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ABSTRACT

This study aims to examine the investment decisions in foreign investment funds using
Stochastic Dominance Analysis that utilizes the entire return distribution to rank the performance
of foreign investment funds because the traditional mean-variance and CAPM approaches could
be inappropriate given the nature of non-normal distribution of returns. Stochastic Dominance
approach is basically free assumption use to present a more complete picture for fund
performance appraisal and for drawing inference on the preference of investors on the funds as
well as determining the value and formulating investment strategies to identify the best
performers in terms of highest management efficiencies as a guideline for investors to decide on
their choices of capital investment. The Stochastic Dominance Model: SD is applied to 15
mutual funds which investment in Foreign Countries. Data used are the Net Asset Value starting
from June, 2005 to February, 2008.

The test on data by using Mean-Variance: MV criterion finds that 1 AM-GEM possessing
the largest mean returns and standard deviation at 6.0739 % and 14.5121 respectively. It can be
concluded that, using the MV criterion, a fund with the largest mean return may not be a good

investment choice. KGF3 provide the smallest standard deviation of 0.1695, but lower mean at



-0.0193 %. Interestingly by investigating the CAPM, the highest value of Sharpe Ratio, Treynor
index and Jensen index are 1AM-GEM, ING-FIF and 1AM-GEM at 0.1340, 288.6489 and 6.3987
respectively. But the results show that some of the return distributions are non-normal and exhibit
both negative skewness and excess kurtosis. Then Sharpe Ratio will usually overestimate and
miscalculate hedge funds performance.

Using the SD approach, the results demonstrate that RKGB is the most favorable fund
and KGF3 is the second most favorable fund whereas TISCOGEF is the least favorable fund.
This finding leads to the conjecture that the SD approach can exploit more information to decide
on fund choice than its MV and CAPM counterparts. This paper introduces a powerful SD test to
alleviate the problems that can arise if fund returns are non-normally distributed. In this case, the
traditional mean-variance and CAPM approaches could be inappropriate given the nature of non-
normal returns. Both first-order and higher-order stochastic dominance relationships amongst the
funds lead to the conclusion that investors will be better off by investing in the first-order
dominant funds to maximize their expected wealth. By investing in higher-order dominant funds,
risk-averse investors can maximize their expected utilities but not their wealth by switching from
the dominated funds to the dominant funds. It can be concluded that the stochastic dominance
approach is more appropriate compared with traditional approaches as a filter in hedge fund

selection under utility of investor compared with traditional approaches.



