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Fixed Income Performance 

Alternative Investments  

Commodities increased as the 

dollar weakened during the 

quarter. 

Hedge Funds were positive for 

the third consecutive quarter, 

as managers benefited from 

the normalization of spread 

relationships in the fixed 

income markets. 

Bonds posted exceptionally 

strong quarterly performance, 

fueled by  spread sectors, 

which  outperformed 

Treasuries for the second 

consecutive quarter.   

Risk appetites remained 

ravenous during the 

quarter, as equity markets 

continued the rally that 

began in March.  

Even after another wildly robust quarter for 

equities, only emerging markets have rewarded 

investors with expected “equity” returns over 

longer periods. 

Tightening spreads have dramatically 

boosted fixed income returns over the last 

6 months.  Bonds have outperformed 

equities over 10 years.   

Long/Short Equity has outperformed 

domestic equities over all periods. 

Hedged equity strategies 

lagged once again, as 

managers, skeptical of the 

economy’s ability to sustain 

any recovery, reduced net 

exposures in anticipation of 

an equity market pullback. 
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Economic Environment 

Source:  BLS 

The U.S. economy remains lethargic as consumers, who account 

for about 70% of economic activity, are either reluctant or 

unable to spend money as they did prior to 2008. 

The U.S. economy requires credit creation to grow.  While private 

sector debt is shrinking (effectively for the first time ever),  the 

Government sector is borrowing and spending like crazy to prevent 

overall domestic credit contraction.    

Source: BEA 

The enormous unfunded liabilities associated with the so-called 

entitlements of Social Security and Medicare cast serious doubt on the 

Government’s ability to sustain its current spending.  It is clear that the 

U.S. cannot meet both these obligations and the balooning obligations 

to our bondholders.  With the U.S. budget deficit now over 10% of GDP, 

something has to give.  

 

The unemployment picture continues to deteriorate.  Worse, 

official unemployment data do not reflect those who have 

dropped out of the workforce or the “underemployed.”   

 

U.S. Debt by Sector 
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While Gold prices remain near 

historical highs, the U.S. Dollar 

improved against the Euro 

during the third quarter. 

Earnings have been getting “less worse” since the fourth 

quarter of 2008, almost exclusively the result of aggressive 

cost cutting.  At some point, earnings growth will require 

improving sales figures, which have yet to materialize. 

Four Bad Bear Markets 

Source: Shiller 

Source: Standard and Poor’s 

For a brief period in the spring of 2009, U.S. equities traded below 

long-term average valuations, but never appeared “cheap” by 

historical standards.  

Equities have recovered over 50% from their March lows.  

Is the bear market over, or have investors advanced too 

far in front of the economic recovery? 
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Sector Returns – Fourth Quarter 2008 

Sector Returns – One Year Ended 12/31/08 

Country Returns – Fourth Quarter 2008 

(U.S. Dollar-based Returns) 

Source:  FactSet     
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After massively outperforming earlier in the year, 

Emerging Markets took a breather and performed on par 

with Developed Markets. 

 

With government reform fears weighing mightily on 

the sector, Healthcare stocks have lagged. 

 

The downturn left few places to hide, with all sectors excluding Consumer Staples posting double digit negative returns from the market peak on October 9, 2007. 

Australia has been the first developed country to 

emerge from recession, adding 40,000 jobs in 

September and raising interest rates – a far off 

dream for the U.S.  

 

Investors applauded the ability of mega-cap financial 

companies to raise capital and repay government bailout 

funds, snapping up shares of beaten down banks.  Sector 

returns from over the past year remain dreadful. 

“Safety Stocks” in the Consumer Staples, 

Telecommunications, and Utilities sectors trailed, with 

investors favoring low-quality, highly levered, cyclical 

companies on hopes of continued economic optimism. 
 

Export-driven Japan has faced severe challenges during 

the economic downturn and meaningfully trailed its 

developed and emerging market peers. 

 

10.1% 
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Yield curves remain steep in the developed world.  

Despite a healthy net issuance of U.S. Treasuries 

during the quarter, fears of inflation remained in 

check, as rates on the long end of the curve 

declined slightly from levels reached in June.     

Some normalcy is returning to fixed income 

markets, but rates are still elevated in 

historical terms. 

Source: Bloomberg 

TED Spread 

Global Yield Curves 
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Difference between three month T-Bill 

and three month LIBOR 

LIBOR is the rate at which 

banks will lend to each other.  

During the quarter, the spread 

between LIBOR and T-Bills 

narrowed to levels not seen 

since the start of the subprime 

meltdown.   

Source: Bloomberg 

Spread sectors continued to rally, driven by 

greater investor appetite for risk and 

government subsidies in the form of 

financial sector support.  

As spreads have collapsed, high yield bonds have now 

returned almost 50% year-to-date.   CMBS has been bid 

up in anticipation of the government programs (TALF 

and PPIP) despite eroding fundamentals. 
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Real Assets / Private Equity 

Brazil and Russia each halted market trading several 

times during the quarter in attempts to slow losses.   

Commodities A declining U.S. Dollar pushed the price of Gold to a 

record high.  Industrial metals rose on Chinese demand 

and the potential for restocking in the U.S. and Europe. 

 

Source: Census.gov 
Source: Bloomberg 

While fundraising has been 

tough, a great deal of uncalled 

capital remains on the sidelines.  

