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Abstract

Active weight, active expense ratio and active alpha are measures that can be

calculated with relative ease for any fund using publicly available data. How-

ever, for active weight to be truly useful to an investor the relationship between

these quantities and fund performance needed to be explored in greater detail.

Furthermore, the costs of South African unit trust funds had not been studied

using Miller’s techniques and needed further study. Finally, active weight had

not been used to study the evolution of active management over time. Using

quarterly South African unit trust fund data this study delivered on the follow-

ing key findings: that funds with higher active weight provide excess returns to

their investors; that funds with a higher active expense ratio do not necessarily

provide greater returns; and that the active alpha for South African unit trusts is

negatively correlated with fund performance.
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Chapter 1

Introduction to Research Problem

1.1 Research problem and purpose

1.1.1 Research title

Active fund management performance and cost.

1.1.2 Active fund management

According to the Association for Savings and Investment in South Africa (ASISA,

2011), the South African collective investment scheme industry was managing

assets worth more than R939 billion at the end of 2010. Institutional and private

investors invested more than R109 billion in a total of 943 funds (ASISA, 2011).

This represents 700% growth over the last ten years and clearly demonstrates the

popularity of collective investments schemes among today’s investors. However,

with such a myriad of options available, which investment should an investor

choose?

1



CHAPTER 1. INTRODUCTION TO RESEARCH PROBLEM 2

When evaluating mutual fund investment options an investor can, broadly speak-

ing, choose between two different types of funds. The first type of investment is

called an actively managed fund, which refers to the active role that the fund

manager plays in selecting the assets to invest in and the timing associated with

making these selections. These actions are taken with one goal in mind - to beat

the market (Grinold & Kahn, 1999). Due to the skill required in the management

process, such actively managed funds typically charge investors higher fees, usu-

ally with the expectation of higher returns. A second type of investment is called

a passive investment, which refers to the passive role played by the fund man-

ager. Asset selection is usually done by tracking a relevant index and therefore

these funds charge much lower fees. These passive funds never promise to out-

perform the market, only to match the returns offered by the market tracked by

the index (Grinold & Kahn, 1999).

Recently, there has been a number of articles regarding the advantages of passive

investment (Cameron, 2011; Collinson, 2010; Davis, 2010). Davis (2010) described

a study that included 233 funds in the United Kingdom (UK) that found that act-

ive management contributed -3.8% to the average fund’s returns. Cameron (2011)

described a similar study performed on South African funds in 2004 and how it

raised the issue of fund management. The conclusion of these articles is that with

the efficient markets that exist today, no fund manager can really outperform the

market over the long run and the low costs associated with passive investments

make them very attractive investments.

Proponents of active management highlight a number of issues in defence of act-

ive management. They point to the fact that certain funds exist that are beating

the market. Moreover, they point to the fact that these funds typically operate

with strict mandates and policies that prohibit investment in certain types of

assets. They also argue that passive investment does not take into account the
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Figure 1.1: Norway’s Government Pension Fund – Global (Passive aggressive,
2010)

inherent risk of the underlying assets, which might be in contravention of the

investment policy required by their clients.

A good illustration of this debate comes in the form of the performance of the

Norwegian Government Pension Fund - Global. This USD 444 billion fund man-

ages the royalties from Norway’s North Sea oil and gas reserves (Passive aggress-

ive, 2010). During the financial crisis of 2008 the fund lost USD 111 billion in value

which brought to light an interesting fact: the consultancy group Mercer found

in a study commissioned by the Norwegian Ministry of Finance that the fund’s

performance could have been replicated by investing in a passive index fund.

Follow-up studies by Ang, Goetzman and Schaefer (2009) confirmed this result,

showing that active management only contributed 0.3% to the total return of the

fund.

The fund has had a much better performance during 2009, with an annual re-

turn of almost 22% (Figure 1.1). However, if the world’s second largest sovereign

wealth fund struggles to come to terms with the right type and level of active
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management, what is the ordinary investor to do?

1.1.3 Research problem and purpose

Should the investor decide on an actively managed investment rather than a pass-

ive investment, how would they select the most appropriate actively managed

investment? Historical data shows that not all actively managed investments are

created equal. There are funds that outperform their relevant indexes over a sus-

tained period of time, but the average actively managed fund does not produce

excess returns. In fact, when the performance of these funds is analysed it be-

comes apparent that for a small number of funds, a large proportion of the fund’s

performance can be correlated with the performance of the best-fit index fund

(Davis, 2010). Even though these funds might market themselves as active in-

vestments, they are in fact passive investments. To avoid these closet indexers

(Richards, 2010) investors require a measure that can assist them in choosing the

best actively managed investment.

Another aspect to consider when choosing an investment is cost. John Bogle, the

founder of Vanguard, the low-cost fund management company, described, what

he referred to, as the Cost Matters Hypothesis (Bogle, 2005). This implies that

when taking into account the costs of a collective investments vehicle, especially

when compounded over the lifetime of the investment, it can become excess-

ive. Davis (2010) mentioned an American mutual fund where the costs related

to active management came to -9%. Investors in South Africa have to be wary

of the same trap. Stokes (2010) described a study that shows a R100 investment

returning R727.31 instead of R1152.39 due to costs. The full extent of these fund

management costs in the South African market will need to be studied in more

detail. On the other hand, the managers of actively managed funds that do out-
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perform the market will rightly lay claim to a portion of the excess returns that

are being generated in the form of fees. If a metric existed that captured the level

of active management skill, investors might feel more justified in paying the fees.

Collinson (2011) described the United Kingdom fund management industry’s

response to the regulatory changes in the form of a Retail Distribution Review

(RDR) due to the perception of high costs. This included JP Morgan reducing

charges to a third of the average fund management costs in the United Kingdom

and TCF Investments capping their fees at a maximum of 0.8%. Also, Vanguard

launched an index tracker fund with costs of only 0.15% per annum. However,

despite these efforts Collinson (2011) reported that there is still evidence of ex-

cessive fees. Ross (2011) also reported on these actively managed funds being

offered at costs similar to that of passively managed funds and how fund man-

agers are moving to new platforms and exchange traded funds (ETF’s) to en-

sure cost competitiveness. In his 2011 budget speech, Pravin Gordhan, the South

African Minister of Finance, mentioned the cost of investment and that the gov-

ernment would want to address the imbalance of knowledge about these costs

between the suppliers and the consumers (Cameron, 2011). This demonstrates

that there is a need to understand the cost of investment as well as the impact this

has on the long term returns to consumers from a regulatory perspective in SA. If

a metric existed to monitor the performance of fund managers, regulatory bodies

would be able to act against predatory practices, in the interest of consumers.

1.1.4 Research motivation

Due to the availability of good quality data, a large amount of research on the

performance of the US mutual fund industry is available. For example, Jensen

(1968) found that for the period from 1945 until 1964 passive fund management
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on average outperformed active fund management. This result was confirmed

by Kosowski, Wermers, and White(2006) for the period from 1975 until 2002.

However, the research shows that some actively managed funds do outperform

passive funds (Petajisto, 2010; Carhart, 1997). As was elaborated in the previ-

ous section, the question arises whether any measures exist that is related to the

performance of actively managed funds. Historically, tracking error volatility

(Grinold & Kahn, 1999) has been used to study active management. More re-

cently, “Active Share” as proposed by Cremers and Petajisto(2009), “R-squared”

as proposed by Amihud and Goyenko(2011) and “active weight” as proposed

by Miller (2007), are all measures that have been developed to study the level of

active management in an investment.

Cremers and Petajisto(2009) developed Active Share as a measure of active man-

agement. They developed a certain methodology that allowed for a detailed ana-

lysis of Active Share. In their study they compared Active Share to a number of

fund characteristics including fund size, fund fees, fund flows and the prior re-

turns of the fund. They performed a time series study of Active Share and also

investigated how Active Share relates to fund performance. They found Active

Share especially well suited to uncovering closet indexing. However, to calculate

the Active Share for a fund the holdings of the fund as well as the benchmark

index needs to be known, which is not always the case, as was highlighted by

Cremers, Ferreira, Matos, and Starks(2011) in their study of mutual fund industry

worldwide.

Amihud and Goyenko(2011) used the R2 obtained from the regression of fund re-

turns on a benchmark model to study fund performance. They found that a lower

R2 measures greater active management and that it predicts higher alpha, or ex-

cess returns. However, they did not study the impact of fund fees or analyzed

active management style.



