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George Soros is largely credited with “breaking
the Bank of England” on September 16, 1992 —
a day known as Black Wednesday.

In 1990, Britain joined the European Exchange Rate Mechanism (ERM) in an effort
to help unify European economies; however, inclusion put pressure on the Bank of
England (BOE) to maintain the pound exchange rate amid low interest rates and high
inflation, particularly relative to Germany. Recognizing this imbalance and subsequent
pressure on the BOE to maintain the currency value, Soros amassed a large short
position in pounds sterling, forcing the BOE to take further measures. Britain was
compelled to withdraw from the ERM on Black Wednesday, as it was no longer able
to support the currency above the agreed upon lower bound. Soros’ Quantum Fund
made over $1 billion in a single month by shorting the pound and other European
currencies in one of the most famous and profitable macro trades of all time.
E X C H A N G E R AT E vs. Q UA N T U M F U N D N AV

Data source: The Handbook of Hedge Funds; data as of December 1992

Global macro is a broad hedge fund categorization used to describe investment
strategies that invest across asset classes and geographies, both long and short,
based on macroeconomic principles and geopolitical views. Macro strategies can
be systematic, employing computer algorithms to determine positions and sizing;
discretionary, wherein trade decisions are made by one or multiple portfolio
managers; or a hybrid of the two approaches. Macro managers generally use
economic information such as monetary policy, trade, budgetary, economic growth,
inflation, and employment data to generate trade ideas. Additionally, both systematic
and discretionary macro strategies tend to identify and trade with trends—termed
momentum—in both portfolio and risk management.
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MARKET ENVIRONMENT
Since the Great Financial Crisis (GFC), macro strategies have posted underwhelming
returns, lagging most traditional markets and their hedge fund brethren. Macro
strategies’ nearly decade-long struggle can be attributed to low interest rates, low
volatility, and—with the exception of U.S. equities—largely trendless markets. This
period has been dominated by unprecedented, globally-coordinated monetary easing.
Unsurprisingly, investors have taken notice, and many are questioning the ongoing
merits of macro strategies.
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R AT E S
The past decade has been marked by extraordinarily low interest rates, with major
European and Asian central banks following the U.S. Federal Reserve’s (Fed) activity.
Low interest rates have supported struggling companies and economies, allowing
them to mask hardships with “easy money.”
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Macro strategies have succumbed to the low interest rate environment induced by
quantitative easing. Policy rates have been held near the zero-bound for several years
with minimal volatility. Typically a core strategy within macro portfolios, interest rates
trading has had limited directional and relative opportunities across major markets
such as the U.S., Europe, and Japan.
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C O R E R AT E S M A R K E T O P P O R T U N I T Y S E T

Data source: Bloomberg, L.P., data as of April 2018

Additionally, macro managers generally gain market exposure through the use of
derivatives contracts, which only require a fraction of the notional value to be posted
as collateral. Unencumbered cash is then invested in risk-free or low-risk, short-term
bonds and cash instruments. Prior to the GFC, cash rates were over 5%, which allowed
managers to generate meaningful returns through cash investments. Return on cash
should not be a leading driver of performance, however, short-term rates persistently
near 0% eliminated a meaningful return component for strategies using derivatives.
VO L AT I L I T Y
The low-rate market conditions have led to historically low volatility and little
dispersion across and within asset classes. Macro managers are generally agnostic as
to the direction of markets because they attempt to take advantage of both long and
short opportunities; however, opportunities on the short side have been limited. This
is somewhat attributable to quantitative easing and loose monetary policy creating
the “Fed put” that has supported struggling companies and caused headwinds for
macro and many other non-directional strategies.
C B O E V O L AT I L I T Y I N D E X

