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Abstract

The debate on whether actively managed funds are able to outperform the market or their passively managed
counterparts, for that matter, is on-going for almost half a century. However, convincing empirical evidence is
yet to be presented in the financial literature. This study contributes to the debate by examining whether unit
trusts on average are able to deliver superior performance, and whether such performance persists. This
study used six performance measures (namely: nominal returns, Sharpe ratios, CAPM alphas, Fama and
French (1993) 3-factor alphas, Carhart (1997) 4-factor alphas and Ferson and Warther (1996) conditional
alphas) to test for outperformance, while contingency tables, rank tests and time series regression were used
to test for performance persistence. In order to identify the extent to which outperformance and
performance persistence exists in a South African context, the tests were applied to the gross and net
monthly total returns obtained from a sample of 151 South African domestic equity unit trusts, covering the
10-year period from 01 January 2001 to 31 December 2010. The results indicated that convincing evidence of
outperformance could not be found for the South African domestic equity unit trust industry as a whole, and
while some evidence of short-run persistence was found, the strength of the evidence decreased over the
long-run, disappearing almost entirely in some cases. The results also suggested that ‘losers’ persist more
than ‘winners’. Overall the results were sensitive to the methodology and the performance model employed,
as well as the time period examined and the length of the evaluation intervals. While the dataset was subject
to survivorship bias, the principal conclusion was that this study was unable to produce conclusive evidence
that unit trust managers on average possess superior skill, and that investors are therefore not able to choose

future ‘winners’ on the basis of past performance.
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1. Introduction

“Do Mutual Fund Managers who actively trade stocks add value?” Wermers (2000:1655)

Academics have debated this issue since the seminal paper of Jensen (1968). Although the question remains
controversial and somewhat unanswered, there are a number of studies that claim that actively managed
funds on average, underperform their passively managed counterparts. For example, Gruber (1996) and
Malkiel (2005) found evidence in the USA that equity mutual funds were not able to outperform their passive
counterparts, while Pretorius and Wolmarans (2006) and Oldham and Kroeger (2005) found similar evidence
among South African unit trusts. These studies do not provide a promising picture of active mutual fund
management; instead, studies such as these conclude that, on average, investors are better off buying a low-
expense index fund. Yet, as Gruber (1996:784) notes, the behaviour of investors is “puzzling” — “investors
continue to pour money” into actively managed funds, both in South Africa and abroad, in pursuit of

performance.

The active manager’s best proof of ability to outperform the market may be found in his or her performance
track record and this (rightfully so or not) commonly serves as the criterion on which the manager is judged
and selected by investors and employers alike. Professional investment advisors and the media devote much
time and energy to study and document the past performance of mutual funds on the premise that an
analysis thereof would indicate future winners. The track records of successful portfolio managers are also
utilised in fund marketing and several academics have even documented that historical performance is the
predominant criterion in fund selection (such as lppolito (1992); Patel, Zeckhauser and Hendricks (1994);
Gruber (1996); Deaves (2004); and Busse and Irvine (2006)). However, other academics continue to raise
questions around the persistence of performance (be it superior or inferior for that matter) and whether past
performance is a reliable indicator of future performance (for example, Wessels and Krige (2005)). Yet
investors chase returns; a good year induces an inflow of capital, and a bad year induces an outflow of capital.
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In the words of Berk (2005:28), “The flow of capital into and out of actively managed mutual funds is sensitive

to past fund performance, despite no strong evidence of performance persistence.”

However, one need only look to the financial press and a contrasting impression is created. Numerous awards
are doled out each year (such as the Raging Bull Awards and PlexCrown rankings in South Africa) and the
financial press constantly cites many an example of “star” performers such as the “legendary” Peter Lynch
and Warren Buffet, to local managers such as John Biccard and Allan Gray. Kosowski, Timmerman, Wermers

and White (2005:1) had the following to ask of Peter Lynch:

“Was the famous Peter Lynch, former manager of the Fidelity Magellan fund, a “star" stockpicker, or
was he simply endowed with stellar luck? The popular press seems to assume that his fund performed

well due to his unusual acumen in finding under-priced stocks.”

While Marcus (1990) asserts that the prolonged superior performance of the Magellan fund is difficult to
explain as a purely random outcome, the apparent superior performance of a small group of funds, such as
the Magellan fund, raises the question of whether this is credible evidence of genuine stock picking skills, or
whether it simply reflects the extraordinary luck of a few individual fund managers — after all, it is known from
statistics, that if a sample is large enough, it is only a matter of time before outliers begin to appear. Thus,
given the size and number of mutual funds in the world today’, it can be reasonably expected that some
active funds will outperform and others will underperform but “no more so than at the roulette wheel, where

some gamblers win through sheer luck” or chance (Grinold and Kahn, 2000:559).

Although the usefulness of the track record approach seems fairly plausible, a large number of academics do
not believe in this approach. This is in accordance with the Efficient Market Hypothesis (“EMH”), which
implies that past performance is no guide to future performance after adjusting for risk and other pricing
factors. Finance academics have a fairly long history of studying active manager performance in the context of
efficient markets theory. According to the strong version of the EMH, superior active management should be

impossible — that is, if security prices already incorporate all possible information (as the strong version of the

1
$23 trillion (65,735 funds) at the end of 2009 $18 trillion in 2005 — according to data from the ICI (2010:182-183).
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EMH implies), then no amount of active research should lead to any significant outperformance as there
should be no sources of superior information (Grinold and Kahn, 2000). If the hypothesis is true, then not only
can the average manager not be expected to outperform the market or their passively managed counterparts,
but even managers with the best historical record cannot be expected to keep up their performances in the

future (Meyer, 1998; and Oldham and Kroeger, 2005).

Yet, performance persistence remains a popular topic among mutual fund researchers and academics. The
persistence studies tend to focus on the issue of whether it is possible to predict future performance by using
past performance records. The topic is very central from the viewpoint of the entire performance
measurement industry since, if past performance had no prediction power over future performance, the data
collecting and ex post performance evaluation would be a unjustified procedure from the investor’s
standpoint. The only value that past performance records might in this case have would be in evaluating the
success of a portfolio manager and possibly, avoiding past ‘losers’. However, firing or recruiting a manager
based on past performance would be groundless if past performance told nothing about future performance.
Nevertheless, the performance measurement industry is growing all the time along with the mutual fund
industry. Companies such as Morningstar and Lipper — that started their business by publishing mutual fund
rankings — are employing ever more complex performance evaluation methods, while performance reviews
continue to be regularly published in Barron’s, Business Week, Forbes, and the Wall Street Journal abroad and

Personal Finance and Financial Mail in South Africa, among other publications.

While previous South African studies have been published, most of these were severely constrained by small
sample sizes. Prior to the start of the twenty-first century, the number of mutual funds (or unit trusts as they
are known locally) in South Africa was small>. Moreover, many previous studies utilised only one or two
performance evaluation models to test for evidence of superior performance and for persistence in unit trust
performance. Using a sample of 151 Domestic Equity unit trusts (including 15 Exchange Traded Funds) over

the 2001 to 2010 period, and five performance evaluation models, this study attempts to determine two

’ In December 2000, there were 334 different funds, with an asset value of R128.4 billion, of which fewer than 50 were Domestic Equity Funds —
according to data from the Association for Savings and Investments South Africa (“ASISA”), previously Association of Collective Investments South
Africa.
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things — first, whether South African Domestic Equity Unit Trusts are able to deliver superior performance (i.e.
“beat” the market), and second, whether past unit trust performance contains any predictive value with
respect to future unit performance; that is, do outperformers (underperformers) in one period remain

outperformers (underperformers) in the following period.