CHAPTER 1. INTRODUCTION TO RESEARCH PROBLEM 7

Miller (2007) developed active weight as a tool to study the costs of active fund

management (which he termed the active expense ratio) and did not study the re-

lationship with fund performance. Even though Miller proposed active alpha as

a measure of the active management performance no analysis beyond some basic

comparisons between fund types was done. One of the big advantages of active

weight is that it can be computed reletavely easily using the fund’s published

total expense ratio, it’s R2 and the published excess returns (Davis, 2010).

This research therefore aimed to utilise the methodology used by Cremers and

Petajisto(2009) to study the performance and costs of active fund management

using the active weight and the related metrics of active expense ratio and active

alpha, as developed by Miller (2007).

1.2 Research objectives

The objective of this research was to:

1. Analyse the relationship between active fund management and other fund

characteristics such as fund size, fees, flows and prior returns.

2. Examine the evolution of active fund management over time using the act-

ive weight and the active alpha.

3. Understand if more active fund management leads to greater performance,

by using the active weight and active alpha.

4. Analyse whether active weight or active alpha could be used to predict fund

performance.
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5. Determine the cost of active fund management when taking into account

the returns from the passive component of the fund by using the active

expense ratio.

1.2.1 Research Aim

This research aimed to evaluate the suitability of the active weight, the active

expense ratio and the active alpha of a fund as measures to analyse and predict

fund performance and explore fund management costs.



Chapter 2

Literature Review

Figure 2.1 shows the structure of this chapter. It opens with a discussion of fund

management, covering aspects such as the basic structure of mutual funds and

unit trusts funds, the performance measures for these funds and management

fees. The next section explores the literature on passive fund management in-

cluding the passive management philosophy, performance measures and passive

management costs. This is followed by a section on active fund management dis-

cussing the active management philosophy, performance and costs. The chapter

concludes with a section on the identified areas for new research.

2.1 Fund Management

This section describes the history of mutual funds in the United States and unit

trust funds in South Africa. It then describes the performance of fund manage-

ment and concludes with a description of fund management costs. For the pur-

pose of this study “fund management” refers to the professional management of

investment funds on behalf of individuals, families and institutions.

9
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Figure 2.1: Chapter structure

����������	�	�

•��������������������
����������

•����������

•��������������

������	������
�����	�	�


•����������
•�	
��
���	

•�����

��
��	������
�����	�	�


•����������
•�	
��
���	

•�����

2.1.1 Mutual funds and unit trust funds

The first documented record of a collective investment vehicle comes from the

18th century Netherlands where Adriaan van Ketwich created an investment

trust called Eendrag maakt Magt in 1774. He theorized that the diversification

offered by his vehicle would appeal to smaller investors with limited amounts

of capital available for investment (McWhinney, 2009). It is interesting that the

same strength through unity offered by the principles of risk diversification and

low investment threshold continues to drive the appeal of mutual funds to this

day. Over the next century the idea of a closed-pool investment trust spread

through the rest of Europe and eventually to the United States, where the The

Boston Personal Property Trust was created in 1893 (McWhinney, 2009).

The first true mutual fund, the Massachusetts Investor’s Trust (see Figure 2.2),

was launched in 1924 in Boston and carried the characteristics of a modern-day

mutual fund in that it was an open-ended pool of investments, managed by a
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Figure 2.2: A copy of the original certificate issued to shareholders of the Mas-
sachusetts Investor’s Trust (MFS Investment Management, 2011)

number of experts in the field, making investment more accessible to the common

man (MFS Investment Management, 2011). Today the United States mutual fund

industry is the largest in the world, with USD 11.8 trillion worth of assets under

management (ICI, 2011).

Modern day United States collective investment vehicles can be structured as

unit investment trusts, as mutual funds or as closed-end funds (Securities and

Exchange Commission, 2007). The studies used in this research is based on US

mutual fund data. A mutual fund refers to a type of investment company that

pools money from many investors. The investors in a mutual fund will purchase

shares in the mutual fund from the fund itself or through a broker. The price paid

for these shares will be equal to the net asset value (NAV) per share plus any fees.

Each of the investors then owns shares in the fund that represent a portion of the

holdings of the fund (Securities and Exchange Commission, 2010).

According to the SEC Mutual Fund guide for investors (Office of Investor Educa-

tion and Advocacy, 2007) mutual funds can provide a return to investors in one
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of three ways. Firstly, the dividend payment from stocks and the interest pay-

ments on bonds in the fund’s portfolio which is received by the fund and then

paid to the investors. Secondly, capital gains distributions accrue to the investors

if the fund sells any securities that have increased in price. Thirdly, when the

value of the fund’s portfolio increases the NAV of the fund increases, resulting in

an increase in the price of the mutual fund shares (Office of Investor Education

and Advocacy, 2007).

Markowitz (1952), in his seminal paper on portfolio selection, showed that for

a certain level of risk, an efficient portfolio can be created that maximises the

return to the investor. Different mutual funds, through the construction of an

underlying portfolio using this principle, offers investors different risk profiles

aligned to the mandate of the mutual fund.

Collective investment vehicles in South Africa are referred to as unit trusts (AS-

ISA, 2011). The first unit trust in South Africa was the SA Growth Equities

(Sage) Fund which was launched in June 1965 and was soon followed by the

National Growth Fund (Kok, 2006). South African unit trusts are structured

differently from US mutual funds, but have the same end results for investors

(Meyer-Pretorius & Wolmarans, 2006) and operate under the Collective Invest-

ments Schemes Control Act No. 45 of 2002. This new Act introduced a number of

changes, including the renaming of "unit trusts" to "collective investments" and

"units" to "participatory interests", however most investors still use the old terms.

A unit trust fund is made up of equal portions called or units. Each unit has a

price, or net asset value based on the underlying assets of the fund that could

be cash or securities. Units are priced daily because the value of the underlying

assets changes every day in line with market movements. When investors invest

in a unit trust, they are allocated units according to the size of the investment and

the price of the units on the day of the investment (Investonline, 2011).
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2.1.2 Measuring fund performance

As was mentioned in Section 1.1.4, a large body of academic research exists study-

ing the performance of the US mutual fund industry. This includes the work by

Sharpe (1966) to illustrate that the ratio of returns to volatility can be used to eval-

uate mutual fund management performance. This ratio is now referred to as the

Sharpe-ratio Bodie, Kane, and Marcus(2011).

Jensen (1968) studied the inherent paradox facing any fund manager: the need to

increase returns on a portfolio whilst minimizing the risk to the portfolio holders.

He focused on the fund manager’s ability to forecast security prices thereby in-

creasing the portfolio returns by producing non-zero alpha, where alpha refers to

the excess returns achieved by the fund. This portfolio alpha is sometime referred

to as Jensen’s alpha (Miller, 2007) or Jensen’s measure (Bodie et al., 2011) and is

used to this day as a measure of fund management performance.

Daniel, Grinblatt, Titman, and Wermers(1997) showed that the forecasting ability

referred to by Jensen can be explained to a large extent by the use of momentum

strategies by the portfolio managers rather than some inherent skill. Any further

excess returns generated by certain funds are attributed by the authors to the

characteristics or style of the fund.

Wermers (2000) augments this study by using previously unavailable fund stock

holdings data. The conclusion reached by Wermers was that mutual fund port-

folio’s outperformed a broad market index by 1.3% per year, of which 0.6% is

derived from the style of stocks invested in and 0.7% is due to the stock-picking

ability of the manager. However, once fees are subtracted the net-return perform-

ance is 1% below the market.

Fama and French (2010) studied this stock-picking ability and asked whether it is
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related to luck or skill. Their conclusion was that there are very few fund man-

agers that produce excess returns able to cover their costs. Based on their results

they found that only 2.3% of fund managers generate excess returns greater than

2.5% per annum - before expenses.

