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Fed lowering rates, weakening dollar 
and inflation fears lent support to 
commodities across the board.  Gold 
approached $900 an ounce.  

The crumbling 
housing market 
hit REITs hard.   

Emerging markets defied gravity, 
posting a positive return in a 
generally poor equity market.  

The global risk sell off and further 
rate cuts by the Fed drove up 
bond prices around the world.  

Despite the turmoil and volatility, 
Hedge Funds remained positive.  
Broad diversification across 
strategies was beneficial.    

Unlike long-only strategies, 
long/short equity managers have 
the ability to become defensive 

when markets turn.    

Investors’ nonchalance about equity 
risk reversed gears in November and 
December.  All portions of the 
equity market, regardless of size or 
quality, ended the quarter down.    

Risk continued to be rewarded over 
the past 5-years, but 10-year returns 
are quite muted.  2007 did take some 
of the steam out of U.S. small caps. 

Over the past 12-months a risk 
adverse investor and a declining 

dollar drove up global bonds. 

REITs fell hard after a long bull run.  Hedge funds outperformed bonds 
across all periods and Hedged Equity substantially outperformed 
traditional equity markets over the past 10-years.   

N/A 

U.S. bonds have beaten the 
S&P over the past 10-years.  
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U.S. Economic Environment 
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The Fed lowering rates not only boosts 
inflationary pressures, but erodes the Dollar 
versus most foreign currencies.  
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The dollar continued to depreciate 
against major currencies. 

icntervention. 

 

The big Q:  Can the Fed engineer a 

soft landing without spiking inflation? 

Although unemployment is 
relatively low on a historical basis, 
will the recent uptrend continue? 

 

Will inflation remain under control?  
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The subprime crisis and slowdown in the U.S. 
economy pushed the Fed to fend off a possible 
recession…… 
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Weakness in the U.S. Dollar aided 
international returns for unhedged U.S. 
based investors. 
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High Quality Stocks with 
Low Levels of Debt 
Financing Outperformed 

Both Domestically and Globally, quality growth 
continued its dominance during 2007. 
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Oil prices nearing 
$100 per barrel held 
up energy stocks. 

The subprime housing 
situation caused major 
U.S. Financial institutions 

to implode. 

A below average 
holiday sales season 
in conjunction with 
a U.S. economic 
slow down, hurt 
retail stocks. 

International markets did not avoid the volatility and 
economic issues that challenged U.S. markets. Much of 
Europe spent 2007 fighting the twin battles of slowing 

economies and rising inflation. 

Japan continued its long struggle 
against deflation and an 
economic downturn. 

The flight of investors to quality 
drove up prices of income 

producing stocks such as Utilities. 

The rising cost of oil and 
natural gas was beneficial 

for all Energy names. 

High demand from emerging markets 
for raw materials and commodities 
bodes well for Materials. 

As goes the U.S., so 
goes China during 
the past year. 
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Treasuries were king during a 
quarter in which concerns 
about subprime related losses 
spread to almost all sectors. 
 

Many of the fixed income 
problems stemmed from massive 
downgrades in CDOs, leading to 
Wall Street write-downs. 

Swap spreads peaked in 
November as risk was re-
priced following negative 
headlines. 

The pullback in risk and rising inflation 
premiums caused the steepening of the 
yield curve to continue. 
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Relative Value gains were 
made primarily in October, 
driven by volatility arbitrage 

strategies. 

Currency themes were huge 

drivers of performance among 
macro strategies, specifically 
short dollar trades, global 
interest rate differential trades 
and carry trades in the 

Australian dollar. 

Fixed Income Arbitrage’s 
losses came in 
November, particularity 
those managers with 
large high yield and 
convertible arbitrage 
portfolios. 

Merger arbitrage spreads widened during 
November and December.  Deals such as 
Harrah’s, Clear Channel and BCE were all 

priced with significant value discounts. 

Volatility (measured by VIX) 
increased by 95% during 2007. Event: Type Date HFRI S&P R2000 EAFE LBA 

’91 Recession/Housing Economic 2Q-91 -0.9% -0.2% -1.6% -5.5% +1.6% 

Mexican Peso Crisis Economic 

1Q-94 -1.6% -3.8% -2.7% +3.5% -2.9% 

2Q-94 -0.3% +0.4% -3.9% +5.1% -1.0% 

4Q-94 -0.3% +0.0% -1.9% -1.0% +0.4% 

LTCM / Russia Default Liquidity 3Q-98 -5.2% -10.0% -20.2% -14.2% +4.2% 

Tech Bubble Burst Equity 

2Q-00 -0.6% -1.0% -3.8% -4.0% +1.7% 

3Q-01 -0.1% -14.7% -20.8% -14.0% +3.0% 

3Q-02 -0.6% -17.3% -21.4% -19.7% +4.6% 

Corporate Default (Enron) Credit 2Q-04 -0.7% +1.7% +0.5% +0.2% -2.4% 

Mid-Quarter Equity Spike Economic 2Q-05 -0.3% +1.4% +4.3% -1.0% +3.0% 

Subprime Mortgage News Liquidity 3Q-07 -1.5% -1.6% -3.6% -3.0% +2.1% 

GREEN highlight indicates a period when hedge funds outperformed a traditional asset class and a RED highlight indicates a period when hedge 
funds underperformed a traditional asset class.   