Private equity firms have struggled 

to raise new funds since the 

liquidity crunch of 2008. 

Despite recent improvement, it is unlikely that new construction will 

rebound to the levels witnessed over the last decade anytime soon. 

A massive Wheat crop in eastern Europe 

weighed on grain prices. 

 

Source: Preqin 

Source: Preqin 
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Hedge Fund Index Performance 

Convertible Arbitrage strategies had 

another excellent quarter.  The index has 

now returned over 50% year to date, 

following a horrible 2008. 

Leveraged loans and convertible bonds, sectors favored among 

hedge funds, posted another strong quarter and now trade at their 

highest levels in over one year. 

Source: Bloomberg 

Source: HFRI Research 

Funds-of-hedge-funds had another solid quarter, but one-

year returns were held back in part by the asset/liability 

mismatch facing funds-of-funds.  In order to meet 

redemption requests, managers raised large amounts of 

cash, which dragged on performance early in the year.  

Managers have only recently become fully invested.   

After massive outflows in Q4 2008 and Q1 2009, hedge 

fund asset flows appear to be stabilizing. 
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Hedge Fund Net Asset Flows - 1994 to 2009 (2nd Quarter)

Cumulative Asset Flows Asset Flows, Up Quarters Asset Flows, Down Quarters
Source: Tremont Capital Management Inc. and Lipper TASS database

Notes: Asset Flows refers to money flowing into/out of hedge funds. Asset growth/contraction as a 

result of performance is not included.

Not surprisingly, short bias managers have 

struggled during the market rally. 



 
THE MARKET ENVIRONMENT THIRD QUARTER 2009 

 

8 

 

 

 

 

 

 

*Annualized Third Quarter One Year Two Years* Three Years* Five Years* Ten Years* 

U.S. Markets       

CPI 0.1 -1.3 1.8 2.1 2.6 2.5 

Dow Jones Industrial Average 15.8 -7.4 -13.8 -3.3 1.8 1.6 

Russell 3000 Index 16.3 -6.4 -14.3 -5.1 1.6 0.7 

NASDAQ Index 15.9 3.0 -10.4 -1.1 3.1 -1.8 

S&P 500 Index 15.6 -6.9 -14.8 -5.4 1.0 -0.1 

Russell 1000 Index 16.1 -6.1 -14.5 -5.1 1.5 0.4 

Russell 1000 Value Index 18.2 -10.6 -17.3 -7.9 0.9 2.6 

Russell 1000 Growth Index 14.0 -1.8 -11.9 -2.5 1.9 -2.6 

Russell Mid Cap Index 20.6 -3.6 -13.5 -4.1 3.9 6.0 

Russell Mid Cap Value Index 23.6 -7.1 -14.1 -5.7 3.5 7.4 

Russell Mid Cap Growth Index 17.6 -0.4 -13.4 -3.1 3.7 2.2 

Russell 2000 Index 19.3 -9.5 -12.1 -4.6 2.4 4.9 

Russell 2000 Value Index 22.7 -12.6 -12.4 -6.6 1.8 8.0 

Russell 2000 Growth Index 16.0 -6.3 -11.9 -2.6 2.9 1.1 

91-Day T-Bills Index 0.0 0.4 1.5 2.6 3.0 3.0 

Barclays Aggregate Bond Index 3.7 10.6 7.1 6.4 5.1 6.3 

Barclays Intermediate Aggregate Bond Index 3.2 9.7 6.9 6.4 5.0 6.1 

Barclays Gov't/Credit Index 4.2 11.5 6.8 6.3 4.9 6.3 

Barclays Intermediate Gov't/Credit Index 3.3 10.0 6.5 6.2 4.7 5.9 

ML 1-3 year Treasury Index 0.8 3.5 4.9 5.2 4.0 4.5 

Dow Jones UBS Commodity Index 4.2 -23.7 -14.3 -4.9 -0.7 6.3 

HFR Fund of Funds Conservative Index 3.8 -3.9 -6.0 -0.9 2.2 4.3 

HFR Equity Hedge Index 8.3 6.0 -5.3 1.2 5.1 7.2 

NAREIT Equity Index 33.3 -28.4 -20.2 -12.4 1.4 9.5 

Non-U.S. Markets       

MSCI EAFE Index 19.5 3.2 -15.3 -3.6 6.1 2.6 

MSCI EAFE Growth Index 16.8 -0.8 -15.8 -3.2 5.7 0.6 

MSCI EAFE Value Index 22.1 7.3 -14.9 -4.1 6.3 4.4 

S&P/Citigroup EMI World ex-U.S. Index 22.4 10.1 -15.1 -2.9 8.4 6.9 

MSCI Emerging Markets Index 20.9 19.1 -10.8 8.0 17.3 11.5 

S&P/Citigroup -World Broad Investment Grade  

Bond ex-U.S. Index (unhedged) 
7.6 16.1 9.6 9.8 7.1 7.1 

S&P/Citigroup -World Broad Investment Grade  

Bond ex-U.S. Index (hedged) 
2.7 9.2 6.2 5.2 5.1 5.5 

Source:  Tremont Capital Management Inc. and Lipper TASS database  

Source: Tremont Capital Management 

Inc. and Lipper TASS database 
Source: Tremont Capital Management Inc. and Lipper TASS database 