Fund performance can be measured relative to a number of theoretical bench-

marks. The Capital Asset Pricing Model (CAPM), the Fama-French 3-factor and

the Carhart 4-factors benchmarks are usually employed in academic research

(Carhart, 1997). For the CAPM, the benchmark for a US mutual fund is defined

as

rit = αiT + βiTVWRFt + eit (2.1)

where rit is the excess portfolio return over the risk-free rate and VWRFt is the

excess return on the Center for Research in Security Prices (CRSP) value-weighted

portfolio of all NYSE, Amex and Nasdaq stocks (Carhart, 1997). The Fama-French

3-factor benchmark is defined as

rit = αiT + biTRMRFi + siTSMBt + hiT HMLt + eit (2.2)

where RMRFi is the excess return on a value-weighted aggregate market proxy,

SMBt is the excess returns on small cap stocks and HMLt is the excess returns

from value stocks (Carhart, 1997). However, this model does not include the ef-

fects of momentum found by Jegadeesh and Titman(1993), where good or bad

recent performance of particular stocks continues over time. Therefore, in most

active management studies, including the work by Cremers and Petajisto(2009),

benchmark comparisons are done using Carhart’s 4-factor model which is defined

as:
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rit = αiT + biTRMRFi + siTSMBt + hiT HMLt + piTPR1YRt + eit (2.3)

where PR1YRt is one year momentum in stock returns (Carhart, 1997).

The first security market index, the Dow Jones Average, was created in 1884 by

Charles Dow and Edward Jones, as a way to communicate to the readers of the

Customer’s Afternoon Letter the performance of the US markets during the day

(Dow Jones, 2011). Today, investors have a large variety of indexes such as the

New York Stock Exchange’s Dow Jones Industrial Average and the Standard’s

& Poor 500 or the Johannesburg Securities Exchange’s All Share Index or TOP40

index. The performance of these indexes are used as practical benchmark by most

investors when evaluating the performance of their investments.

These practical benchmarks can also be used to benchmark the performance of

any fund. From the literature study it was clear that these indexes were used for

performance comparison, as in the case of the work by Cremers and Petajisto(2009),

Petajisto(2010) and Miller(2007). For this research only the relevant index will be

used as benchmark when measuring fund performance.

2.1.3 Fund management costs

Mutual fund management fees in the US are typically broken down into two com-

ponents (Investopedia, 2011): ongoing yearly fees, referred to as the management

expense ratio that covers the on-going costs of managing the fund, and transac-

tion fees referred to as “loads” that typically occur when buying or selling shares

in the mutual fund.

Management fees for unit trust funds in SA are described in terms of a total ex-

pense ratio (TER). This was introduced in 2007 when the Association of Collective
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Investments (ACI), the forerunner of ASISA, required it’s members to quantify

their direct costs, showing the expenses as a percentage of the total fund assets.

The TER therefore shows the percentage of portfolio value that was consumed in

fees and operating costs. It also includes the annual service fees. However, fund

entry costs are not included in the TER. Trading costs are included by some man-

agers but not by others. This means that the difference between the TER and the

annual service fee percentage gives an idea of the operating cost-efficiency of the

fund. A TER of 2.5% and an annual service fee of 1.5% means that 1% per annum

of portfolio value was eroded by operating costs.

TER’s are reported quarterly by all ASISA members, usually within a month

of quarter end. Performance fees are included in the TER. However, to enable

investors to determine the extent of performance fees (which may vary consid-

erably over time), the fund manager must disclose the performance fee for the

period as a percentage of the fund. So, for example, if a fund which charges

a performance fee discloses a TER of 3.5%, a annual service fee of 1.5% and a

performance fee of 1.2%, we know that on average 0.8% of portfolio value was

expended in operating costs.

2.2 Passive fund management

This Section describes passive fund management (see Figure 2.1). The philosoph-

ical roots of passive fund management are explored and the measures of passive

fund management discussed. Then passive management performance and costs

are described and it concludes with a report on the growth of passive manage-

ment over time.
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2.2.1 Philosophy and measures of passive fund management

The emergence of benchmark indexes (described in Section 2.1.2) led investors to

ask the question, why not just invest in the index? This led to the rise of so-called

index trackers or passive funds. The first index tracker fund was launched in 1971

in the United States by William Fouse and John McQuown of Wells Fargo Bank

(Investopedia, 2011). According to the Investment Company Institute (2011), by

the end of 2010, 365 index funds managed total net assets of USD 1 trillion in the

United States market, with investors adding USD 58 billion in net new cash flow

to these funds.

The theoretical grounding for passive investment comes from the work on market

efficiency performed by Fama (1970). The implication of an efficient market, even

in its weak form, is that no investor can consistently outperform the market and

by implication its proxy, the index.

These passive funds are constructed by exactly mirroring the holdings of the in-

dex being tracked. This has the advantages that no forecasting is required on the

part of the fund managers, which reduces research and management overheads.

It also minimises taxes and minimises asset turnover. High turnover will intro-

duce brokerage costs and can introduce a spread between bid and asked prices

when securities are traded in large blocks (Malkiel, 2003).

Tracking error volatility is a commonly used metric (Grinold & Kahn, 1999) of

fund management that measures the standard deviation of the difference between

the fund return R f und and its benchmark index return Rindex which is defined as

Tracking error = Stddev
[
R f und − Rindex

]
(2.4)
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Passive managers will attempt to mirror the performance of the benchmark index

fund to such a degree that it minimises this metric.

Index tracking funds offering a passive fund management alternative in South

Africa have not grown as quickly as in the United States. Wierzycka (1996) in-

dicated that this may have been due to a variety of reasons, including the high

transaction costs and vested interests of the limited number of dominant active

fund managers. Wessels and Krige(2005a) estimated that pure index investment

made up only 1.5% of all invested capital on the JSE by the end of 2003. ASISA

releases quarterly statistics on the size of the South African collective investment

industry, however these statistics do not break down index tracking funds separ-

ately. It is therefore difficult to estimate the extent of passive investment in South

Africa.

2.2.2 Passive fund management performance

Sharpe (1991) described the arithmetic of fund management. Given that passive

investors will own all the securities in the market, a passive manager will obtain

precisely the market return, before costs. “From this, it follows that the return

on the average actively managed dollar must equal the market return. Why?

Because the market return must equal a weighted average of the returns on the

passive and active segments of the market. If the first two returns are the same,

the third must be also” (Sharpe, 1991, p. 7-9).

In his seminal article Jensen (1968) showed that passive management outper-

forms active management on average in the long run. Recent studies have con-

firmed that this is still the case in the United States (Kosowski et al., 2006; Petajisto,

2010) and that the average active fund under performs its passive equivalent by



CHAPTER 2. LITERATURE REVIEW 19

at least 1% per annum over the long term. Malkiel (2003) studied fund manage-

ment performance in US and European markets and found that passive manage-

ment outperformed other investment strategies in efficient markets conditions

and even when markets are not efficient. He found that despite well known beha-

vioural factors, or predictable patterns in stock markets leading to possible mar-

ket inefficiency, no profitable investment strategies are constructed from these

inefficiency. This was also demonstrated by the fact that professional investors

were unable to outperform the market (Malkiel, 2003).

Furthermore, Sharpe (1991) proposed the measurement of passive fund manage-

ment performance by using comparable feasible passive alternatives, defined in

advance of the measurement period.

Wessels and Krige(2005b) investigated South African mutual funds over 156 in-

vestment periods and found that in South Africa active funds outperform passive

investments before costs. However, they found that after costs, index investing

is preferred. Muller and Ward(2011) showed that a low cost index tracking fund

outperformed more than 70% of unit trust funds on the JSE on a five year holding

period from 2002 until 2010.

2.2.3 Passive fund management costs

As was described in Section 2.2.1 passive management investments carried low

management fees. Malkiel (2003) reported index funds with fees of 10 or 20

basis points in the United States. Philips and Ambrosio(2007), in their analysis

of United States mutual funds, found that the average passive fund in the US

charges 31 basis points in fees. Bartens and Hassan(2010) reported an expecta-

tion that fund management fees in South Africa, as in other emerging markets,

would be higher than the average fees in the developed world. Meyer-Pretorius
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and Wolmarans(2006) reported that data on passive management fees in SA is

not available. In fact, South Africa performed poorly in the Morningstar Global

Fund Investor Experience 2011 (Alpert & Rekenthaler, 2011) report due to limit-

ing foreign investment regulations and limited disclosure. The report found that

historical expense ratio information, detailed fees, trading costs, and portfolio

holdings were generally lacking or difficult to obtain.

