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Mutual fund’s performance.
Ishaq HACINI", Khadra DAHOU™

Abstract

The study has investigated the concept of the rhfinas and the different types of the
investment’s funds. It has listed the benefitshef inutual funds and their categories. It also has
discussed the different measures that evaluatpeHermance of the mutual funds; Treynor
Index, Sharpe Index, and Jensen Alpha.

The study has revealed that there are not criinalvers concerning which one of these
performance measures is more important for invedimijudge the fund’'s performance, thus,
each measure has its advantages and shortcomings.

Keywords: Mutual funds,Treynor Index, Sharpe Index, and Jensen Alpha.
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1. Introduction

The last decades have witnessed tremendous grdiile onutual funds industry
regarding their basic investment’s roles in poolmgney from different investors and
invest them in financial securities. After the SetdVorld War, mutual funds become
widely known among investors with respect to theile as financial intermediary.
Hence, in 2002, the number of mutual funds in timgdd States exceeded the number
of securities listed on the New York Stock Exchaifigeestment company institute,
2002).

At present, where the world passes through a cliolycial crisis, the analysts
rely on the investment funds to rationalize theestments and back up the market’s
stabilization (recent sounding in the Arab finahawarkets, 40.8% responded that
mutual funds have a significant role to sustain fimancial markets, while 30.8%
responded that they have a less important roleT@4).

With the growing popularity of mutual funds, numescstudies covering a variety
of periods have been conducted using various tqaksi and focusing on different
phenomena in different countries, from these pheranthe performance evaluation of
the funds’ portfolios.

Do mutual funds mangers who actively trade stoadd \alue? Academics have
debated this issue since the early papers of Shdrpe6) and Jensen, (1968). Although
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the controversy is not yet resolved, the majorftgtadies for example: Cumby & Glen,
(1990), Droms & Walker, (1994), and Gruber, (1966hcluded that actively managed
funds underperform passive market indexes basédeonsk-adjusted returns.

This study highlights the different types of th@estment funds and the benefits

of the mutual funds. The study also reviews thetnpopular measures of the funds’
portfolio, and the characteristics of each of them.

2. Investment funds

Investment funds are a type of financial intermediahich obtain money from
investors and use them to purchase financial assets as stocks, bonds and money
market securities. In exchange for this commitmainmoney, the investment funds
issue to each investor new shares representingpriogortional ownership of the
mutually held securities portfolio, which is comnhorknown as “fund, (Reilly &
Brown, 2006) Figure (1) shows how the investment fund works:
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Source Reilly & Brown, (2006)
Figure (1): Investment Fund work

The investor's share is valued based on the NettA¥alue (NAV) of the
investment’s fund. The NAV equals the total markadtie of the fund’s assets minus its
liabilities (if any) divided by the total number &ind’s shares outstanding, (Heart &
Zaima, 2001):

NAV =

( Total market value of the fund’s assets) -( liabilities ) ( l)

(Total number of fund shares outstanding)

The NAV of the investment fund is analogous toghare price of a corporation’s
common stock. Thus, the NAV of the fund shares witlrease as the value of the
underlying assets increases. On the other handiticks investors can capitalize on the
growth of the NAV (capital gain) and the dividendsome that is distributed by fund in
the periods that it realized a profit.

There are basically three types of investment fundisits Investment Trusts
(UITs), Closed-end fundand Open-end fundmutual fund).These types are divided
according to the manner in which shares are dig&th and redeemed. The focus will
be on the third type because it is the only ty@é tfades in the Jordanian market.

-Unit Investment Trust (UIT): is typically an unmanaged portfolio of fixed-
income securities put together by a sponsor andbguan independent trustee. The
sponsor sells a fixed number of shares called ,uaitd uses the proceeds less a sales
charge, to purchase a portfolio of securities. ilitome of the fund securities is
distributed to the owners of unit investment truateng with any principal repayments
(Heart & Zaima, 2001).
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A UIT typically will make a one-time "public offerifigof only a specific fixed
number of units (like closed-end funds).The UIT sloeot actively manage its
investment portfolio. That is, a UIT buys a relati fixed portfolio of securities and
holds them with little or no change for the lifetbé UIT.