1.1.0rganisation of the Report

This report has been organised as follows: Section 1.2 defines some of the terms and definitions used in this
report. Section 2 comprises a literature review, which will provide an overview and brief history of the South
African unit trust industry and summarise some of the previous literature relating to the performance of
mutual funds and unit trusts. Section 3 highlights the relevance and importance of this study, Section 4
formally states the null hypotheses that this study is attempting to reject). Section 5 details the methodology
and sample data used in this study, while Section 6 discusses and interprets the results. Section 7 summarises
some of the shortcomings and limitations of this study. Section 8 provides a conclusion and suggests future
avenues for research. Section 9 lists all the references used in this study, and last, Section 10 contains the

appendices.

1.2.Definitions

For the purposes of this report, the following definitions are used:

The term Mutual Fund, which is widely used in the USA and in other countries, refers to open-ended
investment companies with redeemable shares. Mutual funds are similar to South African Unit Trusts, which
are also known as collective investment schemes. Essentially, they are both investment vehicles used by

institutional and retail investors for the purposes of investing into some underlying set of securities (e.g. listed
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shares, bonds, property, gilts, etc). Oldert (2005) points out the technical difference between a unit trust and
a mutual fund. A unit trust is overseen by a trust company, while in a mutual fund it is the responsibility of
the directors of the mutual fund company to ensure that the fund manager and the custodian perform their
duties in accordance with the constituent documents. “The difference between mutual funds and unit trusts
lies in their structure — the end result for the investor is much the same” (Oldert, 2005:30). For the purposes

of this report, the terms mutual funds and unit trusts will be used interchangeably.

Passive and active investors will be defined according to Sharpe (1991). A passive investor always holds every
security from the market portfolio or benchmark portfolio as the case may be, with each represented in the
same manner as in the market or benchmark. So for example, if security X represents 3 per cent of the value
of the securities in the market, a passive investor's portfolio will have 3 per cent of its total value invested in
X. Similarly, a passive manager will hold the same percentage of the total outstanding amount of each security
in the market or benchmark. An active investor is one who is not passive — that is, his or her portfolio will tend
to differ from that of the passive managers at some or all times. Sharpe (1991:2) explains where the term
“active” comes from. Because active managers usually act on perceptions of mispricing, and because such
misperceptions change relatively frequently, active managers tend to trade fairly frequently — hence the term

"active" managers.

The term, alpha, has two uses in this report. First, alpha refers to the magnitude of outperformance achieved
by an active manager in the case of a positive value and the magnitude of underperformance when alpha
carries a negative value. Second and closely related, alpha refers to the intercept in the regression models
used to evaluate the performance of active managers relative to a specified benchmark, and is a direct

measure of the magnitude of outperformance or underperformance as implied by its first use.

Superior performance or outperformance, by a mutual fund, is defined as producing a return that is in excess
of the benchmark return (as determined by the underlying performance evaluation model being used to
assess the performance of a mutual fund). Conversely, inferior or negative performance or

underperformance is defined as producing a return that is less than the benchmark return. For example, a
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positive alpha as determined by the Capital Asset Pricing Model (“CAPM”) would be evidence of superior

performance or outperformance.

The terms, consistency in performance, is used distinctly from the terms, persistency in performance in this
study. Whereas consistency refers to the ability of a manager to deliver superior or inferior performance more
than once over a series of time periods, persistency specifically refers to the ability of a manager to deliver
repeat superior or inferior performance over adjacent periods. Thus a manager may be able to deliver
superior or inferior performance consistently but not persistently. For example, a manager may outperform
every second period out of five periods, and underperform ever other period, yet it may still be concluded
that that manager is able to outperform consistently more often than not — that is, three out of five periods.
However, such a manager’s track-record, lacks any positive persistence in performance as outperformance in

one period is followed by underperformance in the following period.

Survivorship Bias refers to the exclusion of failed mutual funds from the datasets of mutual fund performance
evaluation studies simply because they no longer exist at the end of the of sample period covered by the
dataset. In other words, “the dataset is truncated, thereby removing the existence of failed funds” (Pawley,

2006:21).
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2. Literature Review

There is an extensive library of research dedicated to the evaluation of mutual trust performance
internationally, and to a lesser extent, in South Africa. While the bulk of the research focuses on the US
mutual fund industry, South African and other international studies have been increasing in number over the
past decade. A selection of the past 40 years’ worth of research has been reviewed in the following literature

review.

The Literature Review has been organised as follows. Section 2.1 provides an overview and brief history of the
South African unit trust industry. Section 2.2 states the Efficient Market Hypothesis and presents its
implications for active management. Section 2.3 highlights some alternative theories that support or debunk
the notion of successful active asset management. Section 2.4 specifically summarises the findings of previous
international and South African studies that have examined whether mutual funds are able to deliver superior
performance, and whether there is any persistence in the returns of mutual funds. Section 2.4 also considers
the implications of survivorship bias on mutual fund studies (refer Section 2.4.4), and considers some of the
criticisms of the various performance measures used by researchers in the evaluation of mutual fund

performance (refer Section 2.4.6).

2.1.0verview of the South African Unit Trust Industry

Sage launched the first unit trust on 14 June 1965, with initial assets worth approximately R600 000. By the
end of 1965, there were two funds with a combined asset value of R3 million. According to Oldert (2005), this
first fund was established to: (1) offer the ordinary investor a convenient investment product, which allowed
assets to be managed professionally; (2) spread risk across a broad portfolio of shares; (3) provide the investor

with the ability to liquidate the investment at short notice; (4) allow for low initial investment amounts; (5)

Page | 12



improve the tax efficiency of investing in shares; and (6) lower the costs of investing relative to the other

products available at the time.

During the following 15-year period from 1965 to 1980, only ten new funds were launched; growth during
that period was constrained by the market crash of 1969. The unit trust industry experienced strong growth
during the second half of the 1980s, with eleven new funds being established in 1987 alone. By December
1990, the industry had grown to 36 different funds, worth R7.5 billion. The comparatively rapid growth in the
number of funds in the 1980s was however, insignificant compared to the number of funds added in the
1990s, and since the start of 2000. In December 2000, there were 334 different funds, with a combined asset
value of R128.4 billion. By June 2005, there were 617 different funds with an asset value of just over R415
billion, and by 31 December 2010, there were 943 registered funds, managing a combined R938 billion of
assets (Pretorius and Wolmarans, 2006; and Association of Savings and Investments South Africa, 2000, 2005,
2010). These figures indicate that unit trusts have become a popular savings channel for the more than two

million South Africans who currently invest in unit trusts.

