DOES PERFORMANCE PERSIST?
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The subject is excellently introduced by Kahn and Rudd in their 1995 FAJ paper: "The idea that
winners repeat is so obvious and popular, it has spawned an entire mini-industry devoted to
documenting past winners. Mutual fund performance reviews regularly appear in publications
from Barrons to Business Week to Consumer Reports. Services such as Morningstar and Lipper
exist to publish mutual fund rankings. Pension plan consultants closely examine past
performance before recommending managers, and successful managers proudly document their
past performance. All this activity demonstrates that everyone choosing active managers, from
pension plan sponsors to individual investors, is acting as if past performance predicts future
performance. But does it?"

The scholars are split. For example Sharpe (1966), Carlson (1970), an SEC study (1971),
Lehmann and Modest (1987), Grinblatt and Titman (1988, 1992), diBartolomeo and
Godfredsen(1990), and Goetzmann and Ibbotson (1994) all report evidence of persistence. On
the other hand, studies by Jensen (1968), Kritzman (1983), Dunn and Thiesen (1983), Elton,
Gruber and Rentzler (1990) reported negative results.

The following presentation is a literature review. It aims to identify the key issues in the debate,
follow them through several recent papers, and provide a common basis for comparison and
resolution.

Which performance?

"Performance” can clearly mean many things. It can be of stock or bond funds; of winners or
losers; with or without various types of risk adjustment; relative to other managers or to market
benchmarks; before or after expenses and fees; and with or without style adjustment. Risk
adjustments and style adjustments can in turn be accomplished in a variety of ways. "Does
performance persist?" has many meanings and so potentially many answers. With so many ways
to define performance, it is not surprising to find papers appearing to disagree.

In active management, knowing how to pick the best of a bad bunch is of no consequence: if
over time all managers can be expected to underperform market benchmarks, investors should
simply index. To have positive investment implications, persistence research must show not
only that past performance is a guide to future performance, but also that future performance so
obtained is likely to outperform market benchmarks.

If we could show that managers on average outperform market indices, then evidence that
manager rankings persist would have positive investment implications. There is an interesting
literature on the performance of mutual fund managers relative to market indices. It includes
papers by Sharpe (1966) and Jensen (1968), who reported that mutual funds underperform
market indices. Ippolito (1993) concludes that the evidence is consistent with the hypothesis that



funds' risk-adjusted performance, net of expenses, is statistically indistinguishable from that of
index funds. This literature, however, does not focus on the performance of funds that have
recently been superior.

The possibility remains, therefore, that superior managers may be identifiable from their past
performance and may outperform market indices over time.

Twists

The authors of the original papers have identified some interesting analytical "Twists". They
include "rampant regression": the risk and return characteristics of a changing mix of mutual
funds change over time, so regression coefficients based on time series data may be meaningless.

Survivor bias can also skew persistence results. Think of a casino full of monkeys, some making
small bets, the others making large bets. At the end of each day, the losers quit, while the
winners come back the next day to play on. The quant comes in on the third moming and asks
all the remaining monkeys how much they won each day. Since he's talking only to survivors,
the monkeys making larger bets will have won more both days than the monkeys making smaller
bets. This looks like persistence; the monkeys who made more on the first day also made more
on the second. Unless our quant thinks carefully about survivor bias, he will believe that he has
identified the smart monkeys!

An issue that appears not to be explicitly discussed in the published literature is the usefulness of
style-adjustment. Does Joe Investor really care why or how his manager generates returns? Is
style sufficiently stable? Unless it stays substantially unchanged over the entire time period,
which might be six years or more, adjusting for it may simply be introducing noise.

Finally there is the issue of data mining. To quote Sharpe (on his own study): “In no small
measure, this is an exercise in data mining...As with any empirical study of this type, the reader
is advised to proceed at his or her own peril.”

Threads

Persistence studies identify at least two time periods. One is the selection period used to measure
past performance. Another is the holding period, used to measure the persistence of that
performance. For each study in each publication, we focus on the statistical technique used, the
length of the selection and holding periods, whether risk adjustment or style adjustment was used
in either or both periods, what evidence of persistence was found, and what the implications are
for "Joe Investor".
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Conclusions

Persistence is the hostage of adjustment. Depending on the risk adjustments and style
adjustments that are applied, persistence can range from non-existent, to present but of only
academic significance, to economically significant.

As the last slide in the presentation states, much of the evidence for persistence is really
persistent underperformance: "hot hands" results are driven by "cold hands". Do not suppose
that past underperformers are now “due” to outperform!

The statistical evidence for economically significant persistence of manager outperformance
remains weak. The best positive evidence so far appears to be offered by Elton, Gruber, and
Blake (1996), who show how a strategy using risk-adjusted returns and an optimal weighting
system would have produced excess returns.
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