Performance of Hedge Funds During Periods of Market Crisis 

Over the past 17 years, hedge funds, as measured by the HFRI Conservative Fund of Hedge Funds Index, 
have had 11 negative quarters out of 68.  Even during these 11 quarters of negative ARS performance, 

traditional asset classes underperformed 62% of the time.  Diversification helped. 
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Fears of a U.S. led recession and 
housing weakness weighed on 
industrial metals prices. 

 

Geopolitical tensions  and 
consistently lower than 
expected inventories and 
drove oil to near $100/bbl. 

The credit crisis appears to 
have removed the private 
buyout “floor” from public 
equity prices, as M&A 

activity ground to a halt. 

The NAREIT Equity Index posted its 
worst quarter since 1990.  U.S. REITs 
have traded as low as 25% discount to 
NAV, which does not bode well for 
private real estate valuations. 

Source: Fortune Magazine 
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*Annualized Fourth Quarter One Year Two Year* Three Years* Five Years* Ten Years* 

U.S. Markets            

CPI 0.7 4.1 3.3 3.3 3.0 2.7 

Dow Jones Industrial Average -3.9 8.9 13.9 9.7 12.2 7.4 

Russell 3000 Index -3.3 5.1 10.3 8.9 13.6 6.2 

NASDAQ Index -1.8 9.8 9.7 6.8 14.7 5.4 

S&P 500 Index -3.3 5.5 10.5 8.6 12.8 5.9 

Russell 1000 Index -3.2 5.8 10.5 9.1 13.4 6.2 

Russell 1000 Value Index -5.8 -0.2 10.5 9.3 14.6 7.7 

Russell 1000 Growth Index -0.8 11.8 10.4 8.7 12.1 3.8 

Russell Mid Cap Index -3.5 5.6 10.3 11.1 18.2 9.9 

Russell Mid Cap Value Index -6.0 -1.4 8.9 10.1 17.9 10.2 

Russell Mid Cap Growth Index -1.7 11.4 11.0 11.4 17.9 7.6 

Russell 2000 Index -4.6 -1.6 7.9 6.8 16.2 7.1 

Russell 2000 Value Index -7.3 -9.8 5.5 5.3 15.8 9.1 

Russell 2000 Growth Index -2.1 7.0 10.2 8.1 16.5 4.3 

91-Day T-Bills Index 1.0 4.7 4.7 4.2 2.9 3.6 

Lehman Aggregate Bond Index 3.0 7.0 5.6 4.6 4.4 6.0 

Lehman Intermediate Aggregate Bond Index 2.9 7.0 5.8 4.5 4.2 5.8 

Lehman Gov't/Credit Index 3.1 7.2 5.5 4.4 4.4 6.0 

Lehman Intermediate Gov't/Credit Index 2.9 7.4 5.7 4.3 4.1 5.8 

ML 1-3 year Treasury Index 2.4 7.3 5.6 4.3 3.1 N/A 

Dow Jones AIG Commodity Futures Index 4.7 16.2 8.9 12.9 N/A N/A 

HFRI Fund of Funds Conservative Index 1.2 7.3 8.3 7.2 7.3 6.5 

HFRI Equity Hedge Index 0.9 10.7 11.2 11.0 12.2 12.0 

NAREIT Equity Index -12.7 -15.7 6.7 8.5 18.2 10.5 

Non-U.S. Markets       

MSCI EAFE Index -1.8 11.2 18.5 16.8 21.6 8.7 

MSCI EAFE Value Index -3.3 6.0 17.5 16.3 23.2 10.6 

MSCI EAFE Growth Index -0.3 16.5 19.4 17.3 19.9 6.5 

Citigroup EMI World ex-U.S. Index -4.6 7.3 17.9 19.3 27.4 12.5 

MSCI Emerging Markets Index 3.6 39.4 35.7 35.2 37.0 N/A 

S&P/Citigroup -World Broad Investment 
Grade ex-U.S. Index (unhedged) 

3.7 11.5 9.8 3.1 8.2      N/A 


