Analytical Finance Practicum Project

Are Diversified Hedge Funds A New Asset Class?

Thesis:  
Diversified hedge funds, also known as fund of funds, are a necessary investment vehicle for any liquid investor seeking to optimally diversify his portfolio.  The two most prominent and liquid asset classes, equities and fixed-income securities, are frequently selected to diversify portfolios because they are negatively correlated.  There are data, however, that suggest that hedge fund returns are uncorrelated with either stock market returns or interest rates, suggesting that funds of funds should be added to optimally diversify a portfolio of investments.

Issues to explore

· Is hedge fund performance actually non-correlated with equities and fixed income securities?  Analysis:  Evaluate current literature.  Empirically explore using monthly return data from various hedge funds (Data to be obtained from funds through the fund of funds sponsor, connections with other hedge funds, and other sources).

· If hedge funds are uncorrelated with both equities and fixed-income securities, what is the performance correlated to?  Is volatility in the market the driver of hedge fund returns, and if so, what drives volatility?  Analysis:  Evaluate both individual and aggregate hedge fund returns to understand the relationship between volatility and returns.

· Is it possible to evaluate hedge fund managers on a quantifiable basis?  In other words, is this an executable strategy or is this type of investing too dependent on qualitative judgment?  Analysis:  Review Fung and Hsieh, Feb 1998, “Performance Attribution and Style Analysis:  From Mutual Funds to Hedge Funds” (Attached). 