2.2.4 Passive fund management over time

Passive fund management have grown in popularity since it’s inception in the

United States. According to the 2011 Investment Company fact book (ICI, 2011),

equity investments in index funds have increased to 14.5% of all equity invest-

ments made in the US, up from 5.2% in 1996. It is even popular under active

fund managers: Petajisto (2010) found that the level of passive management un-

der active managers has been increasing over time since the early 1990’s in US

markets. Bhattacharya and Galpin(2009) found that passive management invest-

ing is on the increase in numerous developed and emerging markets. Muller

and Ward(2011) found similar results for the South African market over a 23 year

period from 1988 until 2010. In their analysis they found that active manage-

ment, as measured through Active Share, has reduced from 50% to 15%. Their

conclusion, in line with that of Bhattacharya and Galpin(2009), is that investors

are moving towards an optimal market capitalisation weighted equity portfolio.

If one were to study active management from the perspective of active weight, as

defined by Miller (2007), the question arise if similar trends will be observed.
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2.3 Active fund management

This section describes the philosophy and measures of active fund management

(see Figure 2.1), as well as the performance and costs of active management. It

concludes with a discussion on the evolution of active management over time.

2.3.1 Philosophies and measures of active fund management

Active management refers to any fund management strategy that differs from

passive fund management. A variety of active fund management strategies exist

including stock picking and sector rotation. Stock picking refers to the act of

selecting stocks based on certain criteria, with the aim of achieving excess returns

over the market (Investopedia, 2011) whereas sector rotation refers to the action

of a fund manager to move investments from one economic sector to another in

an attempt to profit from an economic cycle (Investopedia, 2011).

The level of active management can be calculated in a number of different ways,

using either the tracking error, Active Share, R-squared or the active weight.

These metrics are discussed in greater detail in the remainder of the section.

2.3.1.1 Tracking error volatility

Tracking error volatility can also be used to measure the performance of active

management. Active managers will try to maximise tracking error with strong

excess returns for their funds. This metric provides a good indication of sys-

tematic factor risk (Petajisto, 2010). Tracking error is by far the oldest measure

of active management and a lot of research has been done to determine a rela-

tionship between active management performance and tracking error. However,
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Cremers and Petajisto(2009) found that tracking error on its own is an inadequate

measure for the study of active fund management.

2.3.1.2 Active Share

Active Share, another metric used to evaluate active management, is defined by

Cremers & Petajisto (2009) as

Active Share =
1
2

N

∑
i=1
|w f und,i − windex,i| (2.5)

where w f und,i is the weight of stock i in the fund’s portfolio, windex,i is the weight

of the same stock in the fund’s benchmark index, and the sum is computed

over the universe of all assets. This metric indicates the fraction of the portfo-

lio that is different from the benchmark index . They researched the relationship

between Active Share and active management performance and their conclusion

was that high levels of Active Share is related to good fund performance (Cremers

& Petajisto, 2009). However, the biggest issue with Active Share is that it requires

knowledge of the fund holdings. This is usually only released on a quarterly

basis or, in certain instances in other markets around the world, not released at

all (Cremers et al., 2011).

2.3.1.3 R-squared

Amihud and Goyenko(2011) used the R2 obtained from the regression of fund

returns on a benchmark model to study fund performance. They found that a

lower R2 measures greater active management and that it predicts higher alpha,
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or excess returns. However, they did not study the impact of fund fees or ana-

lysed the active management style, which meant that it was difficult to uncover

closet indexing using R2.

2.3.1.4 Active weight

Active weight is a metric that has been used by Miller (2007) to measure the level

of active management and was defined as

wA =

√
1− R2

R +
√

1− R2
(2.6)

where R2 is calculated from the regression of the fund’s returns against the re-

turns of the index. This metric has the advantage that it is independent of the

portfolio’s beta. Beta is an indication of the portfolio’s sensitivity to the index

(Bodie et al., 2011). Active weight was created in the context of determining the

costs associated with active management and allocating the correct levels of cost

to the actively managed portion of the fund. Active weight has the added ad-

vantage that it can be calculated on daily returns data. It is important to note that

no research has been found that study the relationship between active weight and

fund performance.

2.3.2 Performance of active fund management

Despite the issues highlighted with regards to the average performance of act-

ive management in both United States and South African markets, some active

funds do outperform the market on a consistent basis (Cremers & Petajisto, 2009;

Petajisto, 2010).
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Previous research have provided a number of different factors that determined

fund performance. Bogle (1999) and Carhart (1997) have argued that higher ex-

penses lead to lower fund performance, whereas Hendricks, Patel, and Zeck-

hauser(1993) and Wermers (2000) have argued that market timing and stock pick-

ing are even greater determinants of fund performance. Cremers and Petajisto(2009)

used a combination of tracking error and Active Share to classify the performance

of actively managed funds. No studies could be found that correlates the active

weight, active alpha and active expense ratio of a fund with fund performance.

Miller (2007) indicated this as an avenue for possible future work. Miller (2007)

derived the active alpha for a fund as follows

αA = αP +
R(αP + CI)√

1− R2
(2.7)

where αP is the portfolio alpha. This active alpha is the risk premium above the

market for the actively managed component of the fund and provides an indica-

tion of the opportunity costs involved in the investment. The question therefore

arises whether there is a relationship between active weight and active alpha.

Does a certain level of active weight relate to out performance on the part of the

active management being practised?

Cremers and Petajisto(2009) studied active management and fund management

performance persistence and found that funds with high Active Share showed

performance persistence over a one year period. This study will analyse active

weight and fund management performance persistence to determine if it correl-

ates with the finding on Active Share and performance persistence.

A number of studies on active management performance in South Africa have

been conducted. These studies confirmed the results from the US market, that

only a few active managers provide excess returns. Wessels and Krige(2005a)
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found that only three actively managed funds outperformed the markets over

long periods and that three other funds provide good returns over shorter eval-

uation periods. Muller and Ward(2011) studied active management and found

no relationship between Active Share and the performance of South African do-

mestic general equity funds.

2.3.3 The costs of active fund management

Any study on fund performance will need to investigate the impact of fees, as in-

vestors will only have access to the fund returns after fees. Conventional wisdom

dictates that higher fees should be paid for higher performance and we know

that active management usually requires higher fees. Malkiel (2003) found that

for actively managed funds in the United States the average expense ratio was in

excess of 140 basis points. Philips and Ambrosio(2007) showed that there is still

a substantial difference between active and passive management fees in the US

mutual fund industry.

Miller (2007) asked if the true cost of active fund management can be determined

taking into account the fact that passive management can explain a large portion

of a fund’s performance. Miller (2007) proposed the following breakdown of fund

management costs

CP = (1− wA)CI + wACA (2.8)

where CP is the overall portfolio expense ratio, CI is the passive expense ratio of

the benchmark index fund and CA is the active expense ratio. The active expense

ratio is defined as
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CA = CP +
R(CP − CI)√

1− R2
(2.9)

This ratio metric provides an indication of the cost of active fund management

performed for the fund being investigated.

As was mentioned in Section 2.2.3, historical fund management fee data for the

South African market is difficult to obtain. This will frustrate efforts to determine

the breakdown between active and passive cost components.

2.3.4 Active fund management over time

Petajisto (2010) found that the level of active management has been decreas-

ing since the early 1990’s in markets in the United States. Bhattacharya and

Galpin(2009) found a reduction in active management in numerous developed

and emerging markets. If one were to study active management from the per-

spective of active weight the question would be if similar trends will be seen.

Muller and Ward(2011) found that Active Share on the JSE declined from a level

of 50% in 1988 to a level of 15% in 2001. They found that Active Share on the JSE

remained at this level until 2010.

2.4 Conclusion

In this Chapter a number of areas for further study were identified. Active weight,

active expense ratio and active alpha are measures that can be calculated with

relative ease for any fund. However, for active weight to be truly useful to an

investor the relationship between these quantities and fund performance needed
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to be explored in greater detail. Furthermore, the costs of South African unit

trust funds have not been studied using Miller’s techniques and will need fur-

ther study. Finally, active weight has not been used to study the evolution of

active management over time, which will be addressed in this research.
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Research Propositions

This study attempted to establish a link between the level and cost of active fund

management and fund performance. In line with the research highlighted in the

literature review this was done through the use of research propositions, rather

than hypothesis testing. The following research propositions were investigated.

3.1 Proposition 1: Active management and fund re-

turns

3.1.1 Proposition 1A

It is proposed that there is a link between the level of active management and the

benchmark adjusted returns of the fund.

28
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3.1.2 Proposition 1B

It is proposed that there is a link between the active alpha and the benchmark

adjusted returns of the fund.

3.1.3 Proposition 1C

It is proposed that there is a link between the level of active management and the

benchmark adjusted returns of the fund, when taking into account the fund size.