-Closed-end Fund:is a fund that has a fixed number of shares. Risets and
sellers of shares must trade with each other; ¢heyot buy the shares directly from the
fund (except at the inception of the fund) becaagethe limitation of shares
outstanding. Furthermore, the fund does not staady to buy the shares back. The
shares of closed-end funds trade on security exygsaar over-the-counter just as any
other stock, through a broker and with a commiséitirt & Block, 2005).

One of the most important considerations in purncigaa closed-end fund share is
whether it is trading at a discount or premium frdma NAV, because the closed-end
funds do not sell their shares at the NAV, but phiee is determined by the market
supply and demand. Indeed, the closed-end shagesftan traded at a discount from
their NAVs. Lee, Shleifer& Thaler, (1991) attribdtéhis to the changing of individual
investors’ sentiments toward closed-end funds. Whennvestors are pessimistic about
the fund future returns the discount becomes higiereas, when the investors are
optimistic the discount becomes low.

Changing investors’ sentiments makes closed-endisfuniskier than their
portfolios’ risk’s level, because the unpredictapibf investor sentiment impounds a
risk to holding closed-end funds in addition to tiek inherent in the funds’ portfolio,
and so causes under-pricing of the funds’ shadesve to their intrinsic values (The
analysis of the discounts in the close-end funtisiress remains a major question of
modern finance. For more details refer to Lee &mRah, (1990), and Lee et al., (1991).

-Open-end Fund (Mutual Fund): is the more important type with regard to their
popularity. The open-end funds stand ready atiraks to sell new shares or buy back
(redeem) old shares from investors after theirahpublic offering at NAV. Actually,
the term mutual fund applies specifically to oped-anvestment funds, although
closed-end funds are sometimes labeled as mutods fas well.

There are two methods used by mutual funds totBeit shares to the public:
Direct Marketingand the use of &ales Force(Hirt & Block, 2005). With the direct
marketing the mutual fund sells shares directlyingestors without using sales
organizations (intermediary). These open-end fuads known asno-load funds
because they sell their shares at a price equéteitoNAVS.

The other method of selling shares involves a s#&bese that receives a
commission based on the number of shares it sdits Jales force often involves
brokers, financial planners, insurance companiek lamks. The open-end funds that
use this method are known lmd fundsbecause the commission involves adding a
percentage load charge to the NAV. The table (0O4kew a brief comparison between
the three types.

Table (1): The Primary distinctions between the Inestment Funds

Fund Number of
Method of Purchase Shares Shares Traded at
Type :
Outstanding
Unit The sponsor buys and sells . .
o , Their approximate
Investment the units in the secondary Fixed
NAV.
Trust market.
Closed-end  Stock exchange or over the , Discount or premium
Fixed
fund counter. from NAV.
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Their NAV, but there
Fluctuates may be a
commission.

Open-end Direct from fund or fund
fund sales person.

Source:summarized by the researchers.

Furthermore, the mutual funds can be classifieiims of their stated objectives,
in which there are four broad fund objective categgo Equity Funds, Hybrid Funds,
Bond Funds, andMoney Market Funds. The Investment Company Institute in United
States classified the mutual funds into 33 objectbategories, and the table (02)
summarizes some of these categories.

Table (2) : Mutual Funds’ Categorizes

Aggressive Growth Funds invest primarily in

common stocks of small and growth companies.

Growth Funds: invest primarily in common
Invest primarily in stocks, stocks of well-established companies.

and are characterized b . . S
high risk level because they)/@rOWth & Income Funds: invest primarily in

) common stocks of companies with the potential
seek high returns. They, :
) _ for growth and those are consistently record
include: S
dividend payments.
Income Equity Funds: invest primarily in
equities securities of companies with a
consistent record of dividend payments; they
seek income more than capital appreciation.

Equity
Funds

Hybrid _ _ _ _
Funds AssetAllocation Funds: invest in various asset

classes including, but not limited to, equities,
fixed-income securities and money market
instruments, they seek high total return.

