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Appendix III: Portfolio construction methodology

Methodology: Effects of increasing hedge fund allocation on traditional portfolio

To study the effects of increasing hedge fund allocation to a traditional portfolio, a base portfolio is constructed with S&P500 as proxy

for developed markets stocks, Citi world government bond index as proxy for bonds and MSCI Asia index as proxy for emerging mar-

ket stocks. MSCI Asia allocation is capped at 10% and investment horizon is from Jan 2000 – Jul 2008. The efficient frontier is then

generated using Pertrac (a financial analysis tool). As the next step, the MSCI Asia index is replaced with Eurekahedge Asia index with

the same allocation cap to form the next efficient frontier. The same step is repeated with increasing the allocation cap on the

Eurekahedge Asia index by 10% each time. As can be seen, with increasing allocation the efficient frontier moves towards left and up

indicating a reduced overall risk in the portfolio.

Methodology: Effects of various hedge fund strategies on traditional portfolio

The next study is similar to the prior one. Instead of increasing the allocation of hedge funds, individual strategies based indices are used

in the portfolio. After constructing the base portfolio with MSCI Asia index, the MSCI Asia Index is replaced with Eureka Hedge Asia

Macro index with the same allocation limits to derive the next efficient frontier. The step is repeated by replacing emerging markets allo-

cation with different Asian hedge fund strategy indices one at a time. The shift in the efficient frontier demonstrates the different risk

adjusted return characteristics of various hedge fund strategies.
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Appendix IV: Emerging market hedge fund behaviour during the credit crisis

The current on-going credit crisis has impacted global economies in an unprecedented way affecting markets across the globe.

Emerging markets weren’t insulated from this fall either and the chart below shows how the broader global equity markets have per-

formed so far this year.

In the emerging markets hedge funds universe, performance was widely dispersed based on the strategy. Obviously, the strategies that

were invested in equities, especially directional equity, have performed the worst so far (roughly in line with the S&P but far better than

MSCI EM) while the arbitrage and macro funds have been the best performers. The emerging market arbitrage index has beaten the

S&P500 by a massive 47.9% in 2008, amidst the huge turmoil in the financial markets worldwide.

2008 performance of emerging market hedge fund strategies:

Source: EurekaHedge, Yahoo Finance, MSCI Barra. Performance figures till Dec 2008
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Appendix V: Drawdown effect on terminal wealth

The concept of terminal wealth study draws heavily on the work of Amo, Harasty and Hillion (Fall 2007)66.  The analysis evaluates the

return effects of a US$100 investment in a portfolio of randomly selected hedge funds over two different time horizons, with annual rebal-

ancing. The results are then compared and contrasted with the results of the same study on a portfolio of mutual funds and a portfolio

of market indices. To understand the effects of drawdowns, the down years of 2000, 2001 and 2002 are taken as entry points. The

result of the simulated study shows that over a long term, a portfolio of hedge funds performs better than a portfolio of mutual funds (as

a proxy for conventional market-driven investment).

Fund data used

• For hedge funds, data is used from the AsiaHedge database.  From the raw data, all the funds that have an Asian 

geographic focus (ex Japan) and were active in the years 2000, 2001 and 2002 were chosen

• For mutual funds, fund data from Bloomberg is used. All the funds that have an Asian country geographic focus (ex Japan) 

and have been active for the past 10 years were chosen for the study

The base portfolio is constructed with a basket of 5 randomly drawn hedge funds from the AsiaHedge database along with the S&P500

index and Citi world government bond index used as a proxy for developed market assets. The 5 hedge funds are equally weighted at

5% each along with the bond weighting of 20% and S&P500 weighting of 55%. 

Terminal Wealth Average Calculation

• In January of the starting year, 50 different portfolios of 5 randomly selected hedge funds (with replacement) along with 

S&P500, Citi WGBI are constructed

• At the end of each year, the original US$100 plus any investment return is rebalanced amongst the constituents

• At the end of the investment horizon, the cross-sectional return statistics are derived from the 50 different terminal 

wealth paths

The study is done with entry years starting from 2000 to 2004 for the 5-year investment horizon and 2000 to 2006 for the 3-year

investment horizon.

The same analysis is repeated for two more portfolios

• Portfolio with 5 randomly selected Asian mutual funds (ex-Japan), S&P500 and Citi WGBI

• Portfolio with MSCI EM Asia Index as proxy for all Asian markets, S&P500 and Citi WGBI

6 Amo, A., Harasty, H. and Hillion, P., “Diversification Benefits of Funds of Hedge Funds: Identifying the Optimal Number of Hedge Funds”, The Journal
of Alternative Investments, Fall 2007