3.2 Proposition 2: Active management over time

3.2.1 Proposition 2A

It is proposed that the level of active management in the market has changed over

the study period.

3.2.2 Proposition 2B

It is proposed that the active alpha has changed over the study period.
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3.3 Proposition 3: Active management and fund char-

acteristics

3.3.1 Proposition 3A

It is proposed that there is a link between the level of active management and the

size of the fund.

3.3.2 Proposition 3B

It is proposed that there is a link between the level of active management and the

fees charged by the fund.

3.4 Proposition 4: Active expense ratios

3.4.1 Proposition 4A

It is proposed that there is a link between the active expense ratio and the level of

active management of the fund.

3.4.2 Proposition 4B

It is proposed that there is a link between the active expense ratio and the bench-

mark adjusted returns of the fund.
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3.4.3 Proposition 4C

It is proposed that there is a link between the active expense ratio and the active

management performance of the fund.

3.5 Proposition 5: Active management and perform-

ance persistence

3.5.1 Proposition 5A

It is proposed that there is a link between the level of active management and the

prior year returns of a fund.

3.5.2 Proposition 5B

It is proposed that there is a link between the active expense ratio and the prior

year returns of a fund.

3.5.3 Proposition 5C

It is proposed that there is a link between the active alpha and the prior year

returns of a fund.
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Research Methodology

4.1 Research methodology and research design

The investigation of the research propositions was quantitative and causal by

nature. Since the basis of this research was to analyse fund performance and

determine the costs of active fund management, the formulas and methodologies

developed in the literature was applied to the secondary data which is historical

unit trust fund performance data.

A formalized research design was followed to test the research propositions. The

study has an ex-post facto design, meaning that historical fund data, that could

not be manipulated by the researcher, was used for the analysis. It is also cat-

egorised as a longitudinal study, as the performance of funds was analysed over

an extended period of time (2002-2011). The performance of unit trust funds was

analysed using a statistical study to determine whether generalised characterist-

ics of active fund management could be deduced.

32
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4.2 Method of data analysis

4.2.1 Proposition 1, 3, 4 and 5

The data was analysed using a similar technique to the two dimensional distribu-

tion methodology proposed by Cremers and Petajisto(2009) for analysing Active

Share. This methodology allowed the exploration of the relationship between the

active weight, tracking error and the active alpha and fund performance. For

each quarter the funds were sorted into active weight quintiles and then further

into either tracking error quintiles, active alpha quintiles or active expense ratio

quintiles, depending on the propositions being tested. For each of these 25 fund

portfolios, depending on the propositions being tested, the following were cal-

culated: the benchmark adjusted mean returns; the average active weight; the

average active expense ratio; or the average active alpha. An example of such an

analysis is shown in Table 4.1.

Table 4.1: Example of data analysis for Proposition 1A
Tracking error quintile

Active weight quintile Low 2 3 4 High All High - Low
High a b c d e A e-a

4 f g h i j B j-f
3 k l m n o C o-k
2 p q r s t D t-p

Low u v w x y E y-u
All F G H I J K L

High - Low u-a v-b w-c x-d y-e M N

4.2.2 Proposition 2:

For each of the quarters of data that was used in this study, the active weight and

active alpha was averaged across all the funds in existence at that stage.
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4.3 Unit of analysis

Based on the two dimensional analysis described in the previous section and de-

pending on the proposition being tested, the unit of analysis was the benchmark

adjusted mean returns, the average active weight, the active alpha, the total ex-

pense ratio or the normalised fund size.

4.4 Population of data

The investigation of propositions 1A, 1B, 2A, 2B and 5A was performed on South

African Domestic General Equity unit trust fund quarterly total returns data from

June 2002 until 31 March 2011. The investigation of propositions 1C, 3A, 3B, 3C,

4A, 4B, 4C and 5B and 5C used fund characteristic data, including the fund size

and total expense ratio, based on the data released on 26 June 2011.

4.5 Sampling method and sample size

The data population was screened using the techniques employed by Miller (2007)

and Petajisto (2010), which is a judgemental sampling technique Blumberg, Cooper,

and Schindler(2008) that excludes non-confirming data bearing the following char-

acteristics:

• Any unit trust fund that is explicitly identified as a fund of funds;

• Any unit trust fund that is not classified as a South African domestic general

equity fund;

• Any unit trust fund with only one quarterly return data point.
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4.6 Data collection and analysis

The original plan for data collection was to obtain monthly historical unit trust

performance data from the South African FundsData Online databases, main-

tained by Profile Media. However, due to the excessive costs involved with the

acquisition of this data a second option was chosen. This entailed using the

quarterly historical unit trust performance database of ASISA data maintained

by Chris Muller. The variables required for analysis include: the unit trust fund’s

returns, the returns of the relevant benchmark index funds, the R2 for the unit

trust when compared to a benchmark index. The total expense ratios and fund

sizes for the relevant portfolios and the benchmark indexes were retrieved from

the ASISA website where this information is available free of charge.

4.7 Limitations

An important characteristic of any fund is the flow of funds into and out of the

fund. It was used by Cremers and Petajisto(2009) to analyse Active Share. A

similar analysis of active weight on South African funds was not possible due to

the unavailability of the historical data.

To understand how fund management costs have evolved over time, historical

TER data needs to be available. This was not the case, as ASISA only release a

snapshot of the TER’s of currently available unit trust funds.
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Results

5.1 Sample Description

As was elaborated in Section 4.6, two data sets were constructed for investigating

the different propositions. The first data set was constructed using the quarterly

unit trust fund performance data from 31 December 2000 until 31 March 2011 for

all the Domestic General Equity unit trust funds that was traded on the Johannes-

burg Stock Exchange. This provided 39 quarters worth of data for all unit trusts

that were in existence during that time. Three quarter’s information was missing

from the data set, namely data for the quarters ending on 30 September 2001, 31

March 2002 and 31 December 2007. The calculated R2, active weight, active alpha

and tracking error from this data set was averaged and fed into the second data

set.

The second data set was constructed around the total expense ratio (TER) and

fund size data obtained from ASISA. By converting the TER to a quarterly value

and combining it with the variables from data set one, the quarterly active ex-

pense ratio data for 96 funds was obtained.

36



CHAPTER 5. RESULTS 37

5.2 Variable Descriptions

The variables listed in Table 5.1 were calculated using the sample data and used

in this chapter.

Table 5.1: Variables calculated for use in this chapter

Variable name Description
RSQ R2 of the linear regression model fit between the

returns of the JSE All Share Index and the unit
trust fund returns

wA active weight of the unit trust fund
TrErr tracking error, defined as the standard deviation

of the benchmark adjusted unit trust fund
returns

αA active alpha of the unit trust fund
αP the alpha of the unit trust fund, calculated as the

intercept of the linear regression model fit
between the returns of the JSE All Share index

and the unit trust fund returns
CA the active expense ratio of the unit trust fund
CI the inactive expense ratio, or cost of investing in

an index tracker fund

5.3 Proposition 1: Active management and fund re-

turns

5.3.1 Proposition 1A

For this proposition the link between the level of active management and the

benchmark adjusted quarterly returns of a fund was investigated. This was achieved

by sorting the benchmark adjusted quarterly fund returns along two axes. Firstly,

the fund returns were sorted dependent on the active weight quintile that they fell
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into and then according to the tracking error quintile for the fund. This resulted

in a 5x5 matrix for which the mean values, t-statistics and number of observations

were determined, as shown in Table 5.2.

5.3.2 Proposition 1B

For this proposition the link between the active alpha and the benchmark ad-

justed returns of the fund was investigated. This was achieved by sorting the

benchmark adjusted quarterly fund returns along two axes. Firstly, the fund re-

turns were sorted dependent on the active alpha quintile that they fell into and

then according to the tracking error quintile for the fund. This led to a 5x5 matrix

for which the mean values, t-statistics and number of observations were determ-

ined, as shown in Table 5.3.

5.3.3 Proposition 1C

For this proposition the link between the level of active management and the

benchmark adjusted returns of a fund was investigated, taking into account the

size of the fund. This was achieved by sorting the benchmark adjusted quarterly

fund returns along two axes. Firstly, the fund returns were sorted dependent

on the active weight quintile they fell into and then according to the fund size.

