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Abstract

Purpose — The purpose of this paper is to evaluate the performance of 191 equity unit trusts in an emerging
market, South Africa over the period from February 2006 to January 2016, which captures different market
conditions (pre-global financial crisis, crisis and recovery periods). Besides testing for managerial ability,
both cross-sectional regression and the non-parametric rank correlation test are used to test whether the
performance generated by unit trusts does persist.

Design/methodology/approach — To evaluate the managerial ability of portfolio managers, two widely
used methods, the Treynor-Mazuy (1966) model and Henriksson-Merton (1981) model, are employed. Both
models test whether portfolio managers have stock selection and market timing ability. The cross-sectional
regression and the rank correlation test are implemented which account for both parametric and non-
parametric approaches of persistence testing, respectively.

Findings — Weak evidence of stock selection as well as market timing ability was found. Moreover, most of
the unit trusts are reported to have insignificant coefficients. When testing for performance persistence using
returns, the Sharpe ratio and the Sortino ratio as performance metrics, the overall results also revealed weak
evidence of persistence that is equally spread across winning and losing funds.

Originality/value — While research on unit trusts’ performance has been conducted in emerging economies,
little has been done in testing for managerial ability in general and in South Africa in particular. Moreover, the
research tends to focus more on one class — Equity General. This paper extends the performance literature by
testing whether portfolio managers in the South African equity unit trusts industry have stock selection and
market timing ability.
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1. Introduction

Asset management companies have been growing in both numbers and in size in South
Africa, with the unit trust industry[1] recently gaining recognition as a sophisticated
platform that offers contractual and discretionary saving methods. These two methods of
saving are crucial for securing individual’s future financial well-being. Ever since the
introduction of unit trusts, there has been a growing debate regarding their performance
and the mixed results found. For example, Firer et al (2001) find superior performance of
unit trusts over a two-year period while Collinet and Firer (2003) report both positive and
negative persistence over a six-month period. Therefore, the performance analysis of unit
trust remains an empirical question as there is no clear consensus on whether unit trusts can
persistently provide superior performance than the market or peers. For investors as well as
potential investors, studying the performance of unit trusts is important because they have
entrusted portfolio managers with their hard earned money. To portfolio managers who are
in a competitive business environment, knowing the performance of their company against
their peers and the benchmark index is important for the growth and sustainability of the
company. Furthermore, the performance of asset management companies is beneficial
for the development and integration of capital markets (Ong and Sy, 2004), especially in
the emerging market like South Africa. For academics and researchers, studying the
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performance of unit trusts/hedge funds is a test of the famous hypothesis that markets
are efficient. In effect, while the performance persistence suggests the importance of past
information in predicting the future performance, the efficient market hypothesis implies
that the future performance of any security cannot be predicted based on its historical
prices. Consequently, studying performance persistence amounts to testing stock market
efficiency. Evidence against market efficiency would challenge the principles surrounding
portfolio theory and risk management.

While research on unit trusts performance has been conducted in South Africa (Oldfield
and Page, 1997; Von Wielligh and Smit, 2000; Van Heerden and Botha, 2012), little has been
done in testing managerial ability. Moreover, though the unit trust industry consists of six
categories[2], existing studies are not only limited but they also tend to focus more on one
class — Equity General. Since Equity General differs substantially from other categories in
terms of size, as can be seen from the empirical section, results from the general class cannot
be generalised to other categories. The aim of this study is twofold. First, it tests whether
portfolio managers in the equity unit trusts industry have stock selection and market timing
ability over the selected period using the Treynor-Mazuy (1966) and Henriksson-Merton
(1981) models. Second, the performance persistence analysis is conducted based on both
parametric and non-parametric approaches.

The paper proceeds as follows. Section 2 reviews the literature on the performance of
mutual funds in emerging markets including South Africa. Section 3 describes the data and
performance metrics used. Section 4 presents the empirical analysis and Section 5 concludes.

