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Alternative mutual funds continued to see  
record inflows in the third quarter of 2009, of an 
estimated $2.98 billion. Year-to-date flows 
through September have exceeded $8.4 billion. 
Most of these assets, $6.7 billion, flowed  
into funds in Morningstar’s long-short category. 
Flows experienced by these funds in 2009  
significantly top the annual inflows of the past 
10 years. Currency funds, which are fewer  
in number than long-short funds, showed only 
modest inflows of $127 million during the  
third quarter.
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Under Management

In the third quarter of 2009, long-short mutual 
funds’ assets under management increased 
12% to $30.5 billion. Currency mutual funds 
saw an 18.8% increase in assets, while  
bear-market mutual fund assets fell 1.9% in the 
second quarter due to poor performance.  
Total assets in alternative mutual funds as of 
Sept. 30—$35.8 billion—represent a 34% 
increase over 2008 year-end assets.  

Flows and Assets Under Management: Alternative Mutual Funds
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Hedge funds enjoyed inflows for the first time 
since the second quarter of 2008. A total  
of $2.5 billion flowed into hedge funds in the 
third quarter, a figure that would have  
been larger had it not been for substantial  
redemptions from a single, large multistrategy 
hedge fund in September. Funds in the  
Europe equity and global trend hedge fund 
categories received the bulk of the inflows,  
at $2.0 and $2.5 billion, respectively,  
while the multistrategy and global debt  
categories saw outflows of $4.95 billion and 
$1.2 billion, respectively.  

Quarterly Hedge Fund Assets  

Under Management

Single-manager hedge fund assets grew in the 
third quarter by 8.2%, as a result of both  
inflows and positive performance. Hedge fund 
assets are still down 34%, however, since  
the second quarter of 2008. In contrast to  
single-manager hedge funds, hedge fund of fund 
assets continued to free fall. Assets dropped 
18% in the third quarter of 2009 and are down 
46% since June 30, 2008. 

Flows and Assets Under Management: Hedge Funds
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Alternative Fund Performance
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Growth of a $10,000 Alternative Investment

Hedge funds and long-short mutual funds rallied 
along with the equity markets in the third  
quarter of 2009 but are still down about 8% on 
average over the last 18 months. As global 
equities are still off approximately 19% in the 
18 months ended June 2009, alternative  
investments have successfully hedged much of 
the equity markets’ losses. Investors, however, 
would have still fared significantly better 
in a risk-free or cash investment over this  
time period. 

Performance of Alternative Investments  

Over Time

The Morningstar 1000 Hedge Fund Index  
increased by 7.3% in the third quarter, about  
1 percentage point more than global bonds  
but 11 percentage points short of global  
equities. Long-short mutual funds grew by  
2 percentage points less than the hedge  
fund average, but mutual fund strategies do not 
employ the levels of leverage that hedge  
funds do. Over the last year, hedge funds of 
funds and long-short mutual funds have  
performed roughly on par with each other,  
but hedge funds of funds have outperformed 
over the last three and five years. 

Alternative Investment Performance
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Morningstar Alternative Mutual Fund Category Averages: Quarter 3 2009 Total Returns %
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Alternative Mutual Funds

Because of the continued rally in equity  
markets, U.S. bear-market mutual funds again 
suffered a large quarterly decline, this time  
of 19.6%. Currency funds ended up 0.9% for the 
quarter, as several currencies appreciated 
against the U.S. dollar. U.S. long-short mutual 
funds participated in only some of the stock 
market’s gains (due to hedging), returning 5.3% 
in the third quarter versus the S&P 500’s  
15.6% rise.  

Hedge Funds

Hedge funds benefited from the equity market 
rebound, especially hedge funds trading  
in the higher-beta, less liquid markets. The 
Emerging Markets Equity and U.S. Small  
Cap Equity Hedge Fund Indexes sported the 
biggest gains, at 12.7% and 12.5%, respec-
tively, while the Morningstar Short Equity 
Hedge Fund Index lost 4.2%. Equity arbitrage 
funds gained 2.5% as many of these funds trade 
volatility, which remained relatively stable 
throughout the quarter. 