This produced a 5x5 matrix for which the mean values, t-statistics and number of

observations were determined, as shown in Table 5.4.
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5.4 Proposition 2: Active management over time

5.4.1 Proposition 2A

For this proposition the level of active management in the market over time was

investigated. For each quarter in the study period the level of active management

was averaged over all the funds in existence at that time. This provided an indic-

ation of the level of active management in the market and these average values

are shown in Figure 5.1. The three missing quarters described in Section 5.1 can

be seen as gaps in the graph.

Figure 5.1: Active management over time
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5.4.2 Proposition 2B

For this proposition the active management performance in the market over time

was investigated. For each quarter in the study period the active alpha was aver-
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Figure 5.2: Active alpha over time
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aged over all the funds in existence at that time. This provided an indication of

the average excess returns produced by active management in the market, as is

shown in Figure 5.2.

5.5 Proposition 3: Active management and fund char-

acteristics

5.5.1 Proposition 3A

For this proposition the link between the level of active management and the

size of the fund was investigated. This was done using the fund size data from

data set two in conjunction with the average levels of active management. The

normalised fund sizes were then sorted into the active weight quintiles first and

then into the tracking error quintiles, to produce the table of average normalised
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fund sizes in Table 5.5.

5.5.2 Proposition 3B

For this proposition the link between the level of active management of a fund

and the fees charged by the fund was investigated. This was done using the total

expense ratio data from data set two and the average level of active management

(wA). The total expense ratios for these funds were sorted between the active

weight quintiles and the tracking error quintiles, producing Table 5.6.

5.6 Proposition 4: Active expense ratios

5.6.1 Proposition 4A

For this proposition the link between active expense ratio and level of active man-

agement was investigated. Using the total expense ratio data from data set two

the active expense ratios for these funds was calculated. The average level of

active management (wA) and tracking error for the previous 36 months were cal-

culated for these funds. This mean active weight was sorted between the active

expense ratio quintiles and the tracking error quintiles, resulting in Table 5.7.

5.6.2 Proposition 4B

For this proposition the link between active expense ratio and fund returns was

investigated. Using the total expense ratio data from data set two the active ex-

pense ratios for these funds was calculated. The average level of active manage-

ment (wA) and the benchmark adjusted quarterly fund returns were calculated
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for these funds,. These returns were sorted between the active expense ratio quin-

tiles and the tracking error quintiles, resulting in Table 5.8.

5.6.3 Proposition 4C

For this proposition the link between active expense ratio and active management

performance was investigated. Using the total expense ratio data from data set

two the active expense ratio for these funds was calculated. The average active

management performance (αA) and the mean quarterly fund returns were calcu-

lated. The mean active alpha for the funds was sorted between the active expense

ratio quintiles and the tracking error quintiles producing Table 5.9.

5.7 Proposition 5: Active management and perform-

ance persistence

5.7.1 Proposition 5A

For this proposition the link between the level of active management and the

prior year’s returns of a fund was investigated. For all the funds the previous

twelve month’s returns were averaged and used to determine the prior year per-

formance quintile. The funds were sorted according to the active weight quintile

first and then according to the prior year performance quintile, producing the 5x5

matrix in Table 5.10.
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5.7.2 Proposition 5B

For this proposition the link between the active expense ratio and the prior year’s

returns of a fund was investigated. For all the funds the previous twelve month’s

returns were averaged and used to determine the prior year performance quin-

tile. The active expense ratio was calculated based on the total expense ratios of

the funds. The benchmark adjusted quarterly fund returns were sorted according

to the active expense ratio quintile and then according to the prior year perform-

ance quintile, producing the 5x5 matrix shown in Table 5.11.

5.7.3 Proposition 5C

For this proposition the link between the active alpha and the prior year’s returns

of a fund was investigated. For all the funds the previous twelve month’s returns

were averaged and used to determine the prior year performance quintile. The

benchmark adjusted quarterly fund returns were sorted according to the active

alpha quintile and then according to the prior year performance quintile, produ-

cing the 5x5 matrix shown in Table 5.12.
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Chapter 6

Discussion of Results

6.1 Proposition 1: Active management and fund re-

turns

6.1.1 Proposition 1A

The objective of this proposition was to determine the relationship between the

level of active management and the benchmark adjusted returns of a fund. Cre-

mers and Petajisto (2009) and Petajisto (2010) found that higher levels of active

management (Active Share > 60%) leads to improved performance in the form

of higher fund returns.

It was expected that higher levels of active management, as measured using act-

ive weight, would show higher returns for the funds managed as was the case

for Active Share. It was found that funds in the highest active weight quintile

showed higher mean benchmark adjusted quarterly returns, as is shown in the

55
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"All"-column of Table 5.2. The highest mean benchmark adjusted quarterly re-

turns were achieved by funds that occupied the highest active weight quintile as

well as the highest tracking error quintile. This showed that active management

on it’s own will not provide excess returns – the fund manager will have to ac-

cept a certain level of risk. Outside this combination of highest active weight and

tracking error, the excess returns degrade very quickly, a result that is similar to

what was found for Active Share (Cremers & Petajisto, 2009).

6.1.2 Proposition 1B

The objective of this proposition was to determine the relationship between act-

ive alpha and the benchmark adjusted returns of a fund. As was reported in

Section 6.1.1, the highest benchmark adjusted quarterly returns were found for

funds with high levels of active management. Table 5.3 shows that high levels

of active alpha do not necessarily translate into higher benchmark adjusted re-

turns. In fact, the highest mean benchmark adjusted returns were achieved by

funds occupying the lowest active alpha quintile and the highest tracking error

quintile – once again demonstrating the importance of accepting risk for reward.

The "All"-column of Table 5.3 reinforces the finding that increasing active alpha

does not seem to relate to increased fund performance.

6.1.3 Proposition 1C

This proposition investigated the relationship between the level of active man-

agement and the benchmark adjusted returns of the fund, taking into account the

fund size. Cremers and Petajisto (2009) and Petajisto (2010) found that fund size is

negatively correlated with active management. They found that for funds above
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a certain size the level of active management remains almost constant. They at-

tributed this to fund managers increasing the size of their existing positions in

the market, rather than exploring new investments. The expectation was to find

that smaller funds would have a higher level of active management.

The results in Table 5.4 illustrated that this was indeed the case for South African

funds, when using active weight to analyse the level of active fund management.

The table shows that the highest mean benchmark adjusted quarterly returns

were achieved by funds in the lowest fund size quintile. However, all is not

lost for investors in large unit trust funds as funds in highest fund size quintile

also demonstrated excess returns as long as the levels of active management was

high. Furthermore, the "All"-column in Table 5.4 reinforced the results reported

in Section 6.1.1: increased levels of active weight showed increased performance

across all fund sizes.

6.2 Proposition 2: Active management over time

6.2.1 Proposition 2A

The objective of this proposition was to study the levels of active management

over time. Cremers and Petajisto(2009) found that active management in the US

mutual fund industry was reducing. Muller and Ward(2011) found similar results

for the South African market. The expectation was to find similar results in this

study, when using active weight as the measure of active fund management. It

was found that the average active weight in South African funds reached a peak

of approximately 50% in 2007 and has been decreasing ever since (Figure 5.1).
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6.2.2 Proposition 2B

The objective of this proposition was to study the active alpha over time. The av-

erage active alpha in the South African market declined from levels of 0.4256% in

2000 to 0.1756% at the end of 2004 (Figure 5.2). It improved to 0.04779% towards

the end of 2007 but returned to low levels during the financial crisis of 2008, with

increases only achieved during 2010.

6.3 Proposition 3: Active management and fund char-

acteristics

6.3.1 Proposition 3A

The objective of this proposition was to study the link between the levels of act-

ive management and the size of the fund. Table 5.5 shows that the funds in the

highest active weight quintile are relatively small, confirming the finding of Cre-

mers and Petajisto (2009) that fund size is negatively correlated with active man-

agement – also for the South African market.

As can be seen from the "All"-column in Table 5.5, small funds are also found in

the lowest active weight quintile, which shows that small funds can also have

low levels of active management. Investors should investigate the levels of active

management being practised by the fund, rather than assume that small funds

are more active.
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6.3.2 Proposition 3B

The objective of this proposition was to study the link between the level of active

management and overall fund fees. Cremers and Petajisto (2009) and Petajisto

(2010) found that funds with a higher Active Share on average exhibit higher

total expense ratios. It was expected to find similar results in this study.

