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Mutual funds have become one of the largest financial intermediaries in the world, currently controlling about 7 trillion dollars in assets in the US and over 3 trillion Euros in assets in Europe. During the last years, the mutual fund industry has been rapidly developing in Russia, both in terms of number of funds and assets under management. One of the crucial factors ensuring efficient functioning of mutual funds is proper evaluation of their performance. The objective of such analysis is to examine whether mutual funds have professional management adding value for their investors.
The most basic measure of mutual fund performance is a fund's raw return over a certain period of time. While being the simplest and most appealing to investors, this measure can hardly discriminate among managers who have superior skill, those who are lucky, and those who merely earn expected risk premiums on their high-risk investments. Various risk-adjusted performance measures have been constructed to single out the first factor, which plays an important role for investors choosing among funds and fund management companies devising managerial compensation. In general, performance evaluation includes not only the measurement of the risk-adjusted component of the fund’s return, but also performance attribution (the decomposition of the fund’s total return into components related to the risk factors, managerial skills, transaction costs, etc.) and style analysis (the identification of the fund’s investment strategy).

The most popular performance evaluation approach in the literature is based on the time series regression of the excess fund’s return on K risk factors:
Ri,t – RFt = αi + ΣkβkiFkt + εi,t,




(1)
where Ri is fund i‘s return, RF is a risk-free rate, and Fk represents the excess return on the k-th factor-mimicking portfolio; the errors are assumed to have zero expectation and be orthogonal to the factors. In this regression, factor betas βk measure the contribution of the respective factors to the fund’s return, and the intercept called Jensen's alpha measures the selection ability of the manager, i.e., the ability to select assets that yield higher return for the same level of risk. The benchmark model, which is still very popular, is a market model inspired by CAPM, which uses the excess market return as a single factor. Another popular model is a three-factor Fama-French model with the market, size, and book-to-market factors, in which the last two factors measure return premiums for stocks of small and value companies over large-cap and growth stocks, respectively. 
There are many other approaches to measure mutual fund performance, e.g., allowing funds’ betas to depend on the lagged instrumental variables and using information about the fund’s portfolio weights or other fund returns. The existing empirical evidence for developed countries suggests that active mutual funds have on average negative or neutral risk-adjusted performance net of expenses (see, e.g., Gruber, 1996). However, one may identify the groups of funds consistently earning negative risk-adjusted returns and, to a less extent, a number of well-performing funds (see, e.g., Brown and Goetzmann, 1995). Carhart (1997) finds that fund risk-adjusted returns are negatively related to their asset turnover and fees. A more detailed description of the literature on US mutual funds, including fund strategic behavior and relationship between fund flows (i.e., net growth in fund assets) and their past performance, is given in Goriaev (2002).
In Russia, the empirical asset pricing analysis is hindered by the relatively short history, high concentration, and low liquidity of the stock market. Moreover, the performance evaluation of Russian mutual funds (PIFs) should account for the relative lack of transparency in PIF operations, active intra-day trading, notorious end-of-year effects
, portfolio restrictions (e.g., 20% upper limit on the weight of a single asset), and the difference between open, interval, and closed funds. The research carried out in the previous research projects at NES has brought out several interesting results. In particular, Kobelev (2004) finds that performance of most open PIFs can be explained by a two-factor model with the stock market and corporate bond factors. There are several consistently underperforming funds and a number of well-performing funds according to this model. Using a more general model with blue chip stocks instead of the stock market index leads to a marginal improvement in the explanatory power.
The goal of this project is to evaluate the performance of US and Russian mutual funds during the recent years.
 The objective of the research devoted to the US funds is to contribute to the existing empirical evidence using the up-to-date high-frequency (daily) data on fund returns and innovative methodology. The ultimate goal of the research on PIFs is to produce a rating system similar to those for US funds, which would account for the specifics of the Russian stock market and effectively distinct between poorly and well-performing funds. The students participating in this project are expected to have strong econometric and programming (Matlab or Gauss) skills and choose finance field. The analysis will be based on the CRSP data base for US mutual funds, InvestFunds.ru data base for PIFs, and general data sets on market-wide variables (risk-free rates, oil prices, exchange rates, etc.) as well as Russian stock prices and dividends. The specific directions of this empirical analysis are described below.
Suggested topics for student papers
The determinants of money flows to Russian mutual funds. The existing evidence for US funds demonstrates a strong positive relationship between fund flows and their past raw or risk-adjusted performance (see, e.g., Sirri and Tufano, 1998). The flow-performance relationship appears to be asymmetric, as flows to top performers are more sensitive to their performance than flows to poorly performing funds. The sensitivity of flows to performance declines with time (i.e., fund last-year performance is more important for investors than fund performance two or three years ago) and depends on the fund’s size, age, expense ratio and load fees as well as fund family’s characteristics (see Goriaev, 2002). This project will carry out a similar analysis for PIFs, using daily data on funds’ assets and returns; this may yield more interesting results compared than the analysis for the US funds, which is based on monthly or even lower-frequency data. In addition, one may investigate the importance of the fund being mentioned in financial media (e.g., regular PIF column in Vedomosti). 
