynamics. In Europe, the outlook remains challenging, 
as Brexit uncertainty continues and GDP growth across many of the largest countries slows further. The 
European Central Bank (ECB) stepped in due to these concerns and delivered the largest monetary 
stimulus package over the last three years in hopes of restarting growth across the region. Given all the 
uncertainties across many European countries managers that are running with a lower net exposure would 
be better positioned to profit off increased volatility across European countries. In Asia, central banks have 
also loosened monetary conditions and governments have been introducing policies to boost domestic 
growth and boost consumer sentiment. Managers that are running a hedged approach across the region 
will be positioned to profit as more news comes out regarding the U.S.-China trade developments.
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When we look at the credit markets in 2020, we see a more benign environment as corporate credit 
spreads remain near all-time tights despite decreasing market liquidity, U.S. political elections, Brexit, and 
trade tensions. Retail demand for yield supported much of the new issuance in high yield throughout 2019 
but cracks are starting to show up, as higher rated credits (BB) outperformed lower rated credit (CCC) and 
weakness has popped up in energy, retail, and health care. This has started to provide distressed hedge 
fund managers with some opportunities but not yet enough to justify an investment at this point.

In the leveraged loan market concern is growing as the Fed pivoted and lowered interest rates causing 
money to flow out of leveraged loan ETFs and mutual funds. This loss of capital has left the leveraged 
loan market heavily reliant on CLOs, which now account for the majority of the new issue market. The 
concern is as more issuers get downgraded CLOs turn into forced sellers at the B3 and B- levels, with CCC 
exposure at many CLOs capped at 7.5%. As the flood of B-rated issuance faces the prospect of widespread 
downgrades, CLOs are starting to proactively reduce exposure in order to avoid breaching CCC limits. 
This could provide distressed investments for managers as loans get dropped out of these structures, 
but Marquette recommends staying away from CLOs in the coming year as they are likely to face more of 
these issues in 2020. Marquette remains positive on credit managers that can invest both long and short 
across the credit spectrum. Given decreasing liquidity across the credit spectrum we would recommend a 
diversified approach to investing in the structured credit space. 

In merger arbitrage, we expect an increase in corporate activity ahead of the U.S. election as rates still 
remain attractive to finance such deals. This could change if disappointing news comes out regarding the 
U.S. and China trade dispute or a surprise were to pop up ahead of the U.S. election in November. 

In the macro space, a number of situations remain top of mind for investors as we enter 2020, including 
Brexit, U.S.-China trade negotiations, and additional accommodative central bank policy actions. Areas of 
opportunity for macro managers center around volatility associated with central bank actions, which are 
likely to create opportunities around curve trading and cross-country relative value trades.

With all the uncertainty expected in 2020 manager selection remains paramount when structuring a hedge 
fund portfolio. Marquette recommends focusing on managers that have a track record of generating alpha 
over an extended time period both on the long and short side. Experience will be critical as managers will 
likely need to dynamically adjust their portfolio as market conditions change rapidly. Marquette continues 
to believe hedge funds are a valuable part of clients’ portfolios given the diversification they provide, but 
investors must be prudent when selecting hedge fund managers and strategies. 

NOTES
1 All returns in this Market Preview are based on HFRI as of December 31, 2019.
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