2. Literature review

Unlike developed countries where performance and performance persistence has been
widely documented (Jegadeesh and Titman, 1993; Carhart, 1997; Jan and Hung, 2004;
Friesen and Sapp, 2007; Eling, 2009; Bangassa et al., 2012; Babalos et al., 2015), the evidence
from emerging markets and particularly from South Africa remains limited. Moreover,
comparing the performance of mutual funds to that of the stock market has long been
resulted in unanimous conclusions. Some papers report the superior performance of mutual
funds over the stock market while other studies find that mutual funds are unable to
outperform the stock market.

Eling and Faust (2010) examine the performance of 243 hedge funds, 629 mutual funds and
25 benchmarks in emerging markets for the period January 1999-August 2008. The results
indicate that hedge funds are able to deliver higher returns than the market and more positive
as than mutual funds, and that some of the mutual funds underperform their benchmarks. In a
recent study by Basu and Huang-Jones (2015), 498 funds are examined during the period from
August 2000 to July 2010 using Jensen’s a, Fama-French’s (1993) three-factor model and the
Henriksson-Merton’s (1981) model. First, the findings suggest that about 95 per cent of the
funds are unable to beat the market. Second, just 2 per cent of the funds show superior evidence
of market timing ability. Third, the evidence of short-term persistence found appears to be
driven by past losers. Finally, a large number of funds are reported to have a f that is close to
the benchmark index, which may suggest that emerging market funds are good at providing
diversification as opposed to generating abnormal returns.

Conversely, Huij and Post (2011) conduct a comprehensive study of 137 mutual funds’
performance in 22 emerging countries, from 1993 to 2006. Using the Capital Asset Pricing Model
(CAPM), they find that mutual funds are able to beat the market and report a significant
persistence in winning funds, which is higher for emerging markets than developed markets.

Consistent with cross-countries studies, conflicting results have also been reported in
country-specific applications. Chi (2013) analyses the performance of 342 funds in China
from April 1998 to December 2012. Results from the CAPM model, Fama-French (1993)
three-factor model and the Carhart (1997) model, suggest that Chinese funds can beat the



benchmark index. Furthermore, the author conclusively reports that fund managers have
stock selection ability as well as the skill to cover all costs. While these results substantiate
the findings of Li and Lin (2011), Kiymaz (2015), He et al (2015) and Zhou and Wong (2014)
focus on the timing ability of fund investors in the Chinese market with a total of 250 mutual
funds and find that investors have poor timing abilities. Similarly, Chen et al (2014) make
use of parametric and non-parametric methods to investigate the performance persistence of
64 equity funds covering the period from 2002 to 2010. Their results indicate a short-term
evidence of persistence, but no performance persistence over a longer horizon.

Shah et al. (2005) investigate the performance of 13 equity and balanced funds in
Pakistan for the period 1997-2004. Three performance metrics used, namely, the Sharpe
ratio, the Treynor ratio and the Jensen’s a confirm that Pakistani funds are able to
outperform the market by a proxy of 0.86 per cent. Lai and Lau (2010) also assess the
performance of 311 mutual funds, including 73 Islamic funds in Malaysia, for the period
1990-2005 and find a superior performance against the benchmark index. However, Murhadi
(2010) examines the stock selection and market timing ability in Indonesia and find a weak
evidence of managerial ability.

Filip (2011) examines the performance persistence of 65 equity mutual funds in Hungary
over a ten-year period spanning from 2000 to 2009 using returns and the Sharpe ratio as
performance metrics. Evidence of short-term persistence appears to be strong within the six-
month evaluation period compared to the one-year period. Likewise, Berggrun et al (2014)
examine the performance persistence of equity mutual funds using a large sample from
April 2000 to March 2012 in Brazil. Based on the Carhart’s (1997) model, a significant spread
between a decile portfolio of top and bottom performing funds is found on a risk adjusted
basis. However, this performance is strongly driven by the underperformance of poor
performing funds as a result of diseconomies of scale and higher fees.

