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The aim of this document is to explain the construction of three optimal funds of hedge funds with
different risk profiles:

- A Defensive fund of hedge funds (no Equity Long / Short).

- A Conservative fund of hedge funds.

- An Aggressive fund of hedge funds with only Emerging Markets and Equity Long / Short.
The data used are from January 1997 to August 2006. The indices used to construct the fund of funds are
the EDHEC® indicesl. We use the AlternativeSoft software platform from AlternativeSoft. The results are
not a proposal to invest with the proposed weights, but simply to show the process used to construct a
fund of hedge funds.

The optimization used to construct the portfolio is a minimization of the portfolio Modified Value-at-Risk?2 .
The portfolio will have a low volatility, a high skewness and a low kurtosis. Consequently, the opfimal
portfolio will have the lowest probability of extreme negative returns for a given level of expected
annugalized return. The algorithm is the following:

min W'E(R) + zW' QW

with

max w < 40%

W : vector of optimalweight

E(R): vectorof expectedeturn

Q) : variancecovariancenatrix

Z, :inversenormalprobability at 99%(-2.33at 99%)

adjustedfor skewnessand kurtosiswith theCornish- Fisherexpansion

The Zc is adjusted for extreme returns in each hedge fund with a Cornish-Fisher expansion. A hedge fund
with high probability of extreme negative returns will receive a higher Zc with respect to a hedge fund
with the same volatility, but with a lower probability of extreme negative returns. The vector of expected
returns has been computed with the 4-Moment CAPM, using the MSCI World index as the world index
benchmark. The minimum investment in each index is 0% and the maximum 50%.

1 Available free at www.edhec-risk.com
2 Computed at the 99% level, which is the most interesting when there are skewness and kurtosis in the hedge funds.