According to the ASISA, funds may be categorised as follows: Domestic, Foreign, and Worldwide. Domestic
funds invest largely in South African markets (with a requirement that at least 85 percent of their assets must
be invested locally), while Foreign funds invest largely outside of South African markets (with at least 85
percent of their assets being invested in markets outside South Africa). Worldwide funds can invest in a
mixture of local and foreign markets. At the second tier, funds are classified as equity funds, asset allocation
funds, real estate funds, or fixed interest funds. By far the widest range of unit trusts are equity unit trusts.
They give an investor more than 75 percent exposure to the stock market. Table L1 provides a summary of the
number of funds in each category as at 31 December 2010. Table L1 includes both institutional and retail unit
trusts, as well as third-party funds. As at 31 December 2010, there were 42 Unit Trust management

companies (ASISA, 2010).
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Table L1: Categorisation of Unit Trust Funds (31 Dec 2010) —

(Source: ASISA, 2010)

TOTAL ASSETS NO. OF FUNDS
R'm % # %
DOMESTIC FUNDS
Equity 201,612 23 212 27
Asset Allocation 219,192 25 395 50
Real Estate 29,815 3 29 4
Fixed Interest 441,092 49 156 20
891,711 | 100 (| 792 100
WORLD WIDE FUNDS
Equity 429 7 5 13
Asset Allocation 5,503 90 32 84
Fixed Interest 214 3 1 3
6,146 | 100 38 100
FOREIGN FUNDS
Equity 20,479 50 47 41
Asset Allocation 18,183 44 40 35
Fixed Interest 2,261 6 27 24
40,922 | 100 | 114 100
TOTAL 938,779 | 100 | 944 100

According to the ASISA, domestic equity unit trusts must invest at least 85% of their funds under management

in South African listed shares. Within the domestic equity category, there are a number of sub-categories,

namely: (1) Financial Funds, (2) General Equity Funds, (3) Growth Funds, (4) Industrial Funds, (5) Large Cap
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Funds, (6) Resources and Basic Industries Funds, (7) Smaller Companies Funds, (8) Value Funds, and (9) Varied
Specialist Funds (which includes all general equity funds that do not fall into any of the other sub-categories).
With the exception of the General Equity sub-category, all the others are collectively known as specialist
funds. General equity unit trusts can invest in a broad range of stocks, while specialist equity funds invest in a

much smaller universe of shares — for example, only in financial shares.

2.2. Efficient Market Hypothesis

The Efficient Market Hypothesis (“EMH”) is defined first before its implications for active asset management

are considered.

The EMH asserts that financial markets are “informationally efficient” (Malkiel, 2003a:3). That is, in terms of
the EMH, markets are considered to be extremely efficient in reflecting information about individual stocks
and about the stock market as a whole. The accepted view is that when information arises, the news spreads
very quickly and is incorporated into the prices of securities without delay. Thus, according to Malkiel (2003a)
neither technical analysis — the study of past stock prices in an attempt to predict future prices — nor even
fundamental analysis — the analysis of financial information such as company earnings, asset values, etc. to
help investors select so-called ‘under-valued’ stocks — would enable an investor to achieve returns greater

than those obtained by holding a randomly selected portfolio of individual stocks with comparable risk.

Efficient market theory comes in three strengths; weak, semi-strong, and strong. The weak form states that
investors cannot outperform the market using only historical price and volume data. The semi-strong form
states that investors cannot outperform the market using only publicly available information such as historical
prices, fundamental data, analysts' published recommendations, etc. The strong form of the efficient markets
hypothesis states that investors can never outperform the market as market prices contain all relevant

information, whether public or non-public in nature (Grinold and Kahn, 2000).
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It is commonly believed that mutual fund investment performance is consistent with at least the semi-strong
version of the EMH, implying that any expenditure or effort spent on research and trading is futile since
securities’ prices already reflect all available information (Ippolito, 1993:42). In terms of the EMH, therefore,
active managers should not be able to outperform the market over time and on an unleveraged basis

(Malherbe, 2009).

The EMH is associated with the idea of a ‘random walk’, which is a term loosely used in the finance literature
to characterise a price series where all subsequent price changes represent random departures from previous
prices — that is, price movements from one period to the next are independent and are said to approximate
those of a random walk (Malkiel, 2003a). The logic of the random walk idea is that if the flow of information is
unimpeded and if information is immediately reflected in stock prices, then tomorrow’s price change will
reflect only tomorrow’s news, and will be independent of the price changes today. In other words, no
arbitrage opportunities should exist that would allow investors to achieve above-average returns without
accepting above-average risk (Malkiel, 2005). Since news is by definition unpredictable, the resulting price
changes must be unpredictable and random too. As a result, it is argued that prices fully reflect all known
information, and that “even uninformed investors buying a diversified portfolio will obtain a rate of return as
generous as that achieved by the experts” (Malkiel, 2003a:3). Thus, apart from its long-run uptrend, Malkiel

(2005) argues that stock markets are largely unpredictable.

The large amount of evidence in support of this theory suggests that it may be very difficult (and very
expensive) to detect securities that are incorrectly priced. If so, it may not be because security analysts are
not doing their jobs properly but because they may be doing it very well. However, if this is the case, it may
not pay the manager of a particular fund to devote extensive resources to the search for incorrectly priced
securities, and the fund that does so may provide its investors a poorer net performance (after costs) than
one that does not (Sharpe, 1966). More specifically, Ippolito (1993) argues that the EMH, in its original form,
predicts that active investors will evince alphas equal to the negative of the expenses they incur as a
percentage of assets. Cochrane (2001:5) has suggested that many of the empirical papers documenting

predictable returns only “amount to clever magnifying glasses, ways of making small facts economically
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interesting”. The record of professional equity investors certainly does not suggest that sufficient
predictability exists in the stock market to outperform a passive portfolio with equivalent risk. Moreover,
there appears to be no recognisable anomalies or irrationalities to enable professionals to take advantage of
exploitable arbitrage opportunities. Malkiel (2003b:10) argues that investors are likely to achieve higher
returns by “employing a passive indexing strategy than they are likely to achieve from active portfolio

management.”

Not long after it was first theorised in the early 1970s, the EMH became the accepted paradigm among
academics. The history of past stock prices appeared to provide no helpful information in predicting future
price movements. Moreover, securities' prices appeared to incorporate all fundamental information so rapidly
and efficiently that an uninformed investor ‘on the street’, buying at the current tableau of prices, could earn
returns equivalent to those available to the professional managers or ‘experts’. In short, “markets were

proclaimed to be remarkably efficient” (Malkiel, 1995:549).

However, while researchers continued to find evidence to support the EMH throughout the 1970s and 1980s,
several cracks appeared in the efficient market edifice (Malkiel, 1995). For example, evidence began to
emerge that stock returns may not be independent over time — that is, some stock returns appeared to be
positively correlated over short time spans and negatively correlated when measured over longer periods.
Also, various seasonal and day-of-the-week patterns were isolated. Furthermore, there appeared to be a
considerable degree of predictability of stock returns on the basis of certain fundamental variables, such as
initial dividend yields, market capitalization, price-earnings ratios, and price-to-book-value ratios. Regardless,
Malkiel (1995) pointed out that these observations return predictability may not necessarily imply that equity

markets are inefficient.

Taken as a whole, Ippolito (1993) argues that the results of the mutual fund performance studies appear to be
inconsistent with the hypothesis that research fees and trading expenses are wasted. It seems that they are

generally consistent with the hypothesis that mutual funds are sufficiently successful in finding and
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implementing new information to offset their expenses. Yet many researchers nevertheless still find

themselves tilting towards the views of Michael Jensen®:

“It's difficult to systematically beat the market. But it's not difficult to systematically throw money down

a rat hole by generating commissions (and other costs).”