Ahmad and Samajpati (2010) examine the selectivity and market timing ability of 60 growth
and growth income funds in India for the period 2005-2009. They extend the popular
performance evaluation models (Jensen’s a, Treynor-Mazuy’s, 1966 model; Henriksson-Merton’s,
1981 model) to the Carhart's (1997) framework in order to capture both macro and
micro-forecasting skills. Empirical results point to the evidence of timing and some evidence of
selectivity amongst the fund managers; which appears strongly with high-frequency (daily)
data. These results are consistent with Kumar (2012), Narayanasamy and Rathnamani (2013)
and Kaur (2013) but contrast that of Dhar and Mandal (2014) who use conditional and
unconditional Treynor-Mazuy (1966) model and the Henriksson-Merton (1981) model to evaluate
80 mutual funds for the period May 2000-March 2012. As in Gudimetla (2015), they report
no evidence of superior market timing ability in India.

In the African context, Dawe et al. (2014) investigate the performance of seven equity and
blended mutual funds in Kenya from 2006 to 2009. Using Grinblatt and Titman’s (1993)
method, which regresses the performance at time ¢ against performance at time ¢—1, the
results indicate a significant evidence of persistence over a one-year evaluation period.

On the other hand, Musah et al (2014) study the stock selection and market timing ability
of eight equity and balanced fund in Ghana for the period 2007-2012. Using Treynor-Mazuy
(1966) and Henriksson-Merton (1981) models, the results suggest that 12 per cent of the
funds (which is equivalent to a single fund) prove support to timing ability. In terms of stock
selection ability, 75 per cent of the funds using Treynor-Mazuy (1966) model report poor
performance. Likewise, the Henriksson-Merton (1981) model shows that all funds deliver a
negative performance. This finding is consistent with Oduwole (2015) who examines 31
Nigerian mutual funds during the period from December 2011 to November 2014 and find
that on average mutual funds fail to deliver risk adjusted returns greater than the market.

Gilbertson and Vermaak (1982) analyse the performance of 11 mutual funds over an
eight-year period spanning from 1974 to 1981, against three market indices (JSE All Share
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Index, JSE Industrial Index and RDM 100 index). The results show that one, two and four
mutual funds manage to outperform the JSE All Share Index, JSE Industrial Index and RDM
100 index, respectively. In contrast to these results obtained using returns as a performance
measure, the majority of the funds outperform all three indices when risk adjusted
performance metrics such as the Sharpe ratio, the Treynor ratio and Jensen’s a are used.

Oldfield and Page (1997) examine the performance of eight general equity unit trusts and
nine specialist funds from September 1987 to September 1994. Using Jensen’s a and Elton
and Gruber’s (1991) methods to test for superior market timing and stock selection ability,
the results show weak evidence of market timing ability and stock selection ability
consistently with Bradfiled (1998) and Oosthuizen and Smit (2002). Meyer (1998) uses
Jensen’s a and non-parametric contingency table to study performance persistence of 84
unit trusts from a sample period ranging from 1985 t01995. When persistence is analysed
over one, two and four-year periods, the results show a strong repeat loser performance,
particularly during the one to two-year period. On the other hand, evidence of repeat winner
performance is relatively weak when performance persistence is analysed over the same one
to two-year period. Similar results are reported in Von Wielligh and Smit (2000) when CAPM
and the Multi-factor Arbitrage Pricing Model are considered. In particular, the evidence of
performance persistence across both the short-term and long-term periods; the performance
of losers being prominent in the short-term period and the winning funds’ performance
reported to be stronger in the long term. However, Firer et al. (2001) document that the two-
year period of investigating performance persistence is the best strategy for investors
seeking superior outperformance. Moreover, Wessels and Krige (2005) analyse 32 equity
funds from 1988 to 2003 and reveal short-term persistence over a month to month and
quarter to quarter period while long-term periods of over one year or more showed weak
evidence of persistence.

