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Optimal Investment Strategies of Hedge Funds under Random Exchange Rates

Fei Wetyin, Zhang Fanhong, Li Yunhe

Department of Financial Engineering, Anhui Polytechnic University, Wuhu 241000, China

Abstract: Based on the framework of prospect theory, this paper investigates the impacts of exchange rates on
optimal investment strategies of a hedge fund manager with incentive fees. First, through /to formula we derive the
dynamics of risky assets prices denoted by the native currency under random exchange rates. Then, under
maximizing the manager’s expected utility of the terminal wealth converted by the exchange rate, through using the
martingale methodology, the optimal investment strategy is obtained. Finally, we quantitatively analyses the
impacts of the exchange rate, incentive fees and the manager’s own stake in the fund on the optimal investment
strategy of a hedge fund manager through a numerical simulation.

Key words: Hedge funds; Random of exchange rate; Incentive fees; martingale methodology; optimal portfolio
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