Data source: CBOE; data as of June 2018
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Over time, macro managers have generally performed well during periods of sustained,
heightened volatility. Managers can benefit from volatility, which typically creates
trading opportunities by increasing dispersion between assets. Further, volatility
is used as a direct input in the pricing of certain derivatives, such as options, that
many managers use to identify opportunities and structure positions. As depicted
in the chart, equity volatility has tracked well below historical averages, with only
intermittent spikes for most of the past decade. Heightened volatility, however, is not
in itself a sufficient condition for strong macro performance; persistence in directional
moves is also beneficial.
TRENDS
Equities have been the only asset class making persistent directional moves since late2016. Conversely, fixed income, currencies, and commodities have been range-bound
with little-to-no momentum.
Macro hedge funds typically pride themselves on low correlation to traditional
markets such as equities and bonds. As such, risk management processes generally
lead to diversified portfolios that avoid excessive directional risk in a single asset class.
Although certain managers have been able to generate profits trading the equity
trend, other asset classes have whipsawed portfolios with weak directional moves
and sharp trend reversals surrounding events such as central bank meetings and OPEC
(Organization of the Petroleum Exporting Countries) announcements.
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Most macro strategies incorporate a momentum component. Systematic trendfollowing strategies use price momentum as a direct input, while discretionary
managers tend to size-up winning positions and cut risk from detracting positions.
Markets characterized by sharp volatility spikes and quick reversals tend to whipsaw
strategies using momentum. The directional indicator chart, which illustrates greater
momentum with higher measures, shows a lack of directionality across asset classes—
instead indicating the reversal of quick trends that do not mature—since 2015.
Concurrently, macro strategies have struggled during this period.
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WHY MACRO?
Despite recent performance challenges, macro has demonstrated an ability to generate
returns over a variety of market environments. Macro strategies have historically
shown low correlation to equities and bonds, with the ability to generate profits in
up and down markets. Due to diversification benefits, adding macro strategies to
portfolios of traditional assets can help reduce volatility and enhance risk-adjusted
returns over full market cycles.
MACRO PERFORMS WELL WHEN OTHER ASSETS STRUGGLE
Comparison During Various Stock Market Cycles
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Macro strategies tend to provide their most valuable diversification benefit relative
to equity risk, which often dominates institutional portfolios. Not only do the
strategies have low correlation to equities over long-term horizons, they also have a
complementary return profile. Specifically, macro strategies tend to exhibit positive
skew, meaning that return outliers are biased toward the upside. This is the opposite
of equity returns, which demonstrate negative skew. Low correlation and positive
skew make macro strategies additive to traditional portfolios over long-term horizons,
particularly during periods of equity market stress.
A N N UA L R E T U R N D I S T R I B U T I O N

Annual Return Distribution

MSCI ACWI

16

HFRI Macro (Total) Index

14

12
10
8
6
4

NEGATIVE
EXTREMES

POSITIVE
EXTREMES

2
0

Data sources: HFR, Bloomberg, L.P.; data as of January 2018

Macro strategies are not for the faint-hearted. Positive skew means that they tend to
generate a large number of low or slightly negative returns. As such, macro strategies
are susceptible to extended periods of underperformance, as the payoff for themes
and trends could take months, quarters, or sometimes years. Additionally, certain
macro strategies tend to exhibit high volatility that is largely uncorrelated to traditional
markets such as stocks and bonds.
Macro investors should be prepared to maintain conviction through extended periods
of lackluster performance as managers’ trade theses materialize. Investors should also
consider sizing macro strategies as smaller positions. Relatively high volatility dictates
that less capital investment is necessary to achieve a commensurate impact at the
portfolio level.