Q3 Performance by Category
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Only five alternative investment category  
indexes and averages failed to provide positive 
returns over the three years ended in  
September 2009: Distressed Securities (–1.2%), 
Developed Asia Equity (–0.2%), Global Debt 
(–2.3%), Bear Market (–9.6%), and Long  
Short (–1.4%). Several hedge fund category 
indexes, including Convertible Arbitrage,  
Corporate Actions, Global and U.S. Equity, and 
MultiStrategy, pushed back into the black  
after strong performance in the third quarter. 
Funds in the Morningstar Global Non-Trend 
Hedge Fund Index provided the best risk-adjust-
ed return on average, with a low three-year 
annualized standard deviation of 5.7%  
and gains of 7.5%, while funds in the bear-
market mutual fund category proved the worst 
on average, with three-year return and  
annualized standard deviation figures of –9.6% 
and 29.5%, respectively.

Risk versus Return: Alternative Mutual Funds and Hedge Funds
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Correlations by Alternative Fund Strategy 
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Three-Year Correlations: Alternative Mutual Fund Categories	 1	 2	 3	 4

	 1	 US OE Long-Short Cat Avg	 1.00			 

	 2	 US OE Bear Market Cat Avg	 –0.92	 1.00		

	 3	 US OE Currency Cat Avg	 0.42	 –0.27	 1.00	

	 4	 Morningstar 1000 HF Index	 0.91	 –0.74	 0.46	 1.00

Three-Year Correlations: Hedge Fund Category Indexes	 1	 2	 3	 4	 5	 6	 7	 8	 9	 10	 11	 12	 13	 14	 15	 16

	 1	 Morningstar Convtbl Arbitrage HF USD	 1.00															             

	 2	 Morningstar Corporate Actions HF USD	 0.89	 1.00														            

	 3	 Morningstar Debt Arbitrage HF USD	 0.95	 0.90	 1.00													           

	 4	 Morningstar Distressed Sec HF USD	 0.74	 0.84	 0.83	 1.00												          

	 5	 Morningstar Dvlp Asia Equity HF USD	 0.83	 0.87	 0.86	 0.68	 1.00											         

	 6	 Morningstar EM Equity HF USD	 0.82	 0.94	 0.86	 0.80	 0.91	 1.00										        

	 7	 Morningstar Equity Arbitrage HF USD	 0.79	 0.85	 0.79	 0.63	 0.83	 0.82	 1.00									       

	 8	 Morningstar Europe Equity HF USD	 0.83	 0.92	 0.86	 0.77	 0.87	 0.92	 0.92	 1.00								      

	 9	 Morningstar Global Debt HF USD	 0.94	 0.91	 0.93	 0.83	 0.80	 0.86	 0.83	 0.88	 1.00							     

	10	 Morningstar Global Equity HF USD	 0.86	 0.94	 0.88	 0.78	 0.93	 0.95	 0.92	 0.96	 0.87	 1.00						    

	11	 Morningstar Global Non Trend HF PUSD	 0.62	 0.73	 0.67	 0.51	 0.76	 0.75	 0.88	 0.80	 0.64	 0.84	 1.00					   

	12	 Morningstar Global Trend HF USD	 0.05	 0.23	 0.10	 0.11	 0.24	 0.24	 0.51	 0.38	 0.09	 0.35	 0.68	 1.00				  

	13	 Morningstar Multi-Strategy HF USD	 0.91	 0.97	 0.93	 0.86	 0.88	 0.92	 0.87	 0.92	 0.93	 0.95	 0.76	 0.29	 1.00			 

	14	 Morningstar Short Equity HF PUSD	 –0.51	 –0.34	 –0.50	 –0.22	 –0.27	 –0.23	 –0.45	 –0.38	 –0.43	 –0.32	 –0.31	 –0.04	 –0.35	 1.00		

	15	 Morningstar US Equity HF USD	 0.87	 0.93	 0.86	 0.86	 0.84	 0.91	 0.76	 0.85	 0.88	 0.91	 0.63	 0.13	 0.94	 –0.22	 1.00	

	16	 Morningstar US Small Cap Eqty HF USD	 0.84	 0.92	 0.88	 0.85	 0.90	 0.94	 0.78	 0.87	 0.86	 0.93	 0.69	 0.19	 0.94	 –0.20	 0.96	 1.00
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Correlation of Hedge Funds to U.S. Stocks and Bonds	 S&P 500 Correlation (USD)				   BarCap US Agg Correlation (USD)

		  2006-10-01 to	 2004-10-01 to	 1999-10-01 to		  2006-10-01 to	 2004-10-01 to	 1999-10-01 to 
		  2009-09-30 	 2009-09-30	 2009-09-30		  2009-09-30 	 2009-09-30	 2009-09-30 
		  3-Year	 5-Year	 10-Year		  3-Year	 5-Year	 10-Year