In contrast, Collinet and Firer (2003) use the largest sample period — close to 20 years
covering the period 1980-1999 to study 47 equity general unit trusts. Evidence found using
the Sharpe ratio, runs tests, non-parametric contingency table, regression analysis and
trading strategy test indicate evidence of persistence in winning and losing funds over a six-
month holding and formation period. In addition, Van Heerden and Botha (2012) recently
investigate the performance of seven value and three growth funds from March 2006 to
March 2010. Using both a traditional approach and a new approach — the portfolio
opportunity distribution (POD), the results indicate that the latter provides a better ranking
for value managers while both methods provide the same ranking for growth funds.
Although different approaches are used, the authors could not statistically test that the POD
is the best approach to measuring performance and skill.

In summary, while there exists a wide range of performance metrics in the literature, recent
techniques have been developed to test fund managers’ selectivity and market timing ability.
Since most of the previous performance studies in emerging economies and particularly in
South Africa rely on the conventional OLS regressions, the established superior performance
of managers might have been driven by luck. However, OLS-based procedures are subject to
bias due to the small sample and the non-normality of funds’ historical returns. To mitigate
these issues, the present study implements a bootstrap estimation using MCMC simulation to
test for the managerial ability. This approach is in line with Kosowski et al (2006) as
bootstrapping is thought to improve the approximation of the distribution of funds abnormal
returns by accommodating heavy tails of individual fund’s returns.

Besides testing the managerial ability, this study further investigates whether the
performance generated by unit trusts does persist. The literature distinguishes two main
approaches of testing performance persistence. The parametric approach led by the
cross-sectional regression across subsample periods and the non-parametric method driven
by the Kolmogorov-Smirnov and the rank correlation tests. For the sake of comparison, this



study implements both parametric and non-parametric tests based on six subsample periods
rather than two to three usually found in previous studies. Moreover, differently from
the mostly used non-parametric contingency procedure, the analysis of the performance
persistence is based on the Spearman rank correlation implemented in selected performance
studies including, Allen and Tan (1999), Harri and Brorsen (2004) and Eling (2009).

3. Data description and performance metrics

3.1 Sample data

A total of 191 equity unit trusts have been sourced from INET BFA. The data set includes
six subcategories, namely, Equity General (153), Equity Large Cap (11), Equity Mid and
Small Cap (8), Equity Resource (8), Equity Financial (6) and Equity Industrial (5) together
with their respective benchmarks (i.e. FTSE/JSE All Share Index, Top 40 Index, Mid Cap
Index, Resource Index, Financial Index and Industrial Index). Monthly net asset value and
benchmark market prices covering the period from February 2006 to January 2016 are used.
The monthly returns are computed by the following formula:

o NAV o NAV; o Py
R;=In NAV, Ry=TIn NAV; and R; = In P §))

where NAVj, NAV,, and Pj represent net asset value for each equity unit trust, its
benchmark and the market price in month ¢, respectively. Similarly, NAVj,_1, NAVj,_; and
P;;_1 represent net asset value for each equity unit trust, its benchmark and the market price
in month #-1, respectively. The NAV includes all returns made during each month
(i.e. interest and/or dividend) and is net of expenses. The yield on a three-month treasury bill
is used as a proxy for the risk free rate of return. The annualised risk free rate of return is
recalculated to an equivalent monthly rate of return making it comparable with the monthly
unit trusts/benchmark returns (Bello and Janjigian, 1997). To tackle the issue of
survivorship bias, this paper includes all the unit trusts that had been in operation since the
beginning of the sample period (February 2006).

3.2 Performance metrics
As indicated earlier, to circumvent the bias due to the small sample as well as the non-
normal distribution of the funds’ returns, the models are estimated using the Bayesian
technique-based MCMC simulation.