Ippolito (1993) further adds that part of the explanation for the durability of this view is the lack of viable
competing theories. Because rejection of the EMH implies to some that the market is inefficient, researchers
may have often been reluctant to reject the theory. The lack of alternative theories biases conclusions in

favour of the EMH.

While most would argue that passive investment strategies make most sense in a world of efficient markets,
Malkiel (2003b) claims that passive investment strategies can be justified even if markets are less than
efficient. Indexing may be a sensible strategy because security markets appear to be remarkably efficient in
digesting and adjusting to new information. When information arises about individual stocks or about the
market as a whole, that information is generally reflected in market prices without delay. While it is true that
a number of anomalies have been isolated by researchers, and that a number of predictable patterns appear
to exist, including some evidence of under-reaction to news events, none of this evidence is persuasive
enough to abandon the EMH. Anomalies are generally very small relative to the transactions costs required to
exploit them. Under reaction to news events appears as frequently in the data as over reaction to events, as
has been stressed by Fama (1998). Many of the predictable patterns seem to disappear soon after they are
discovered, as has been emphasised by Schwert (2001). Moreover, the patterns that have been isolated are
not robust and dependable in different sample periods, and some may simply reflect better proxies for

measuring risk than inefficiencies (Malkiel, 2003b).

In summary, proponents of the EMH and the random walk theory suggest that the EMH implies three things.
First, past performance is no guarantee of future performance. Second, the average manager will not be able

to beat a passive strategy, and third, top managers will not be expected to outperform in future. In support of

* Michael Jensen, quoted in Forbes, 8 October 1984. See Ippolito (1993:42).

Page | 18



the EMH, Malkiel (2003b) states that the most convincing evidence that markets must, for the most part, be
efficient and that profitable arbitrage opportunities are not readily available, is that professional investors are
not able to outperform the collective judgement of the market as a whole. Berk (2005) also points to the
evidence that active managers as a group do not beat the market. The conclusion is that these investment
professionals do not have the skills necessary to pick stocks or time the market. In the words of Goetzmann
and Ibbotson (1994:17), “Excess performance is the result of luck, not skill.” Yet if this argument is correct,

“Why do investors buy actively managed mutual funds?” (Gruber, 1996:783).

2.3.Alternative Theories

While the EMH appears to provide a reasonable basis, albeit in theory, to support the claim that active
managers should not be able to ‘beat’ the market, there are number of other theories put forward by
researchers over the years that provide support for or refute this claim. Some of these are presented in this
review and include: (1) The arithmetic of asset management; (2) Equilibrium Accounting; (3) Introducing
behavioural finance dynamics; (4) The Diseconomies of Scale; (5) a revised version of the EMH that explicitly

considers the cost of obtaining information.

2.3.1. The Arithmetic of Asset Management

In his study, Sharpe (1991) explains why on average active returns should not exceed passive returns. He
states, that over any specified time period, the market return will be a weighted average of the returns on the
securities within the market, using beginning market values as weights. Because the market return must equal
a weighted average of the returns on the passive and active segments of the market, and because one would

expect each passive manager to obtain precisely the market return, it therefore follows that — at best and
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before costs — the return on the average actively managed dollar must equal the market return (Sharpe,

1991).

The equation changes slightly if costs are introduced. The costs of actively managing a given value of assets
will exceed those of passive management since active managers must pay for more research and must pay
more for trading. “Security analysis (e.g. the graduates of prestigious business schools) must eat, and so must
brokers, traders, specialists and other market-makers.” Because active and passive returns are equal before
cost, and because active managers bear greater costs, it follows that the after-cost return from active

management must be lower than that from passive management (Sharpe, 1991).

Despite the above, Sharpe (1991:2) attempts to explain why “sensible investment professionals continue to
make statements that seemingly fly in the face of [these] simple and obvious relations” described above.

Three explanations are provided.

First, the passive managers in question may not be truly passive (i.e., conform to the definition of the term,
“passive”). Some index fund managers ‘sample’ the market of choice, rather than hold all the securities in
market proportions. Some may even charge high enough fees to bring their total costs to equal or exceed
those of active managers (Sharpe, 1991). In effect, researchers may be comparing active funds to funds that,

even though marketed as being passive, may be anything but, thereby yielding misleading evidence.

Second, active managers may not fully represent the so-called ‘non-passive’ component of the market in
question. For example, the set of active managers may exclude some active holders of securities within the
market (for example, individual investors as distinct from professional fund managers). Many empirical
analyses (including this study, for example) consider only professional or institutional active managers. It is
quite plausible for the average professionally or institutionally actively managed dollar to outperform the
average passively managed dollar, after costs. For this to take place, however, Sharpe (1991:2) argues that the
non-institutional, individual investors must be “foolish enough” to pay the added costs of the institutions'
active management via inferior performance. Another example arises when the active managers hold

securities from outside the stock market in question. For example, returns on equity mutual funds with cash
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holdings are often compared with returns on an all-equity index or index fund. In such comparisons, the funds
are generally beaten by the index in up markets due to cash-drag, but sometimes perform better than the
index in down markets — a phenomenon that is perhaps not too disadvantageous from the investor’s point of
view, particularly given that investors derive more pain from losses than they do utility from gains. Yet
another example arises when the set of active funds excludes those that have gone out of business during the
period in question. Because such funds are likely to have experienced especially poor returns, the resulting
survivorship bias will tend to produce results that are better than those obtained by the average active fund
(Sharpe, 1991). The effect of survivorship bias on mutual fund performance evaluation studies is explored

further in Section 2.4.5.

Third and possibly most important in practice, the summary statistics for active managers may not truly
represent the performance of the average active manager. To compute the latter, each manager's return
should be weighted by the assets that that particular manager has under management at the beginning of the
period. Some comparisons use a simple average of the performance of all managers (large and small); others
use the performance of the median active manager. While the results of this kind of comparison are, in
principle, unpredictable, certain empirical regularities persist. Perhaps most important, equity fund managers
with smaller amounts of money tend to favour small-capitalisation stocks. Thus, de facto, an equally weighted
average of active fund returns is likely to have a bias toward smaller-capitalization stocks vis-a-vis the market
as a whole. As a result, the average active fund may be beaten in periods when small-capitalization stocks
underperform large-capitalization stocks, but may exceed the market's performance in periods when small-
capitalization stocks do well. Sharpe (1991) concludes that in both cases, the average active fund will

underperform the market, net of costs.

In summary, Sharpe (1991) asserts that when properly measured, the average actively managed fund must
underperform the average passively managed fund, net of costs, and that empirical analyses that appear to
refute this principle must be subject to improper measurement. However, he adds that this need not be taken
as a “counsel of despair” Sharpe (1991:3). It is perfectly possible for some active managers to beat their

passive brethren, even after costs. But such managers are likely to manage only a minority share of the
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actively funds under management within the market in question. It is also possible for an investor (such as a
pension fund) to choose a set of active funds that, collectively, provides a total return better than that of a
passive alternative, even after costs. “Not all the managers in the set have to beat their passive counterparts;

only those managing a majority of the investor's actively managed funds” (Sharpe, 1991:3).

2.3.2. Equilibrium Accounting

Fama and French (2008) examine mutual fund performance from the perspective of equilibrium accounting; a

theory not too different from that of Sharpe (1991).