Style analysis of Russian mutual funds. The US domestic equity funds use many investment styles based on such stock characteristics as size, growth potential, momentum, etc. Since funds’ actual investment styles often differ from their stated investment objectives, a number of researchers and rating agencies devised their own methods of classifying funds based on their past returns or portfolio holdings (see, e.g., Brown and Goetzmann, 1997). The related literature investigates whether funds strategically change their investment strategy in the bullish and bearish markets, around the portfolio disclosure dates, or in response to incentives provided by the observed flow-performance relationship (see, e.g., Chevalier and Ellison, 1997). The objective of this project is to investigate the actual investment styles of PIFs, examine their dynamics over time and in relation to fund-specific or market-wide factors, and devise a robust classification scheme based on the estimated styles. 
Performance persistence of Russian mutual funds. Looking at past performance, when selecting among funds, makes sense only when fund performance persists. Several methods have been used to examine performance persistence, including the contingency table analysis (sorting funds by past and current performance), the analysis of returns on zero-investment portfolios formed on the basis of past performance, and cross-sectional regressions of current performance on past performance. These tests should account for such specific features of the data as fund attrition, cross-correlation in fund returns, and large measurement error (see lecture notes for the course on Econometrics of Financial Markets for more details). The existing studies of US mutual funds find a strong evidence of persistence in poor performance and weak evidence of persistence in good performance (see, e.g., Carhart, 1997). The objective of this project is to perform a similar analysis for PIFs, measure the degree of performance persistence (and in general the degree of predictability of future performance), and identify consistently losing and winning funds.
Constructing a rating system for the Russian mutual fund industry. The primary determinant of the fund’s rating is its past performance evaluated according to a certain approach. In addition, it may take into account several other fund’s characteristics, such as management and load fees, size, age, and turnover. A fund’s rating may be absolute (i.e., based on the fund’s performance relative to exogenous benchmarks) or relative (to performance other funds in the same category, which should also be specified). The effective rating system is very important, since it has a large impact on investors choosing among funds. In Russia, the PIF ratings has been limited so far to the funds’ category rankings based on their past return, Sharpe ratio, Jensen’s alpha from the market model, size, and growth in assets. In addition, two years ago, the NAUFOR association and the Expert journal started to provide ratings of fund management companies. This project will compare different approaches to evaluate PIF performance (e.g., using the stock index, industry indices, and blue chips as benchmark assets). The ultimate goal is to construct the system of PIF performance ratings using the most appropriate performance evaluation approach(es), PIF general ratings (based not only on the fund’s performance, but also on other characteristics), and management company general ratings. 
Measuring intra-day timing ability of mutual funds. Recently, the data on Russian and foreign mutual fund returns have become available at daily frequency. This allows one effectively measure daily timing ability (i.e., the ability to increase market beta at the bullish market) of mutual fund managers, e.g., assuming that factor beta(s) in (1) is a linear or step function of the current factor realization. However, if managers possess such ability at the intra-day horizon, the test based on daily may not have enough power to identify it. To solve this problem, one may use the approach similar to that suggested by Goetzmann, Ingersoll, and Ivkovic (2000) who measured daily timing ability of fund managers with monthly data using the value of the daily market puts accumulated through the month as an instrument. The objective of this project is to test for the presence of the intra-day timing ability among Russian and foreign mutual fund managers. If present, such ability is more likely to be manifested in days with high intra-day volatility and for small young funds that can afford riskier investment strategy.
Bayesian approach to performance evaluation. The Bayesian approach to performance evaluation combines prior investors’ beliefs about the fund’s performance with the information in the data (long-horizon factor returns and cross-sectional distribution of fund current performance) and produces posterior distribution of a given fund’s alphas and factor betas. Such approach is especially convenient for the performance evaluation of young funds with short return history (see, e.g., Pastor and Stambaugh, 2002). This is a very important issue both for the US, where a median age of a diversified equity fund is about 4 years, and for Russia, where many funds have started during the last two years. This project will study the differences between the Bayesian and traditional short-horizon estimates of Russian and foreign mutual fund performance based on daily data. The resulting Bayesian estimates will be used in the tests of short-run performance persistence and dynamic style analysis.

Other directions of research. One additional issue that may be of interest is the affiliation of the fund (large bank or independent). Another is the effect of the age of the fund. Yet another is the test of funds’ risk-taking behavior aimed at winning the race for top performance rankings (in the spirit of Chevalier and Ellison, 1997). Finally, there could be a study that would estimate the effect of the fund managers’ compensation on their strategy and performance.
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� At the end of the year, PIFs add financial reserves accumulated during the year to their net assets, which can lead to a significant increase or decrease in the fund’s return.


� The current project continues the projects on financial policy of Russian corporations, portfolio management in Russia and abroad, carried out in the previous years.
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