Bayesian 3] and risk adjusted returns are used to measure performance persistence.
This performance measure is estimated using the Bayesian regression of the following
equation where the estimated « is known as Bayesian a:

(riv—rss) = oA B(rm—rs1) +eit @

Besides the Bayesian a, two risk adjusted returns are used, the Sharpe ratio 7,—7/o; and the
Sortino ratio 7,—7y4ar/DD[4]). The Sharpe ratio measures the portfolio’s return in excess of
the risk free rate per unit of standard deviation. The Sortino ratio is similar to the Sharpe
ratio; however, it replaces the risk free rate of return and standard deviation with the
minimum acceptable return (MAR) and downside deviation, respectively. The Sortino ratio
is incorporated because standard deviation tends to be an inadequate measure of risk (Rom
and Ferguson, 1993) and because investors tend to suffer from loss aversion (Kahneman and
Tversky, 1979). Table I summarises the descriptive statistics of the selected performance
metrics across unit trust categories.

The summary statistics indicate that in general the average monthly performance of
portfolio is negative for Bayesian a, Sortino ratio 2 and few cases of Sharpe ratio and
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Table 1.
Descriptive statistics
of performance
metrics

Mean Median SD Kurtosis Skewness Minimum Maximum
Equity General
Bayesian a —0.031 —-0.028 0.020 —-1.693 —0.043 —0.058 —0.001
Sharpe ratio 0.027 0.028 0.013 -1.395 —-0.168 0.001 0.051
Sortino ratio 1 0.165 0.203 0.117 0.263 —0.942 —0.174 0.379
Sortino ratio 2 —0.863 —-0.862 0.073 -1614 —0.008 —0.966 —0.741
Financial
Bayesian a —0.004 —-0.002 0.003 0.015 -1.094 —0.008 —0.001
Sharpe ratio -1.236 -1.210 0.059 —0.955 —-0.985 -1.328 -1.187
Sortino ratio 1 0.226 0.221 0.019 2119 1.118 0.204 0.260
Sortino ratio 2 —-0.736 —-0.729 0.016 —0.295 —-1.008 —0.762 -0.721
Industrial
Bayesian a —0.008 —-0.007 0.002 -1.369 -0.800 -0.012 —0.006
Sharpe ratio -1471 —1.445 0.069 3.908 -1.888 —1.591 —1415
Sortino ratio 1 0.342 0.335 0.031 —2491 0.335 0.309 0.381
Sortino ratio 2 -0.773 -0.772 0.013 0.636 -0.989 -0.793 —0.761
Resource
Bayesian a -0.014 —-0.007 0.014 3.233 -1.939 —0.045 —0.005
Sharpe ratio -1.080 -0.997 0.276 7.147 —2.603 -1.751 —0.864
Sortino ratio 1 0.058 0.074 0.054 2.370 —1.424 —0.055 0.111
Sortino ratio 2 —0.704 —0.688 0.061 6.354 —2.369 —0.848 —0.646
Large Cap
Bayesian a —0.024 —-0.005 0.026 —2.258 —0.286 —0.058 —0.001
Sharpe ratio -2.817 -1.322 2214 2.085 —-1.534 -8.068 —1.255
Sortino ratio 1 0.166 0.211 0.085 0.027 -0911 —0.005 0.276
Sortino ratio 2 -0.829 —-0.755 0.098 -2.211 —-0.306 —0.959 —0.740
Mid and Small Cap
Bayesian a —0.067 0.001 —0.066 1.404 -0.267 -0.070 —0.063
Sharpe ratio —2.825 0.890 -1.520 0.317 —1.486 —-7.385 —1.344
Sortino ratio 1 0.196 0.036 0.230 3.959 -1.818 —-0.033 0.310
Sortino ratio 2 -0.820 0.030 -0.789 -0.191 -1.283 -0.957 —0.752

Note: Sortino 1 and Sortino 2 are computed based on the MAR =0 (Sortino 1) and MAR =risk free rate of
return (Sortino 2)

positive for Sortino ratio 1. With the exception of the Sharpe ratio metrics in Large Cap
category, the volatility of the performance appears to be low across both unit trust classes
and performance metrics, suggesting small variation of the funds’ performance in either
direction. All the performance metrics exhibit negative skewness; indicating that the funds’
performance is more concentrated on the right hand side of the performance distribution
across fund categories. Positive kurtosis are observed in Resource and Mid and Small Cap
categories possibly suggesting an increasing trend in the fund performance for these unit
trust categories while the class of Equity General displays negative kurtosis which suggests
a declining trend of its performance across time. The remaining categories, however, show
mixed cases of positive and negative Kurtosis suggesting either increasing or decreasing
trend depending on the performance metric.