Balancec Funds: invest in mix of equity
securities and bonds. They seek: conserving

Mix between different typesprincipal, providing income, and achieving
of securities. They arelong-term growth of both principal and income.

qharactenzed by moderatg-jqyinie portfolio Funds: invest in common
risk becau;e they balalnc%tocks, bonds, other debt securities, and money
betwe_en I‘IS.k and retum. narket securities, to provide high total return.
They include: They may invest up to 100 percent in any one
type of security and may easily change
weightings depending upon market conditions.

Income-Mixed Funds: invest in a variety of
income-producing securities, including equities
and fixed-income instruments. These funds seek
a high level of current income without regard to
capital appreciation.

Bond Invest primarily in bonds Corporate Bond Funds: seek current income

Funds or others debt Se(?um'esby investing in high-quality debt securities
They are characterized b¥ssued by corporations.

moderate  risk.  They
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include: Government Bond Funds: invest in
government bonds of varying maturities. They
seek current income.

Mone - . )
Marke); The investors invest inpjoney Market Funds:  Continued..... t

these funds when they iso provide current income, safety of principal,
bearish about marketand liquidity by investing in low-risk securities
movements because thegmoney market securities); such as treasury
have low risk level. bills, banker certificates of deposit, bank
acceptances, and commercial paper.

Funds

Source: Investment Company Institute, (2003)

2.1 Benefits of the Mutual Funds

Mutual funds offer some clear advantages to invedtwat characterize them from
other financial intermediaries. Wyss (2001) listiee benefits of the mutual funds:
Professional Management: The mutual funds are managed by skilled and
professionally experienced managers with a backfup Research team, which allow
them to make the right investment decisions. Thas@agers enable investors to
achieve a much higher return than they could orr then, especially if they are
inexperienced. In addition, professional managengeaatly increases the chance for
long-term success by taking the emotions out oharg investing.

Diversification: The mutual fund allows the investors to hold afpto with different
securities. With the diversification, the risk aflatility is much lower compared to
owning a few individual securities where a drophe value would mean a much
greater loss of capital. In addition, theexgnce of the fund’s manager allows the
investors to diversify in terms of time, regiondazurrency, in view of the fact that the
fund’s manager can determine the appropriate tieggon, and currency of investment.
Simplicity: The fund is committed to provide high quality seevto its shareholder.
Thus, they will keep records of all transactioret ttake place during the year, mail out
monthly or quarterly statements, and reinvest amdends or capital gains into new
shares of the fund.

Flexibility : Investors who invest in many funds that are maddwy the same company
can transfer money from one fund to another. Fangte if a bonds fund’s investor
believes that stocks are cheap he can move akmrop his money from a bonds’ fund
to an equity fund managed by the same companyidfgystem is set up in advance,
investors can perform these exchanges with a qeiegphone call before the market
closes on any business day.

Controlled Liquidity : Investors can deposit a large sum into a monekebdund and
transfer various sums into and out of other furdsantrol the liquidity. They can also
set up check-writing privileges (allow the fundisvestor to get check writingh a
money market fund to pay for other personal expenBkis kind of liquidity makes it
convenient to earn higher interest than is paidtmtking or savings accounts, and yet
control the source of funds for each individualation.

In spite of these benefits, the crucial matter eoning the investors is how to
evaluate these benefits and judge the performahtieeomutual funds.The next part
highlights some of the most popular fund’'s perfance measures and the
characteristics of each one.

2.2.The risk-adjusted Portfolio Performance Measures

The primary objective of mutual fund’s managerisnaximize the performance
of their fund over time. One approach to perform gerformance maximization is to
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use traditional measures benchmarks to determinehwiind has the greatest value.
The first measure goes back to the basic portfatieory of Markowitz in 1952.
Markowitz clarified that the portfolio should be evaluatddough both portfolio’s
expected return (mean of the portfolio’s returasdl the portfolio’s risk, in which the
risk being the variance of the portfolio’s returns.

Since then, many performance measures have dedelbased on the risk-
adjusted performance concept. This study reviewsesthe most popular measures
often used by financial experts.