US OE Long-Short		  0.94	 0.93	 0.72		  0.31	 0.19	 0.16

US OE Bear Market		  –0.97	 –0.96	 –0.94		  –0.43	 –0.34	 0.00

US OE Currency		  0.34	 0.25	 0.11		  0.24	 –0.03	 0.31 
 

			 
Correlation of Hedge Funds to U.S. Stocks and Bonds	 S&P 500 Correlation (USD)				   BarCap US Agg Correlation (USD)

		  2006-10-01 to	 2004-10-01 to	 2003-01-01 to		  2006-10-01 to	 2004-10-01 to	 2003-01-01 to 
		  2009-09-30 	 2009-09-30	 2009-09-30		  2009-09-30 	 2009-09-30	 2009-09-30 
		  3-Year	 5-Year	 Since Index Inception 		  3-Year	 5-Year	 Since Index Inception 

Morningstar 1000 HF USD		  0.77	 0.76	 0.76		  0.33	 0.20	 0.23

Morningstar Convtbl Arbitrage HF USD		  0.72	 0.69	 0.65		  0.50	 0.38	 0.35

Morningstar Corporate Actions HF USD		  0.73	 0.72	 0.72		  0.28	 0.16	 0.17

Morningstar Debt Arbitrage HF USD		  0.74	 0.71	 0.68		  0.47	 0.34	 0.37

Morningstar Distressed Sec HF USD		  0.74	 0.73	 0.72		  0.05	 –0.04	 0.01

Morningstar Dvlp Asia Equity HF USD		  0.77	 0.72	 0.68		  0.44	 0.26	 0.19

Morningstar EM Equity HF USD		  0.78	 0.76	 0.74		  0.26	 0.16	 0.22

Morningstar Equity Arbitrage HF USD		  0.59	 0.56	 0.54		  0.44	 0.25	 0.29

Morningstar Europe Equity HF USD		  0.74	 0.69	 0.70		  0.39	 0.23	 0.25

Morningstar Global Debt HF USD		  0.76	 0.74	 0.71		  0.40	 0.30	 0.32

Morningstar Global Equity HF USD		  0.77	 0.76	 0.76		  0.33	 0.20	 0.19

Morningstar Global Non Trend HF USD		  0.43	 0.45	 0.42		  0.34	 0.18	 0.32

Morningstar Global Trend HF USD		  –0.04	 0.07	 0.11		  –0.02	 –0.07	 0.11

Morningstar Multi–Strategy HF USD		  0.75	 0.73	 0.71		  0.30	 0.16	 0.22

Morningstar Short Equity HF PUSD		  –0.16	 –0.11	 –0.11		  –0.56	 –0.49	 –0.31

Morningstar US Equity HF USD		  0.86	 0.85	 0.85		  0.19	 0.10	 0.11

Morningstar US Small Cap Eqty HF USD		  0.88	 0.87	 0.86		  0.24	 0.13	 0.11

Correlations of Alternative Funds to Traditional Asset Classes 
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Net Fund Additions by Month

In the third quarter of 2009, Morningstar’s 
hedge fund database experienced a small  
net increase of 13 funds, as additions  
in July outweighed dropouts in August and  
September. This quarter marked the first quarter 
of net additions to the database since the  
third quarter of 2008. (Funds drop out because 
they have liquidated or because they  
refuse to share performance data, typically due 
to poor performance.) 

Month-End Database Fund Levels 

As of Sept. 30, 2009, Morningstar’s hedge fund 
database reached 8,122 funds. This figure  
includes both single-manager hedge funds and 
funds of hedge funds, which account for  
approximately 3,100 and 5,000 funds, respec-
tively. As of the end of the third quarter,  
the number of funds in the database had almost 
rebounded to March 2009 levels. 

Morningstar Hedge Fund Database Overview as of 12-7-09
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Morningstar Hedge Fund Database by Region	 Region		  # Funds

	 North America/Carribbean		  5,951
	 Africa		  13
	 Asia/Australia		  375
	 Europe		  2,280
	 South America		  12
	 Total		  8,631

North America & Surrounding	 5,951
Cayman Islands	 2,098
British Virgin Islands	 660
Canada	 202
Netherlands Antilles	 52
Belize	 1

United States	 2,397
Bermuda	 531
Bahamas	 73
St. Vincent & the Grenadines	 6
Barbados	 1
	
Africa	 13
Mauritius	 9
South Africa	 3
Botswana	 1
	
Asia & Australia	 375
China	 302
Hong Kong	 5
Malaysia	 2
Marshall Islands	 1
Australia	 60