4. Empirical analysis

4.1 Testing managerial ability

To evaluate the managerial ability of portfolio managers, two widely used approaches,
namely, the Treynor-Mazuy (1966) and Henriksson-Merton (1981) models, are employed.



Both models test whether portfolio managers have stock selection and market timing
ability. The former refers to the manager’s ability to pick the right securities and assign
different weightings to form a portfolio that will outperform the market. The latter refers to
the manager’s ability to predict future market movements and adjust the composition of the
portfolio accordingly.

The Treynor-Mazuy (1966) (T-M) model is specified as:

Vig—Tf) =« Ymt—7ft Ymt—7ft i
(ra=rse) = ot B(rm—re) +0 (rmi—r71)" + )

where 7;, 7,,; and 75 denote monthly returns of each fund 7, the benchmark index and
the risk free asset, respectively. The measure of stock selection and market timing are
given by a and §, respectively. The T-M model extends the CAPM by adding a quadratic
term (r,m—rﬂ)z to measure the portfolio manager’s market timing ability. Under the CAPM
model the funds excess returns are a linear function of the market excess return. However,
Treynor and Mazuy (1966) argue that if market returns are expected to rise, then
the portfolio manager will hold a greater proportion of the market portfolio. Likewise, if
market returns are expected to decline the portfolio manager will reduce his/her holding
of the market portfolio.
The Henriksson-Merton (1981) (H-M) model is expressed as follows:

Tig=rf = O‘"’ﬁ(rmt_rft) + 5D(7’mt_7ft) +¢&i )

The H-M model is also an extension to the CAPM model. It assumes that the portfolio
manager is able to predict a period when the market return will be greater than the risk free
rate of return (7,,; > 74) and a period when the market return will be less or equal to the risk
free rate of return (7,,;<74). The dummy variable (D) is incorporated to measure market
timing ability where D=0 when the market excess return is positive and D=1 when the
market excess return is negative.

Estimation outputs summarised in Tables II and III suggest no evidence of stock
selectivity as all coefficients though significant appears to be negative. This is consistent
across fund categories irrespective of the specification. With the exception of Financial,
Resource and Industrial classes, funds’ managers on the other hand show evidence of
market timing ability, which is however, not consistent in terms of magnitude across fund
categories and across models. More specifically, under the Equity General class, about 54
and 51 per cent of funds display strong timing ability with the Treynor-Mazuy (1966) model
and Henriksson-Merton (1981) model, respectively. These percentages are 53 and 44 per cent
for the Large Cap class and 44 and 38 per cent for the Mid and Small Cap class across the
Treynor-Mazuy (1966) model and Henriksson-Merton (1981) model, respectively.

4.2 Testing for performance persistence

Recall that performance persistence analysis helps identify to what extent funds’
performance in one period persists in the subsequent period. To this end, the cross-sectional
regression and the rank correlation test are implemented which account for both parametric
and non-parametric approaches of persistence testing, respectively.

4.2.1 Cross-sectional regression. In testing performance persistence, this study first
groups funds into subsamples (see Table IV) and the cross-sectional regression[5] is
implemented on each pair samples (holding period against selection period). Particularly,
funds’ holding period performance metrics are regressed on the performance metrics of the
selection period following the equation below:

perfy = ot Bperf iy, +ei ©)
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Equity Large  Mid and Small
Subsamples General  Financial Industrial Resource  Cap Cap Total
February 2006-September
2007 66 6 5 7 6 6
October 2007-May 2009 78 6 5 7 6 6
June 2009-January 2011 86 6 5 7 7 6
February 2011-September
2012 103 6 5 7 8 6
October 2012-May 2014 127 6 5 8 10 6
June 2014-January 2016 153 6 5 8 11 8
Total 153 6 5 8 11 8 191
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Table IV.
Number of funds
across subsamples