Equilibrium accounting states that equity investors in aggregate should receive the value-weighted equity
market return less their investment costs. Within this framework, suppose that when returns are measured
before costs, passive investors get passive returns — that is, they have zero alphas. Then if some active
investors have positive alphas before costs, it must be dollar for dollar, at the expense of other active
investors. Thus, like passive investment, active investment is then in aggregate a zero sum game — aggregate
alpha is zero before costs. After costs (that is, in terms of net returns to investors) active investment then

becomes a negative sum game.

Similarly, Malkiel (2003b, 2005) proposes a similar theory which is consistent with the theory of equilibrium
accounting. They state that passive management is effective even if markets are inefficient since “winning
performance must be a zero-sum game.” This can be explained further. Since all stocks have to be held by
someone, and if certain investors achieve above-average returns, then it can be inferred that other investors
are achieving below average returns. An important implication of this theory is that all investors cannot

experience above average performance.

Like Sharpe (1991), Malkiel (2005) extends the theory to take costs into account. He points out that active

management is more expensive due to, inter alia, increased brokerage costs, trading costs and administrative
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costs. For example, the typical actively managed equity mutual fund in the USA has an expense ratio of over
140 basis points. Low cost index funds are available at expense ratios of between 10 and 20 basis points
(Malkiel, 2003b). Malkiel (2003b, 2005) argues that it is this extra 120 basis points (or more) that causes the
typical actively managed equity fund to underperform, and that the extent of the underperformance is often

equal to this difference in fees.

Despite their producing evidence to the contrary, Fama and French (2008) go on to explain how abnormal
positive returns may still be possible in the mutual fund industry. For example, at the aggregate level, if it is
found that the value-weight portfolio of all mutual funds produces a positive alpha before costs, it can
inferred that the value-weighted portfolio held by investors outside mutual funds has a negative alpha (Fama
and French, 2008). In other words, the mutual fund industry may be able to ‘win’ at the expense of

investments held outside mutual funds.

2.3.3. Behavioural Finance

“Market participants are human after all” — Grinold and Kahn (2000:568)

Researchers such as Malkiel (2003b, 2005) and Shiller (2000) introduce behavioural finance dynamics into the
discussion. Malkiel (2003b) admits that some market participants may act irrationally and that behavioural
finance economists and psychologists have much to say about the systematic errors that some investors
make. An assumption underlying capital market theory and the EMH is that market participants act rationally
all of the time. Moreover, proponents of the EMH (in whichever form) believe that clear arbitrage
opportunities do not exist. Ross (2002) cited in Malkiel (2003b:2) suggests that despite attempts to “tease”
some predictability out of asset return data, returns on financial assets are very close to being serially

uncorrelated — that is, they follow a random walk. Then, save for sheer chance, it must follow, that mutual
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funds should not be able to deliver superior performance, and if it does occur, it should not persist. However,
Malkiel (2003b) states that there is much evidence to support that the market can make large errors in the
valuation of securities. For example, periods of large-scale irrationality have been observed in recent times,
such as the technology ‘bubble’ of the late 1990s extending into early 2000 and the global financial crisis

starting in 2007 and extending through to early 2009.

De Bondt (1995), who also surveys the body of work on behavioural finance, suggests that stock prices often
deviate substantially from fundamental values. In their view, such deviations can be used by investors to
‘fashion’ winning investment strategies. Shiller (2000) documents the behavioural traits of market participants
that lead to investment bubbles and also argues that future stock prices are to some extent predicable on the
basis of either past returns or of certain valuation metrics such as dividend yields and price/earnings ratios. In
their survey of the econometrics of financial markets, Campbell, Lo and Mackinlay (1997) too conclude that
stock markets are at least partially predictable. Moreover, Jegadeesh and Titman (1993) and Lo and MacKinlay
(1999) demonstrate that there is momentum in stock returns, implying that the random walk hypothesis does

not hold all the time.

Shiller (2000) suggests that market prices are often set by irrational traders. Malkiel (2003b, 2005) further
admits that if market prices are set by irrational traders or if market prices often fail to reflect rational
estimates of the prospects of companies, and if markets consistently overreact (or under-react) to underlying
conditions as has been observed throughout history, then arbitrage opportunities will exist, which rational
professional investors may be able to exploit. Moreover, Malkiel (2003b, 2005) states that rational
professional investors who are richly incentivised to outperform the market (e.g. through performance fees
and other perquisites) and who have an arsenal of resources at their disposal should have little difficulty in
identifying and exploiting some of these opportunities, thereby being able to deliver superior investment
performance. By this argument, it should follow then that professional investors as a whole will be able to
outperform because irrational ‘noise traders’ will find themselves in the lower half of the returns’ distribution.
Even though Malkiel (2005) in the end concludes that markets are largely efficient by pointing to the

overwhelming amount of evidence that is unable to support that active managers as a whole are able to
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outperform passive strategies, the evidence and theories presented in this section does cast some doubt on
the credibility of the EMH in a ‘real-world’ context, thereby implying that successful active asset management

may, nonetheless, be a possibility on the basis investors are human and may not always act as anticipated.

2.3.4. Diseconomies of Scale

While it seems quite plausible that there are advantages to scale, a recent study by Chen, Hong, Huang and
Kubik (2004) found otherwise. In their study to investigate the effect of scale on performance in the active
management industry, they found strong evidence that fund size erodes performance. They consider various
explanations supporting this conclusion. Their findings confirm that a large asset base erodes fund
performance because of the trading costs associated with liquidity or price impact, and also due to a
phenomenon known as “benchmark hugging” (Chen et al., 2004:1300). They also argue that organisational

diseconomies of scale related to hierarchy costs may also play a role.

Larger funds tend to be constrained by larger liquidity constraints — that is, they have to hold relatively larger
cash balances and may not be able to invest in smaller, less liquid stocks, or may not be able to invest optimal
amounts in such stocks. Thus, whereas a small fund can “easily put all of its money in its best ideas”, a lack of
liquidity curtails the investment universe for larger funds; the greater the number of small, relatively illiquid
stocks, the greater the curtailment of the investment universe for larger funds (Chen et al., 2004:1277). Chen
et al. (2004) argue that it is this curtailment of the investment universe for larger funds that erodes their
performance relative to smaller funds. Moreover, in an effort to limit price impact, larger funds are

sometimes required to stagger buy or sell implementations.

On the issue of ‘benchmark hugging’, active managers attempt to minimize the risk of tracking error by
investing in the same stocks in the same weights as their underlying performance benchmark and take active
bets on only a small portion of their fund. It also seems that the higher the profile of the fund (usually a trait

of larger funds), the less likely the manager of that fund will take active bets. Thus it is quite plausible, that
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even if some managers have superior stock-picking skills, they may err on the side of caution and ‘hug’ the

benchmark.

Using expected returns and the notion that as fund size increases, the ability to produce superior returns
decreases, Berk (2005) explains how in equilibrium and over time the expected return of all actively managed
funds should equal the expected return of a similar indexing strategy. Consider an economy in which neither
investors nor managers themselves can initially separate good managers from bad. In this case, participants
will have to use the information available to them to deduce managerial ability as best they can. Investors will
rush to invest with the managers perceived as the best. Eventually, this manager will receive so much money
that it will impact on the manager’s ability to generate superior returns, and expected return will be driven
down to the second-best manager’s expected return. This process will continue until the expected return of
investing with any manager is driven down to the expected return of a passive strategy with similar risk.
Capital will flow until investors are indifferent between investing with active managers or indexing and an
equilibrium is said to be reached. In this equilibrium, Berk (2005) argues that all managers, regardless of their

skill level, should have the same expected return.