Singapore	 2
Bahrain	 2
Samoa	 1

Europe	 2,280
Luxembourg	 798
France	 266
Switzerland	 183
Sweden	 93
Spain	 40

Liechtenstein	 46
Finland	 14
Germany	 17
Denmark	 10
Cyprus	 4

Norway	 4
Andorra	 2
Ireland	 249
Guernsey	 175
Italy	 107

Jersey	 93
Netherlands	 53
Isle of Man	 28
United Kingdom	 25
Austria	 13

Malta	 53
Belgium	 3
Portugal	 2
Gibraltar	 2	

South America	 12
Brazil 	 12

South america

Europe

Asia/Australia

Africa

North America/Carribbean

Hedge Funds by Region

Most hedge fund advisors in Morningstar’s 
database are located in North America
or the Caribbean, because many U.S. hedge 
funds follow a master-feeder structure
whereby an offshore feeder is set up for U.S. 
tax-exempt institutions to retain their tax  
status. In Europe, many hedge funds are located 
in Luxembourg, which provides tax-haven  
status similar to Caribbean jurisdictions.  
In Asia, most hedge funds in the database are 
located in China. 

Hedge Funds by Location

The United States and the Cayman Islands 
house the largest number of hedge funds  
in Morningstar’s database. The Cayman Islands 
Monetary Authority requires registration of 
hedge funds, as long as there are more than  
15 investors, and the mandatory filing of  
certain statistics, such as assets under manage-
ment, investment strategy, and holdings  
by asset class. 

Morningstar Hedge Fund Database Overview as of 12-7-09
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Type	 Rank	 Service Provider	  % of Database

Prime Broker	 1	 Morgan Stanley	 16.37
	 2	 Goldman Sachs	 15.17
	 3	 UBS AG	 8.52
	 4	 Banc of America Securities LLC	 5.04
	 5	 Credit Suisse	 5.04
	 6	 JP Morgan	 4.28
	 7	 Deutsche Bank AG	 4.12
	 8	 Guosen Securities Co., Ltd. 	 2.24
	 9	 Citigroup	 2.08
	 10	 Newedge Group Inc.	 1.84 

Auditor	 1	 Price Waterhouse Cooper LLP	 23.09
	 2	 Ernst & Young	 18.31
	 3	 KPMG	 18.16
	 4	 Delloite & Touche	 14.81
	 5	 Rothstein Kass	 5.42
	 6	 Grant Thornton LLP	 3.06
	 7	 BDO Seidman Financial Services Ltd.	 1.51
	 8	 McGladrey & Pullen LLP	 1.29
	 9	 Cabinet Patrick Sellam	 1.11
	 10	 Eisner LLP	 1.05 

Administrator	 1	 Citco Fund Services Ltd	 11.66
	 2	 HSBC Financial Services	 5.00
	 3	 Apex Fund Services Ltd.	 3.44
	 4	 Fortis Fund Services	 2.81
	 5	 BNY Fund Management	 2.72
	 6	 China Resources SZITIC Trust Co., Ltd	 2.65
	 7	 Citi	 2.63
	 8	 Northern Trust	 1.97
	 9	 UBS AG	 1.79
	 10	 Bisys Hedge Fund Services	 1.72 

Legal Counsel	 1	 Seward & Kissel LLP	 7.85
	 2	 Walkers Group	 5.61
	 3	 Maples & Calder	 5.11
	 4	 Dechert LLC	 4.34
	 5	 Elvinger, Hoss & Prussen	 4.12
	 6	 Schulte Roth & Zabel LLP	 3.87
	 7	 Simmons & Simmons	 3.82
	 8	 Sidley Austin LLP	 2.90
	 9	 Appleby	 2.60
	 10	 Conyers Dill & Pearman	 2.35

Service Providers

Morgan Stanley and Goldman Sachs account for 
the largest percentage of prime brokerage  
service providers in Morningstar’s database, 
with more than a 31% share combined. The big 
four accounting firms are used by 74% of the 
database. Citco Fund Services provides adminis-
tration services to the largest number of  
funds in Morningstar’s database, accounting for 
more than 11% of funds. China Resources  
SZITIC Trust Co. emerged as one of the top 10 
administrators in the database this quarter,  
as the firm hosts China’s largest platform for 
trust-based hedge funds. Seward and Kissel  
LLP is the largest legal service provider to hedge 
funds in the database. 

Morningstar Hedge Fund Database Overview as of 12-7-09
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