where perf;; is the performance of the holding period and perf;_; is the performance of the
selection period. Testing the null hypothesis of the slope coefficient (HO: = 0) amounts to
testing the null hypothesis that subsequent period performance is independent of the prior
period performance. Hence, a positive and significant slope coefficient would imply that past
performance predicts the future performance, while negative and significant slope
coefficient would suggest the evidence of performance reversal; the adjusted R reflecting
the explanatory power of the future performance (Table V).

While the persistence results appear to be inconsistent across performance metrics, it is
worth nothing that the Bayesian a shows positive and significant slope coefficients in
a number of cases within the Equity General category and only few cases in other
categories. More interestingly, with the Sharpe ratio as performance metric, no evidence of
performance persistence is found in the Resource and Financial categories and only few
positive and significant slope coefficients are reported in other categories. The Sortino
ratios on the other hand, depict selected cases of performance persistence and/or reversal
across fund categories. This pattern is inconsistent with the panel cross-sectional output
which pooled the cross-sectional regression across all the subsamples (see Table VI).
Unlike the Bayesian a which depicts an evidence of persistence for four fund categories,
the Sharpe ratio and the Sortino display evidence of performance reversal. However, the
adjusted R? remain very low in all cases; indicating rather weak evidence of performance
persistence and/or reversal.

4.2.2 Spearman rank correlation test. The non-parametric approach of assessing
persistence based of the rank correlation test relies on the correlation coefficient computed
across holding and selection periods funds’ performance metric as follows:

2%
Ps = 1_n(n—l) ©

where p; is the rank correlation coefficient, D is the difference between fund’s selection
period and holding period ranks and # is the number of funds.

This test is asymptotically #Student distributed and its significance reveals the
dependence between holding period and the selection period performance. Table VII
displays the empirical results using different performance metrics.

In line with the cross-sectional results, the general pattern that emerges from the
non-parametric results suggest very few cases of performance persistence and/or reversal
which are moreover, inconsistent across different performance metrics. Particularly,
the Equity General and the Mid and Small Cap, Industrial and Large Cap categories display
no significant rank correlation coefficients across performance metrics while two
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Table V.
Cross-sectional
regression for
subsamples
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Table VL.
Cross-sectional
regression for the
panel subsample
periods

Equity General  Financial Industrial Resource ~ Large CAP  Mid and Small Cap
Bayesian a
Slope 0.145%%* 0.249* 0.094 0.666** 0.284** 0.051
SE 0.032 0.128 0.220 0.300 0.156 0.093
Adj. R? 0.045 0.031 —-0.035 0.330 0.355 —-0.033
Sharpe ratio
Slope —0.037%* -0.246* —0.514%%* —0.596%** 0.143 —0.505%*
SE 0.018 0.143 0.233 0.190 0.164 0.171
Adj. R? 0.006 0.062 0.163 0.228 0.020 0.150
Sortino ratio 1
Slope —0.51 7% —0.283%*  —(0.203* —0.566%F  —(0.401%** —0.51 1%
SE 0.029 0.098 0.105 0.098 0.067 0.097
Adj. R? 0.238 0.040 0.000 0.372 0.220 0.205
Sortino ratio 2
Slope —0.239%** —0.353%* —0.499%%*%  —0.505%* —0.058 —0.400**
SE 0.037 0.133 —2.980 0.222 0.156 0.178
Adj. R 0.070 0.136 0.205 0.149 —-0.024 0.096

Notes: The SE are Newey-West (1987) standard errors. *** ***Sjgnificant at the 10, 5 and 1 per cent levels,
respectively

contrasting cases (positive and negative correlation coefficient) are reported for Financial
and Resource categories, namely, with the Sortino ratios. This confirms the rather weak
evidence of performance persistence and/or reversal of South African unit trusts.