It was found that overall fund fees for South African funds are fairly similar,

irrespective of the levels of active management being practised. In Table 5.6 the

"All"-column shows that the mean TER’s across all the active weight quintiles are

approximately 0.4%, with a slightly lower mean TER for the two highest active

weight quintiles. The highest mean TER’s were found for funds in the second

lowest active weight quintile and the lowest tracking error quintile, illustrating

that fund fees in South Africa is not related to the level of active management or

the risk profile of the fund.

6.4 Proposition 4: Active expense ratios

6.4.1 Proposition 4A

The objective of this proposition was to study the link between the active expense

ratio (CA) and level of active management (wA). This was done to test the asser-

tion by the fund management industry that more active funds are exposed to

greater costs. Miller (2007) did not explicitly study the link between these two

variables, but did list the active expense ratio and level of active management for

a number of American large cap mutual funds showing that fees for these funds

differ greatly.
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This research found that for South African funds, the funds in the highest quintile

of active expense ratio have the lowest mean active weight (Table 5.7), refuting

the notion that higher levels of active management will extract greater cost. The

"All"-column in Table 5.7 shows that the two lowest active expense ratio quintiles

contain the funds with the highest mean active weights of approximately 40%.

6.4.2 Proposition 4B

The objective of this proposition was to study the link between active expense ra-

tio (CA) and fund returns. Miller (2007) did not explicitly study the link between

these two variables, but did list the active expense ratio and the fund returns for

a number of American large cap mutual funds showing that fees differed greatly

for funds with different levels of returns.

This research found that South African funds with the highest active expense

ratio do not exhibit the best performance. The "All"-column in Table 5.8 shows

that the most expensive funds only provide mean benchmark adjusted returns of

0.16%, much lower than the 0.34% returned by funds in the lower active expense

ratio quintile. In fact, the mean returns of 0.26% returned by funds in the low-

est active expense ratio illustrates that an investor does not necessarily pay for

performance.

6.4.3 Proposition 4C

The objective of the proposition was to study the link between the active expense

ratio (CA) and active management performance (αA). In deriving these two en-

tities, Miller (2007) did not study the link between them. He only reported the

active expense ratio and active alpha for a number of large cap American mutual
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funds. Some of the funds listed by Miller showed a large negative value for active

alpha. On average these funds showed a negative active alpha and in one case

the active alpha was as large as -22.71%.

The results of this research (Table 5.9), show that South African funds in the

highest active expense ratio quintile have the highest mean active alpha. In fact,

the "All"-column in Table 5.9 shows that for increasing active expense ratio the

mean active alpha improves. This might seem in contradiction to the results from

the previous section, however one has to remember that the overall fund per-

formance is not just dependent on active alpha, but it is also dependent on the

active weight. If the active weight is low, the good performance indicated by the

active alpha will be diluted in the overall fund results.

6.5 Proposition 5: Active management and perform-

ance persistence

6.5.1 Proposition 5A

The objective of this proposition was to study the link between the level of active

management and prior year returns of a fund. Cremers and Petajisto (2009) found

that funds with a higher Active Share on average exhibited greater performance

persistence. They attributed this to the greater skill of the fund managers, an

attribute that is carried over to the latest quarter.

The expectation was that similar results will be observed between active weight

and the previous 12 month’s performance for South African funds. This was

indeed the case with the highest benchmark adjusted quarterly fund returns re-

ported for funds that fell in the highest prior year performance quintile and the
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highest active level quintile (Table 5.10). The "All"-column in the table shows that

increasing active weight leads to increasingly greater mean benchmark adjusted

returns. An important aspect to take into account is that it seems that persistence

is a stronger determinant of performance than active weight. The lowest active

weight quintile in the highest prior year performance quintile exhibited mean

returns of 3.312% whereas funds in the next highest active weight quintile only

delivered 0.674% returns.

6.5.2 Proposition 5B

The objective of this proposition was to study the link between the active expense

ratio and prior year returns. The results of this study showed that persistence is

a strong determinant of performance – the highest returns were found for funds

in the highest prior year performance quintile, irrespective of the active expense

ratio (Table 5.11). In fact the highest benchmark adjusted quarterly returns were

found in the two lowest active expense ratio quintiles. The results for this pro-

position seem to reinforce the results of Proposition 4B, that a high active expense

ratio does not necessarily translate to better fund performance.

6.5.3 Proposition 5C

The objective of this proposition was to study the link between the active alpha

and prior year returns. This study found that a high active alpha did not necessar-

ily convert to high benchmark adjusted fund returns, especially when taking into

consideration prior year fund returns (Table 5.12). As shown by the "All"-column

in Table 5.12, the highest mean benchmark adjusted quarterly fund returns were

achieved in the middle active alpha quintile. The South African unit trust funds
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in this quintile achieved performance of 0.5862%, which was much higher than

the 0.1273% achieved in the highest active alpha quintile.



Chapter 7

Conclusions

7.1 Significant findings

Active weight was developed as a way to quantify the costs associated with active

management by Miller (2007). This study provided evidence to show that active

weight can be used beyond its initial definition to study the performance of active

fund management. This is based on the finding that higher active weight correl-

ates with higher fund performance. As was observed by Cremers and Petajisto

(2009) for Active Share it seems as if a threshold effect exists: only funds with act-

ive weight above a certain level demonstrates the excess returns. Active weight

also proved its usefulness as a tool to measure active management by confirming

the well held belief that smaller funds tend to be more actively managed. More

importantly, as was demonstrated in Proposition 5, high levels of active weight

tied to stocks with positive momentum seem to predict excess returns.

Active weight also allows one to study the level of active management on the

market and the key finding was that even though active management has been

64
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decreasing amongst the domestic general equity unit trusts on the JSE it has been

on the increase of recent.

Active expense ratio was used in this study to quantify the costs associated with

active management in South African unit trusts, once the performance of a fund

is decomposed into an active and passive component. The key finding of the

research was that a high active expense ratio is not correlated with excess returns.

Active alpha was developed to show returns associated with active management,

under the active/passive decomposition described above. The key finding of

the research is that active alpha is negatively correlated with South African fund

management performance. In fact, active alpha only seems positively correlated

with the active expense ratio. This could indicate a characteristic of South African

fund managers and is an aspect that will require further study.

7.2 Implications of the significant findings

Active weight is easy to calculate for any fund using publicly available data and

is a tool that can be used by institutional and retail investors to have a better

understanding of the investments available to them.

The fund management industry in SA should increase their disclosure, especially

around fund management costs. Without such disclosure consumers will not be

able to make informed investment decisions. Should the industry not act on this

aspect the South African financial regulators will be forced to take action.

The lack of positive active alpha for South African unit trust funds is an indict-

ment to the fund management community in SA and will need to be addressed to

ensure that they maintain the ability to attract customers and remain competitive

in a global market.



CHAPTER 7. CONCLUSIONS 66

7.3 Recommendations for future research

As was evident from the t-statistic values in Chapter 5, the data sets used for

this research have certain limitations. To be able to make more general findings

regarding active weight a data set spanning at least ten years containing monthly

returns data for South African unit trust funds will be required.

Prior year performance persistence seemed to dominate the results supporting

Proposition 5. This could indicate the strength of momentum effects but one

will only really be able to answer that if the chosen benchmark for analysis can

account for such momentum effects. This suggests the need for using Carhart

alpha’s (both in over performance and under performance) as the performance

benchmark in future studies.

When determining the level of active management on the JSE as a whole, do-

mestic general equity unit trusts were used as a proxy for the market. This might

not be a valid assumption and will need further investigation.



Bibliography

Alpert, B. & Rekenthaler, J. (2011). Global Fund Investor Experience 2011. Morning-

star.

Amihud, Y. & Goyenko, R. (2011). Mutual fund’s R2 as predictor of performance.

Working paper.

Ang, A., Goetzmann, W., & Schaefer, S. (2009). Evaluation of active management

of the Norwegian Government Pension Fund - Global.

ASISA (2011). ASISA Annual Review 2010. Retrieved from

http://www.asisa.co.za/downloads/publications/2010/ASISA

Bartens, R. & Hassan, S. (2010). Value, size and momentum portfolios in real time:

the cross section of South African stocks. Australian Journal of Management,

35(2), 181–202.

Bhattacharya, U. & Galpin, N. (2009). The global rise of the value-weighted port-

folio. Journal of Financial and Quantitative Analysis, 12, 23–45.

Blumberg, B., Cooper, D., & Schindler, P. (2008). Business Research Methods.

McGraw-Hill.