In Berk’s (2005) argument, he implicitly assumes that expected returns are negatively related to fund size. As
time passes, differential skill levels among managers become apparent from managers’ past investment
performance. Consequently, investors react by increasing their investment with managers who have done
better than expected; funds will flow to these managers as long as investors believe they are capable of
producing returns in excess of expected returns in the future. Funds will stop flowing to these managers when
the managers have so much money under management that they are no longer expected to produce superior
returns. At that point investors are indifferent between investing with these managers and indexing (Berk,
2005). Similarly, investors who invested with poorly performing managers will withdraw funds until the
amount of capital under management is reduced to the point that investors believe these managers can at
least match the benchmark expected return. Once capital flows stop, the expected return from investing with

all managers, regardless of their skill level, is the same as the expected return from indexing (Berk, 2005)
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This scenario demonstrates a general insight. In equilibrium, investors who choose to invest with active
managers cannot expect to receive positive excess returns (after fees) on a risk-adjusted basis. If investors do
expect to make positive excess returns with a particular manager, there would be an excess supply of capital
to that manager. “Every investor in the economy who held assets of equivalent risk would want to sell those
assets and invest with the active manager instead” (Berk, 2005:29). This theory seems to suggest that
investors are not the beneficiaries of the manager’s skill. Berk (2005:29) explains that by managing a large
fund and charging a fee that is proportional to the amount of assets under management, “the manager
captures all the economic rents generated using his ability.” Highly skilled managers will manage larger funds,

earn more in fees, and extract more rents.

2.3.5. Arevised EMH: The Cost of Obtaining Information

Earlier it was noted that the lack of alternative theories biases conclusions in favour of the EMH (Ippolito,
1993). However, Grossman and Stiglitz (1980) provide one viable alternative. They do not discard the
fundamentals of the EMH, but rather add a dynamic element to explain how information gets embedded in
prices. They introduce the simple proposition that gathering information is costly. Market participants that do
nothing to enhance their knowledge of the financial conditions and prospects of firms can expect to be on the
unprofitable side of trades compared to participants that do collect information. Informed investors thus earn
higher gross returns, adjusted for risk, although they tend to also incur more expenses. Thus, they conclude

that, in equilibrium, informed and uninformed investors can expect to earn the same return net of expenses.

Grossman and Stiglitz (1980) restated the EMH to account for the reality that information is not free. In terms
of their model, informed (or professional) investors expend resources to find and act on new information.
They are compensated by a wedge between the transaction prices and the "full-information" prices of the
securities they trade. In equilibrium, investors are indifferent between being passive investors and active

investors.
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Passive investors disproportionately find themselves on the unprofitable side of trades and thus earn lower
gross returns. Active investors earn higher gross returns but also incur higher expenses. In equilibrium, the
returns of either type of investor are equal net of all expenses. The market as a whole benefits from the
activity of active investors because the process of acting on new information drives the market toward values
that incorporate all available information (except for the wedge required to compensate informed traders). If
the market is out of equilibrium, in the sense that too many or too few informed traders enter the market,
marginal investors move money toward or away from index funds and other passive portfolios until

equilibrium is re-established.

In the original version of the EMH, information is free and fully incorporated in prices. The theory is thus
seemingly at odds with the notion that mutual funds could be expending money rationally. In the Grossman
and Stiglitz (1980) revision of the EMH, it is expected that some investors work to uncover new information
and implement trades based on this information. Because most mutual funds are active traders, the question
is whether funds are sufficiently successful in their efforts to offset their higher expenses, compared with an
index fund. In short, in the Grossman and Stiglitz (1980) model, the finding that mutual funds are able to beat

the market, after all expenses, is consistent with a fully efficient capital market.

2.4.Previous Research

According to Grinold and Kahn (2000:560), studies of managers' performance have typically focused on three
separate questions: (1) Has the average active manager outperformed; (2) Are the top performers skilful or

lucky; and (3) Does performance persist?

In this section the findings of some of the previous research relating to the evaluation of mutual fund
performance and the persistence thereof are presented. The section is organised as follows: Section 2.4.1

evaluates US studies that have tested for outperformance; Section 2.4.2 evaluates the persistence of
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performance from the perspective of US research; Section 2.4.3 summarises the research findings produced
internationally outside the USA; whereas Section 2.4.4 specifically documents the South African research
findings. Section 2.4.5 considers the effects that survivorship bias may have on mutual fund performance
evaluation studies, while section 2.4.6 considers some of the criticisms of the performance measures typically

used in mutual fund performance research.

2.4.1. Evidence of Outperformance

“The process of fund management, which requires the selection of incorrectly priced securities,
effective diversification and the selection of a portfolio in the chosen risk class [as stipulated in the fund
prospectus], results in there being ample room for potentially major and persisting differences in the

performance of different funds” (Sharpe, 1966:120).

In other words, as much as active fund managers may underperform a comparable passive fund or index,
there exists the possibility of outperforming that passive fund or index. Notwithstanding the existence of this
possibility, Sharpe (1966:121), who was a proponent of the EMH, qualified his statement by noting that “the
likelihood that persistent differences in efficiency exist ex post are probably transitory.” Further, he notes that
the only basis for persistently inferior performance would be the continued expenditure of large amounts of a

fund’s assets on the relatively “fruitless search” for incorrectly priced securities (Sharpe, 1966:121).

Long before the development of capital market theory, a classic study by Cowles (1933) suggested that there
was only limited evidence that professional money managers could outperform the market averages on a risk-
adjusted basis. Some 75 years later this question is still being fiercely debated by academics, despite the

massive growth in the mutual fund industry worldwide.

One of the first extensive and systematic studies of mutual fund performance was done by Friend, Brown,

Herman and Vickers (1962). The study considered 152 US mutual funds with annual data from 1953 to 1958.
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While the study did not adjust the benchmark portfolio for the ‘not-yet discovered beta’, the authors did
adjust their market return to be comparable to the funds they studied. They created an index of Standard &
Poor's indexes of five securities, with the elements weighted by their representation in the mutual funds
sample. Using this benchmark, it was found that, over the period of the study, mutual funds earned an
average annual return of 12,4%, while their composite benchmark earned a return of 12.7%. Their ‘alpha’ was
in effect equal to negative 30 basis points, thereby implying that on average the funds sampled performed

poorly.

Studies of active managers' performance began to increase in number soon after the development of the
CAPM, which provided a framework for performance analysis. Pioneers in this field included Treynor (1965),

Sharpe (1966) and Jensen (1968).

Treynor (1965) did not explicitly compare the performance of active funds relative to passive funds, or to an
index for that matter, however, he did emphasize the importance of using a performance measure that
adjusts for varying risk aversion, and that incorporates the notion that all investors choose to maximize
expected returns for each unit of risk borne. The Treynor measure — which was the first measure to
incorporate the volatility of a fund’s return — laid the foundation for the famous Sharpe ratio, still used today,

as well as for the many other performance measures that have subsequently been developed (Sharpe, 1966).