5. Conclusion

The purpose of this study is to evaluate the performance of six subcategories equity unit
trusts in South Africa over the period from February 2006 to January 2016 covering
different market conditions. Results from managerial ability test over the entire sample
period using Treynor-Mazuy (1966) and Henriksson-Merton (1981) models suggest no
evidence of stock selection and relatively strong evidence of market timing ability across all
categories. Stock selection is an important managerial skill that helps managers to select
good performing investments by taking either a long position (to make profit when the stock
price is expected to increase) or a short position (to make profit when the stock price is
expected to decrease). Similarly, a unit trust manager with market timing skill is able to
predict the best time to buy and sell stocks. Previous studies (Filippas and Psoma, 2001;
Christensen, 2005; Dhar and Mandal, 2014; Swinkels and Rzezniczak, 2009) have shown that
when properly employed these two managerial skills can significantly lead to the overall
persistence in performance of money managers. The results found in this study are not
different; they show that the ability to time the market cannot alone lead to the overall
persistence in performance of South African unit trust managers. Given tight financial
regulations; one would expect market timing ability to have a negative effect on long-term
investors as they will be subjected to higher fees due to transaction costs involved in short-
term trading activities. The lack of stock selection ability in South African unit trust
industry considerably suggests that most managers employ the buy-and-hold strategy to
limits frequent trading activities and avoid stock-picking.

Moreover, poor persistence in performance found in South African unit trust industry
might be a result of slowing economic growth in major emerging markets including China,
Mexico, Russia, Indonesia and Brazil amid broader concerns about the health of the global
economy. Unlike in South Africa, Murhadi (2010) and Dhar and Mandal (2014) find that unit
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Table VII.

Spearman rank
correlation test
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trust managers in similar emerging markets such as Mexico, India and Indonesia performed
relatively well during the same period compared to South Africa, thanks to strong demand
from USA, and to accommodative regulations aimed at attracting foreign investors.

Therefore recent falling prices of oil and commodities, political uncertainty in South
Africa, and the prospect of weaker interest rates in the USA and Europe observed during
the period under investigation might be able to explain poor persistence in performance of
most South African unit trust managers.

Overall, the results point to strong signs of performance reversal for the full sample
period, particularly with the Sharpe ratio and the Sortino ratios. Therefore, it seems that the
degree and existence of persistence is not only time varying but mostly depend on the
performance metrics used and to a lesser extent on the methodology employed.

Past information may have some value for investors, but superior investment strategy
across fund categories might not be necessarily improved based on top performers from the
selection period.

Notes
1. The term unit trusts will be used interchangeably with “fund” and “mutual fund”.

2. Besides the Equity General, the unit trusts industry includes five more categories, namely, Equity
Large Cap, Equity Mid and Small Cap, Equity Resource, Equity Financial and Equity Industrial.

3. This performance measure is estimated using the Bayesian regression of the equation.

4. The MAR is the minimum return that an investor can accept. Any return that is below the MAR
exposes an investor to risks. The MAR used in this paper is 0 (Sortino 1) and the risk free rate of

return (Sortino 2); DD = \/%ZIT:() (ri—7y1ar)

5. Recently, Fama and French (2010) emphasise that cross-sectional approach of testing performance
persistence might be misleading if the costs are not taken into account. Particularly, using alpha
measure to obtain cross-sectional distribution of managerial skill for the aggregate US equity
mutual funds, they find no evidence that managers have enough skill to cover costs. When they
add cost, their bootstrapping procedure indicates evidence of inferior and superior performance in
the extreme tails. While the most obvious limitation of the bootstrapping method relates to the size
of the original sample since it relies on random sampling, this approach is, however, not compatible
with the present study as the sample sizes are relatively small across all unit trust categories.
Moreover, the use of non-parametric approach is believed to alleviate the potential correction
issues (Fama and French, 2010) encountered in parametric estimation using cross-sectional alphas.
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