OUTLOOK
Nearly a decade of unprecedented, global monetary easing has driven interest rates
and volatility lower, and asset correlations and risky assets higher. Following the GFC,
world leaders uniformly eased policy to facilitate economic recovery. As markets
rebound and exhibit signs of strength, countries tend to focus more domestically,
pursuing agendas to benefit their own citizens.
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Although there may not be the same level of divergence and imbalances that allowed
Soros to break the pound, policies across various developed and emerging markets
have seemingly begun to shift. There has been an abnormally low level of interest
rate activity across major central banks for the better part of a decade. Only recently
has the Fed begun to gradually tighten monetary policy, but the Bank of England,
European Central Bank, and Bank of Japan seem committed to easy policy and low
interest rates for the foreseeable future.
Further, a wave of populism has swept across the globe, with a number of countries
holding referendums, elections, or pursuing protectionist policies. Growing populist
support in Italy led to a historic sell-off in the country’s bonds amid fears of default
and departure from the European Union. Meanwhile, emerging economies are
experiencing a range of effects from volatility in the energy sector, rising U.S. interest
rates, an appreciating dollar, and geopolitical threats. Idiosyncratic developments
such as Turkey’s unsustainable external debt, Venezuela’s currency de-valuation, and
excessive measures to protect the currency in Argentina, could generate a range of
outcomes across certain emerging countries.
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While global divergence, volatility, and uncertainty pose risks to traditional markets,
these conditions may create a fertile trading environment for macro strategies.
Equity and bond correlation tends to be dynamic over time, not statically near or
below zero. Portfolios may not be as diversified as one would expect if equity/bond
correlations were to increase. High equity valuations combined with low but rising
rates could lead to higher correlation between equities and bonds in the future. In
such an environment, particularly one starting from low yields and rising inflation,
investors may have to rely on non-traditional asset classes to diversify equity risk—a
characteristic that macro strategies have demonstrated throughout market cycles.
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CONCLUSION
While it is nearly impossible to predict exactly when the next recession will occur
and from which area of the market it will spark, FEG believes the best strategy to
help protect capital is through proper diversification. Amid heightened equity and
bond valuations and the aforementioned global risks, macro strategies can help
insulate investment portfolios from the recessions—and even crises—that a number
of seasoned investors, such as Soros, are expecting.
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This report was prepared by FEG (also known as Fund Evaluation Group, LLC),
a federally registered investment adviser under the Investment Advisers Act of
1940, as amended, providing non-discretionary and discretionary investment
advice to its clients on an individual basis. Registration as an investment
adviser does not imply a certain level of skill or training. The oral and written
communications of an adviser provide you with information about which you
determine to hire or retain an adviser. Fund Evaluation Group, LLC, Form ADV
Part 2A & 2B can be obtained by written request directly to: Fund Evaluation
Group, LLC, 201 East Fifth Street, Suite 1600, Cincinnati, OH 45202, Attention:
Compliance Department.
The information herein was obtained from various sources. FEG does not
guarantee the accuracy or completeness of such information provided by third
parties. The information in this report is given as of the date indicated and
believed to be reliable. FEG assumes no obligation to update this information,
or to advise on further developments relating to it. FEG, its affiliates, directors,
officers, employees, employee benefit programs and client accounts may have
a long position in any securities of issuers discussed in this report.
Index performance results do not represent any managed portfolio returns.
An investor cannot invest directly in a presented index, as an investment
vehicle replicating an index would be required. An index does not charge
management fees or brokerage expenses, and no such fees or expenses were
deducted from the performance shown.
Neither the information nor any opinion expressed in this report constitutes
an offer, or an invitation to make an offer, to buy or sell any securities.
Any return expectations provided are not intended as, and must not be
regarded as, a representation, warranty or predication that the investment
will achieve any particular rate of return over any particular time period or
that investors will not incur losses.
Past performance is not indicative of future results.
Investments in private funds are speculative, involve a high degree of risk, and
are designed for sophisticated investors.
This report is prepared for informational purposes only. It does not address
specific investment objectives, or the financial situation and the particular
needs of any person who may receive this report.
Diversification or Asset Allocation does not assure or guarantee better
performance and cannot eliminate the risk of investment loss.
The purchase of interests in private equity funds involves certain risks and
is suitable only for persons of substantial financial means who have no need
for liquidity in their investment, and who can bear the risk of the potential
loss of their entire investment. No guarantee or representation is made that
the investment will be successful, that the various underlying funds selected
will produce positive returns, or that the fund will achieve its investment
objectives. Various risks involved in investing may include market risk, liquidity
risk, limited transferability, investment funds risk, non-registered investment
funds risk, valuation risk, derivative risk, venture financing risk, distressed
securities risk, interest rate risk, real estate ownership risk, currency risk, and
financial risk, among others. Investors should refer to the applicable Private
Placement Memorandum and Offering Documents for further information
concerning risks.
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