Sharpe (1966) calculated the reward-to-variability ratios for a sample of 34 US mutual funds, for which he had
data from 1954 to 1963. He found that the ratio for his sample was 40 basis points lower than the ratio
calculated for the Dow Jones index over the same period. He did not report on the statistical significance of
his findings, but he did report the individual Sharpe ratio for each fund in his paper. However some 25 years
later, treating the Dow Jones index as a constant, Ippolito (1993) used Sharpe’s (1966) data to calculate the t-
values of the difference between the Sharpe ratio of the Dow Jones Index and those of the funds surveyed by
Sharpe (1966). He found that the results obtained by Sharpe (1966) were statistically significant at the 5%
level of significance. This further added more weight to the claim that mutual funds were unable to produce

superior performance.
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Jensen (1968) used the an asset pricing model developed from the work of Sharpe (1964) and Lintner (1965)
that became known as the Capital Asset Pricing Model (“CAPM”). He evaluated the performance of a sample
of 115 US mutual funds covering the 10-year period from 1955 to 1965; and a second sample of 56 funds
covering a 20-year period from 1945 to 1965 and found that on average active managers were not able to
predict security prices well enough to outperform a passive strategy. The results also suggested that little
evidence exists to support that any individual fund manager was able to do significantly better than what
could be expected from mere random chance. These conclusions held true even when fund returns were
measured gross of management expenses. Jensen (1968), and even Ippolito (1993), found that the average
alpha using the Jensen (1968) study was negative and statistically different from zero at the 99% confidence
level. Jensen (1968:415) concluded that “on average the funds sampled did not appear to be successful

enough in their trading activities to recoup even their brokerage expenses.”

In short, both the Sharpe (1966) and Jensen (1968) studies found strong and statistically reliable results
showing that mutual fund investment returns fall short of returns available from risk-adjusted index
portfolios. These two studies became the basis for many studies performed thereafter, whether as a
benchmark against which to compare the results of future studies or as the basis upon which to evaluate fund
performance. Following these two seminal studies, the question of mutual fund outperformance began to

gain increasing attention from researchers.

Treynor and Mazuy (1966) did not measure alphas in their study. Instead, they tested whether any of the 57
mutual funds in their sample showed evidence of market-timing abilities over the 1953 to 1962 period. Their
study introduced a nonlinear version of the CAPM. They argued that, if funds could anticipate swings in the
market, they could increase their portfolio risk on the upside and decrease it on the downside, thereby
altering the linear securities line in the traditional CAPM to a nonlinear function. However, they were unable

to find any evidence of market timing abilities in their sample.

Following on from the work of Treynor and Mazuy (1966), Kon and Jen (1979) used a nonlinear version of

CAPM to accommodate funds' changing risk positions (i.e. market timing). Using an equally weighted index,
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they found an average alpha of positive six basis points. They concluded that on average, the mutual fund
sample is able to predict security prices well enough to outperform the securities market line (i.e. some
combination of the risk-free asset and market portfolio) given their selected levels of systematic risk, and to
recoup all management fees and brokerage commissions. Their evidence was clearly inconsistent with the

that of Jensen (1968).

Friend, Blume and Crockett (1970) published the results of a study of mutual fund performance that
replicated the Friend et al. (1962) study with two important differences. First, the former incorporated the
beta concept developed by Jensen (1968). Second, it used an updated database covering the 1960 to 1968
period. It was found that the average performance of an equally weighted NYSE index yielded a return of
12,4% per annum (versus 9-9% for the value-weighted index). The authors attributed the difference to the
relatively strong performance of small stocks, a difference they report may not be fully reflected in the
estimated beta. The authors caution against using a benchmark that effectively “tricks” the alpha calculation
by overweighting small-firm returns. The notion of a "fair" benchmark has since become quite a contentious

issue. Section 2.4.6 considers this in further detail.

McDonald (1974) studied the performances of 123 US mutual funds using monthly data over the 1960-69
period. Using a CAPM model and an equally weighted NYSE index, he found an average alpha of 62 basis
points. He concluded that mutual fund performance over the period was neither superior nor inferior relative
to the market’s performance. Taking into account fees and expenses embodied in the alphas, he concluded

that the evidence suggests that there may be some degree of success in stock selectivity and market timing.

Carlson (1977) recalculated the Jensen (1968) and Sharpe (1966) results using annual data for 82 common
stock US mutual funds over the 1948-67 period. His results contradicted both that of Sharpe (1966) and
Jensen (1968). The results produced by Carlson (1977) were exactly opposite to those of Sharpe (1966) — that
is, just as Sharpe's (1966) results were statistically significant in favour of funds underperforming the market,
Carlson’s (1977) results were equally significant in the opposite direction. Carlson (1977) also pointed out that

conclusions drawn from calculations of return may depend largely on the: (1) time period sampled, (2) type of
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funds sampled, and (3) choice of benchmark used — themes that become hugely important in performance

evaluation studies in the latter part of the 20" century and the 21 century.

Mains (1977) replicated Jensen's (1968) study for 70 of the funds using monthly data instead of annual data. It
was argued that the monthly data yielded more efficient estimates of beta and reduced the impact of
allocating expenses and capital gains. Using annual data (as Jensen did), Mains (1977) found an average alpha
of negative 62 basis points, while using monthly data over the same period, he found an alpha of positive nine
basis points. Similar to McDonald (1974), the results of Mains (1977) reinforces the notion that conclusions

drawn from performance evaluation studies depend also on the measured period sampled.

Shawky (1982) also reported results that contradict those of Sharpe (1966) and Jensen (1968). He studied 255
US mutual funds using monthly data from 1973-77 and a CAPM equation with an equally weighted market
portfolio. He found an alpha of negative 43 basis points, which was statistically indistinguishable from zero.
He concluded that the returns of the mutual fund industry as a whole conform almost exactly to the returns

of the equally-weighted NYSE. In effect, he found no evidence of superior performance.

Studies from the 1980s, however, began to produce results inconsistent with those produced by studies of the
previous decade. For example, Henriksson (1984) and Chang and Lewellen (1984) found that during the
1970s, net returns to fund investors before load fees fell on the Sharpe-Lintner market line. These studies
implied that fund managers may have access to enough private information to offset their expenses. Ippolito
(1989), covering the period 1965 through 1984, found that returns before load fees, but net of other
expenses, were actually slightly above the CAPM market line, although Malkiel (1995) pointed out a decade

later that this result depended on the particular benchmark employed.

Berkowitz, Finney and Logue (1988) studied mutual fund performance using quarterly data over the 1976-83
period, which according to Ippolito (1993) had the largest sample of funds up to that point. Using a CAPM
model with an S&P 500 market portfolio, they calculated an average alpha of positive 68 basis points. While
they did not report a standard error on their estimate, Ippolito (1993) suggests that the size of the sample

makes it likely that the alpha is statistically different from zero. They did not, however, interpret this result as
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consistent with efficient use of information by mutual funds. Instead, because they measured a higher alpha

for growth funds, they assumed that their finding is evidence of the small-firm effect.

Prior to 1989, there was little consensus about the ability of professional portfolio managers to earn abnormal
returns. Grinblatt and Titman (1989) point out that most studies up to that point had examined the actual
returns realised by investors and found, with few exceptions, either negative performance or par
performance for the average mutual fund. They argue that this is of little surprise from an economic
perspective since mutual funds that may have superior investment talent are likely to capture the rents from
their talent in the form of higher fees and/or perquisites. In their study they examine hypothetical gross
mutual fund returns, which ignore transactions costs, fees or any other expenses. Regardless of their findings,
their method for estimating gross returns has been criticised on the grounds that such returns are not directly

observable (for example, Malkiel (1995) and Fama and French (2008)).