2.2.1 Treynor Index

Treynor developed the first measure of risk-adjusted pbafperformance in
1965.Treynorwas interested in finding a performance measuwuaewiould apply to all
investors with different risk preferences.

Treynorfirst differentiated between two types of riskse risk related to the price
securities fluctuations within the portfolio, ansgkrgenerated by market movements. To
determine the market risk, he introduced the charatic regression line which defines
the relationship between the rates of return f@o#gfolio over time and the rates of
return for an appropriate market portfolio. He mbtieat the portfolio’s beta coefficient
that represents the slope of characteristic linasmees the sensitivity of the portfolio
returns to the market returns. Theeynorindexwas given as:

ERt-Rf

Treynorindex= g e (2)

ERr: portfolio expected return over time.
R: : risk free rate of return.
Pp: portfolio’s Beta coefficient.

The Treynor Index is known as reward-to-volatility ratio concernslyorby
systematic risk rather than total risk becauseMaskowitz has shown that efficient
diversification eliminates unsystematic risk anaMes only market'’s risk (systematic or
undiversified risk).

ER--Ry

ERy Y

ER, A

__________ Slope =Treynor inde>of Z
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Source :( Chehade ,1998). B

Figure (2): Treynor Index: A Comparison between twoPortfolios.

Treynor indicated that the rational risk-aversion investarould always prefer
portfolios with high slopes. Figure (2) shows tpattfolio (Y) has a higher slope the
portfolio (Z), which indicates portfolio (Y) is pierred over portfolio (Z), because (Y)
provides higher expected return than (Z) with tame beta. In general, whenever the
Treynorindexis large, the portfolio’s performance is better.

2.2.2 Sharpe Index

William Sharpe has developed a performance measure baseMarkovitz's
mean-variance portfolio theory in (1966). He usée& tapital market line as a
benchmark and defined the index as a ratio of plast§ risk premium to the portfolio’s
total risk (systematic and unsystematic), measumgdhe standard deviation of the
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portfolio’s returns,(Li, 1998). Th8harpelndex which is known as reward-to-variability
ratio, was given as:

Sharpelndex= % .................................................... 3)

ER: portfolio expected return over time.

R : risk free rate of return .

op: Standard deviation of portfolio’s returns.

The Sharpe Indexvaluates a manager’s ability to maximize thefpbots return
and eliminate the unsystematic risk by diversifaat Thus, a high index value means
that the manager generated high risk premium arced the total risk by reducing the
unsystematic riskThe Sharpe Indexs usually calculated and published in the mutual
fund’s NAV reports as funds’ performance indicator.

Investors prefer a portfolio with a steeper slapece they can reach higher levels
of expected return as the slope of the line commgdhe risk-free rate and the point
representing the risk-return of the portfolio beesnsteeper, as it is shown in figure (3).

ER--R:
ERz v Z
""""" Y
ER | 7 .
"""""""" Slope =Sharpe indexf Y
""""""""""""""""" «—
Rl e e
o7— Oy
op
Source:(Chehade, 199¢

Figure (3): Sharpe Index: A Comparison between tw®ortfolios

2.2.3 Jensen Alpha

Jensenalpha, like the Treynor index and Sharpe indexis a measure of risk-
adjusted performance. It was developed in 1968Mligheal Jensenbased on the
Capital Assets Pricing Model (CAPM), which uses tharket return as benchmark
(Chehade, 1998).

Assuming the CAPM is empirically valid, the reatizesturn of a portfolio can be
expressed as follow:

Rpt:Rﬁ+,B[Rmt—Rt]+et ................................................. (4)

Rot: portfolio’s return over time.
Ry risk free rate of return over time.
p: portfolio’s Beta coefficient.
Rni market portfolio’s return over timéResearchers usually use the
market index as proxy for the market portfolio).
&: error term .
Subtracting the risk-free return from both sides:
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Rpt'Pft:ﬁ[Rmt—R-[]+et ................................................ (5)

The portfolio’s risk premium equals beta times arkafrisk premium plus a
random error term. In this form, the intercept tbe regression is equal to zero,
considering that all portfolios were in equilibrium

The fund’s managers who have investments abildmessistently earn higher risk
premiums and realize superior performance. Thesefahese managers have
consistently positive random error terms because attual returns for their portfolios
consistently exceeds the expected returns.