Bodie, Z., Kane, A., & Marcus, A. (2011). Investments and Portfolio Management:

Global Edition. New York: McGraw-Hill/Irwin, 9th edition.

67



BIBLIOGRAPHY 68

Bogle, J. C. (1999). Common Sense on Mutual Funds. New York: John Wiley & Sons.

Bogle, J. C. (2005). The relentless rules of humble arithmetic. Financial Analysts

Journal, 61(6), 22.

Cameron, B. (2011). Costs: full truth still not told. Personal Finance.

Carhart, M. (1997). On persistence in mutual fund performance. The Journal of

Finance, 52(1), 57–82.

Collinson, P. (2010). Index tracking funds trump manager returns. The Guardian.

Collinson, P. (2011). Fund management price war on the horizon. The Guardian.

Cremers, K. & Petajisto, A. (2009). How active is your fund manager? A new

measure that predicts performance. The Review of Financial Studies, 22(9), 3329–

3365.

Cremers, M., Ferreira, M., Matos, P., & Starks, L. (2011). The mutual fund industry

worldwide: Explicit and closet indexing, fees, and performance.

Daniel, K., Grinblatt, M., Titman, S., & Wermers, R. (1997). Measuring mutual

fund performance with characteristic-based benchmarks. The Journal of Finance,

52(3), 1035–1058.

Davis, J. (2010). Reveal the true cost of the croupier’s take. Financial Times.

Dow Jones (2011). Dow Jones history.

Fama, E. (1970). Efficient capital markets: A review of theory and empirical work.

The Journal of Finance, 25(2), 383–417.

Fama, E. & French, K. (2010). Luck versus skill in the cross-section of mutual fund

returns. The Journal of Finance, 65(5), 1915–1947.



BIBLIOGRAPHY 69

Grinold, R. & Kahn, R. (1999). Active Portfolio Management. New York: McGraw-

Hill, 2nd edition.

Hendricks, D., Patel, J., & Zeckhauser, R. (1993). Hot hands in mutual funds:

Short-run persistence of relative performance, 1974-1988. The Journal of Finance,

48(1), 93–130.

ICI (2011). 2011 Investment Company Fact Book. Investment Company Institute,

51st edition.

Investonline (2011). About unit trusts. Retrieved from

http://www.investonline.co.za/about-unit-trusts.php.

Investopedia (2011). Mutual funds: Introduction. Retrieved from

http://www.investopedia.com/university/mutualfunds/.

Jegadeesh, N. & Titman, S. (1993). Returns to buying winners and selling losers:

Implications for stock market efficiency. The Journal of Finance, 48(1), 65–91.

Jensen, M. (1968). The performance of mutual funds in the period 1945-1964. The

Journal of Finance, 23(2), 389–416.

Kok, L. (2006). Anyone remember the boom times of 1965, when unit trusts were

launched? Retrieved from http://www.equinox.co.za/article_1682.html.

Kosowski, R. A. T., Wermers, R., & White, H. (2006). Can mutual fund "stars"

really pick stocks? New evidence from a bootstrap analysis. The Journal of

Finance, 61(6), 2551–2595.

Malkiel, B. (2003). Passive investment strategies and efficient markets. European

Financial Management, 1(1), 1–10.

Markowitz, H. (1952). Portfolio selection. The Journal of Finance, 7(1), 77–91.



BIBLIOGRAPHY 70

McWhinney, J. E. (2009). A brief history of the mutual fund. Retrieved from

http://www.investopedia.com/articles/mutualfund/05/MFHistory.asp.

Meyer-Pretorius, M. & Wolmarans, H. (2006). The unit trust industry in South

Africa from 1965 to june 2005: are investors better off? Meditari Accountancy

Research, 14(1), 49–67.

MFS Investment Management (2011). America’s first mutual fund: a guide for

long term investment. Retrieved from https://www.mfs.com.

Miller, R. (2007). Measuring the true cost of active management by mutual funds.

Journal of Investment Management, 5(1), 29–49.

Muller, C. & Ward, M. (2011). Active management in South Africa. Investment

Analysts Journal, (74), 19–28.

Office of Investor Education and Advocacy (2007). Mutual funds: A guide for

investors. 100 F Street, NE Washington, DC 20549-0213.

Passive aggressive (2010). The Economist. Retrieved from

http://www.economist.com/node/15453041.

Petajisto, A. (2010). Active share and mutual fund performance.

Philips, C. B. & Ambrosio, F. J. (2007). The case for indexing. Retrieved from

https://institutional.vanguard.com/iip/pdf/Case_Indexing.pdf.

Richards, D. (2010). Martijn Cremers on active management. Retrieved from

http://www.advisorperspective.com/.

Ross, A. (2011). Now active funds carry a passive price. Financial Times.

Securities and Exchange Commission (2007). Unit investment trusts (UITs). Re-

trieved from http://www.sec.gov/answers/uit.htm.



BIBLIOGRAPHY 71

Securities and Exchange Commission (2010). Mutual funds. Retrieved from

http://www.sec.gov/answers/mutfund.htm.

Sharpe, W. (1966). Mutual fund performance. The Journal of Business, 39(1), 119–

138.

Sharpe, W. (1991). The arithmetic of active management. Financial Analysts

Journal, 1, 7–9.

Stokes, G. (2010). Investment fees can be reduced. Mail & Guardian.

Wermers, R. (2000). Mutual fund performance: An empirical decomposition into

stock-picking talent, style, transaction costs, and expenses. The Journal of Fin-

ance, 55(4), 1655–1695.

Wessels, D. & Krige, J. (2005a). Active versus passive investing I: The South

African experience. Studies in Economics and Econometrics, 29(2), 1–33.

Wessels, D. & Krige, J. (2005b). Active versus passive investing II: Towards an

optimal combination solution. Studies in Economics and Econometrics, 29(2), 35–

53.

Wierzycka, M. (1996). Passive fund management in South Africa. In Actuarial

Society of South Africa, Convention Papers 1996.


	Introduction to Research Problem
	Research problem and purpose
	Research title
	Active fund management
	Research problem and purpose
	Research motivation

	Research objectives
	Research Aim


	Literature Review
	Fund Management
	Mutual funds and unit trust funds
	Measuring fund performance
	Fund management costs

	Passive fund management
	Philosophy and measures of passive fund management
	Passive fund management performance
	Passive fund management costs
	Passive fund management over time

	Active fund management
	Philosophies and measures of active fund management
	Tracking error volatility
	Active Share
	R-squared
	Active weight

	Performance of active fund management
	The costs of active fund management
	Active fund management over time

	Conclusion

	Research Propositions
	Proposition 1: Active management and fund returns
	Proposition 1A
	Proposition 1B
	Proposition 1C

	Proposition 2: Active management over time
	Proposition 2A
	Proposition 2B

	Proposition 3: Active management and fund characteristics
	Proposition 3A
	Proposition 3B

	Proposition 4: Active expense ratios
	Proposition 4A
	Proposition 4B
	Proposition 4C

	Proposition 5: Active management and performance persistence
	Proposition 5A
	Proposition 5B
	Proposition 5C


	Research Methodology
	Research methodology and research design
	Method of data analysis
	Proposition 1, 3, 4 and 5
	Proposition 2:

	Unit of analysis
	Population of data
	Sampling method and sample size
	Data collection and analysis
	Limitations

	Results
	Sample Description
	Variable Descriptions
	Proposition 1: Active management and fund returns
	Proposition 1A
	Proposition 1B
	Proposition 1C

	Proposition 2: Active management over time
	Proposition 2A
	Proposition 2B

	Proposition 3: Active management and fund characteristics
	Proposition 3A
	Proposition 3B

	Proposition 4: Active expense ratios
	Proposition 4A
	Proposition 4B
	Proposition 4C

	Proposition 5: Active management and performance persistence
	Proposition 5A
	Proposition 5B
	Proposition 5C


	Discussion of Results
	Proposition 1: Active management and fund returns
	Proposition 1A
	Proposition 1B
	Proposition 1C

	Proposition 2: Active management over time
	Proposition 2A
	Proposition 2B

	Proposition 3: Active management and fund characteristics
	Proposition 3A
	Proposition 3B

	Proposition 4: Active expense ratios
	Proposition 4A
	Proposition 4B
	Proposition 4C

	Proposition 5: Active management and performance persistence
	Proposition 5A
	Proposition 5B
	Proposition 5C


	Conclusions
	Significant findings
	Implications of the significant findings
	Recommendations for future research

	Bibliography