Grinblatt and Titman (1989) built on the work of Lehman and Modest (1987) by searching for a large number
of benchmarks to find those that generally deliver zero alphas when measured against well-known passive
portfolios. That is, they took the approach that, before using a benchmark to conclude something about
mutual fund performance, it should first be determined that the benchmark does not generate a positive or
negative alpha for simple index funds. They rejected the equally weighted Centre for Research in Security
Prices (“CRSP”) index and the Lehman-Modest 10-factor benchmark as biased toward negative alphas. They
concluded that their eight-portfolio (P8)* benchmark yielded the most efficient test in the sense that it most

consistently generated the smallest absolute alphas for passive portfolios.

Using quarterly equity holdings of a large sample of US mutual funds that existed for part or all of the 1975-84
period, they made four important findings. First, they found that survivorship bias is relatively small —
approximately 0.5% per year or less. The bias is somewhat larger for the smaller funds. This finding had

important implications for future research. Section 2.4.5 further explores survivorship bias in the context of

* P8 was suggested by Grinblatt and Titman (1989). Patari (2009:121) summarizes the methodology used. The basic idea behind the formation of this
benchmark is that various firm characteristics are correlated with their stocks’ factor loadings. As a result of this, portfolios constructed from stocks
classified by securities’ characteristics can be used as proxies for the factors. The P8 benchmark, formed from groupings of the passive portfolios’ returns
just described consists of four size-based portfolios, three dividend-yield-based portfolios, and the lowest past returns portfolio.
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mutual fund performance evaluation. Second, they found that transaction costs, on average, were relatively
large, in the order of 2.5% per year, and inversely related to fund size. Third, it was found that abnormal
performance of the funds, based on gross returns, was inversely related to fund size, but, since transaction
costs were inversely related to fund size, the actual net returns were in effect unrelated to the net-asset
values of the funds. Fourth, it was found that, on average, actual returns did not appear to display positive
abnormal performance for any category of fund. However, it was found that the gross returns of both growth
and aggressive growth funds seemed to be significantly positive on average, even after adjusting for risk with

a benchmark fee of biases - namely: size, dividend-yield and/or beta-related (Grinblatt and Titman, 1989).

Their results suggest that superior performance may in fact exist, particularly among aggressive-growth and
growth funds and funds with the smallest net asset values. The evidence also revealed that these funds had
the highest expenses so that their actual returns, net of all expenses, did not exhibit abnormal performance.
This indicates that investors may not be able to take advantage of these funds’ superior abilities since any
abnormal performance is captured by the fund manager as fees. However, while they were able to conclude
that the expenses incurred by most mutual funds may not be wasted, their results failed to support that
mutual funds are able to earn a return equal to or in excess of an indexed market portfolio, net of costs

excluding load fees (Grinblatt and Titman, 1989).

Malkiel (1995) calls into question the credibility of these results. Grinblatt and Titman's (1989) finding of
abnormal returns depends heavily on their method for the measurement of gross returns. They calculated
hypothetical returns for the equity portion of the portfolios of mutual funds assuming that the funds'
quarterly reported portfolios were held throughout the period. They estimated returns from the portfolio by
using returns from the CRSP for each of the individual stocks owned rather than calculating actual portfolio
returns. The difference between the calculated returns (which they take to be the gross returns) and the
actual portfolio returns are assumed to reflect transactions costs. The returns measured by Grinblatt and

Titman (1989) may not, thus, be returns actually achievable by active managers.
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In the same study, Malkiel (1995) found that while general equity mutual funds do not produce excess returns
for investors after expenses (Malkiel, 1995), those funds may at least earn sufficient excess gross returns to
cover their expenses. By analysing data over the 10-year period from 1982 to 1991, it was found that on
average the alpha was negative when net returns were used and positive when gross returns were used, but
neither were significantly different from zero. Overall, the Malkiel (1995) study supports the original Jensen

(1968) conclusion that mutual fund managers do not outperform the market in general.

To focus more on the possibility of successful active management, Marcus (1990) looked at whether top-
performing US mutual funds exhibited statistically significant positive performance, given the large number of
funds in existence. The Marcus study is a rigorous version of the classic (and anecdotal) defence of active
management: "Look at Peter Lynch, look at Warren Buffet." Using statistics for the maximum of a sample, he
shows that the very top funds do outperform. In the words of Grinold and Kahn (2000:562), “Peter Lynch and
Warren Buffet don't appear to be just the two out of tens of thousands of investors who are lucky enough to

flip heads 10 or 15 times in a row.”

Ippolito (1993) reproduced the methods and data used in the Jensen (1968) study. The only important
difference was that he selected a sample that was free of survivor bias. He also used annual data for the 20
years following the last observation made by Jensen (1966), covering the 1964-85 period. The overall results
were opposite to those of Jensen (1966). While Jensen (1968) found an average alpha of negative 111 basis
points over the 1945-55 period, Ippolito (1993) found an average alpha of positive 81 basis points. The
average was statistically different from zero at the 95% level of confidence. These results seem to suggest that
mutual funds, on average, may be sufficiently successful in their trades to offset their expenses; they
contradict the hypothesis that mutual funds essentially waste the entire amount of their expenditures. While
this study did not search for the most efficient benchmark, as Grinblatt and Titman (1989) did, it did find
similar results using other popular benchmarks, including the NYSE index and a 50/50 S&P 500 and the

Shearson Lehman mixed index.
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The findings of Ippolito (1993) do not suggest that all funds efficiently expend resources in search of new
information all of the time, nor do they suggest that funds as a whole spend money wisely in every period. But
the results do suggest that a sizable number of funds are sufficiently successful in generating a return that
matches those available from index funds after subtracting expenses and adjusting for risk. Some funds are
surely unsuccessful. However, noise in fund returns is often so large that it takes many periods of
observations before an investor can conclude with statistical confidence that a fund manager is incompetent.
This would explain why a large number of funds continue to attract capital from investors despite their lack-

lustre performance, and also why some funds are able to survive for longer than one may expect to find.

Several more recent academic studies analysing mutual fund performance have controlled for style and for
publicly available information by using what they term “conditional performance evaluation”. For example,
Ferson and Schadt (1996) and Ferson and Warther (1996) control for publicly available information—namely,
interest rates and market dividend yields—in analyzing 67 U.S. equity mutual fundsi from 1968 through 1990.
Their approach improves average manager performance from below the market to matching the market.
While their database suffered from survivorship bias, they claim that this should not affect their result
concerning the improvement in average manager performance. Overall Ferson and Warther (1996) found that
mutual fund performance is essentially neutral — that is, managers on average are not able to deliver superior

performance, yet nor do they perform inferiorly.

From a slightly different perspective, Jones (1998) analysed median institutional manager performance. He
found that median performance relative to the S&P 500 could almost entirely be explained by three variables:
(1) market return, (2) small-capitalization stocks versus large-capitalization stocks, and (3) value stocks versus
growth stocks. He concludes that the average manager owns some cash, has a bias toward small stocks, and
has a bias toward growth stocks. Hence, the average manager tends to underperform when the market is up,
large-capitalization stocks outperform, and/or value stocks outperform growth stocks (Grinold and Kahn,

Book: 561).
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Wermers (1997) concluded that mutual fund managers have the ability to choose stocks that outperform
their benchmarks, before any expenses are deducted. The evidence is especially strong among growth-
oriented funds, which hold stocks th