To detect and measure this superior performadeasenadded the nonzero
intercept(a) to the equation (6).

Rpt'Pf[:(X+ﬂ[Rmt—R[]+et ............................................ (6)

The equation (06) indicates that a superior manhgsra significant positiv)
value because of the consistent positive residialsontrast, an inferior manager has a
significant negativga) value because portfolio’s return fall short of #wepectations
based on the CAPM that gives consistently negaé&siluals (Reilly & Brown, 2006)

=) -a SML

Bo Bc B

Source :( Heart & Zaima, 200:

Figure (4): Jensen Alpha example of (Y, Z, C, D) Rtolios

Figure (4) shows that portfolio (Y) underperfornie tmarket on risk-adjusted
basis because it yields risk-premium that is inappately low for its level of
systematic risk so its alpha is negatiye O.

Portfolio (Z) is correctly priced because it yielos returns in excess or less than
the appropriate risk-premium so that its alphagisaé to zerax,=0.

Portfolios (C) and (D) outperform the market ork+égljusted basis, because they
yield a risk-premium that is inappropriately higir fts level of systematic risk so their
alpha are positivec = ap> 0. It cannot be concluded that the two portfo(il83 and (D)
perform equally because the two portfolios havéed#t systematic riskc > Bp and
different returns B> Rp. Therefore, Chehade, (1998) mentioned fesiseralpha can
be used to measure the portfolio performance butaitnot be used to rank the
performance of different portfolios.
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2.2.4 Comparison between the three Measures

The Sharpelndexuses the standard deviation as a measure ofrisitalwhereas
the TreynorindexandJenseralphafocus only on the systematic risk measured by the
portfolio’s beta. For the completely diversifiedrgolio without any unsystematic risk
the three measures would give identical judgmertabge the total risk of the
completely diversified portfolio equals its systaimaisk.

The Sharpeindex should be used in selecting a fund in cases wtierefund
represents a large fraction of the investor's aVgrartfolio, while the Treynor index
should be used in selecting a fund in cases wiheréund represents a small fraction of
the investor’s overall portfolio.

TheTreynor Indexprovides additional information with respectiensen’slpha
Thus, two portfolios with different risk levels tharovide the same excess returns over
the same period will have the sam@pha but will differ with respect to th@reynor
Index Thus, the riskier portfolio will be marked by @nMer Treynor Indexbecause the
Treynor Indexprovides the performance of the portfolio per whisystematic risk.

Researchers have shown that the single benchmatkhyslensen’s alphanay
provide unfair judgments over the performance oftfpbos that invested in very
different assets with different risk levels regaglia positive relationship between the
excess returns and risk level, this arises to wehedlledbenchmark bias.

Ross (1976) demonstrated that the use of only theketh index as benchmark is
not sufficient to keep track of the systematic searof excess portfolio’s return. As
Grinblatt & Titman, (1994) proved, there is a pehl in comparing the portfolio’s
return to a single benchmark because differentstygfiessets held in managed portfolio
may perform differently than this single benchmark.

Treynor & Mazuy, (1966) brought out the concepiarket timing. They proved
that the systematic risk of the portfolio isn’t stent aslensenassumed, because the
fund’s manager changes the target beta of thegdorthy moving the capital between
risky and riskless assets according to the marl®tements. Hence, the usage of the
Jensen’'smodel may lead to biased performance estimatiaienexistence of market
timing.

3. Conclusion:

The mutual funds have crucial role in stabilizifge tfinancial markets and
accompanying the small investors to maximize therneof their investment through
their professional management, diversification, Blexibility.

Concerning the funds’ performance measures, ther@oi scientific answer
regarding which one of these performance measargsre important for investors to
judge the fund’s performance. Thus, each measw#hadvantages and shortcomings.

These measures provide complimentary results wftarent information.As a
result, researchers used Investor-Specific Meag¢l8®1) as an investor decision-
making tool, which combines these measures.
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