tors would give this a satisfaction rating of 2.
In other words, most investors feel
better about an up move in a stock that
previously went down than they do
about an up move from the purchase
price. And most investors feel worse
about a stock going down from a previous gain than they do about a stock
that is down from the purchase price. If
this is true, and I believe it is based on

my experience, it has the following
ramifications:
• Investors will sell winners because
an X% move down from the current
gain will feel more negative psychologically than an X% further gain will
feel positive.
• Investors will hold onto losers because a reversal of X% will feel more
positive than an additional loss of
X% will feel negative.

• If investors hold a loser and it reverses, they will tend to sell when
they get even because going down
again will feel more negative than
continuing up will feel positive.
All of the above actions are historically losing tactics over time, but our
emotions drive us toward them.
Is forewarned, forearmed?
I hope so. My ego and I are still fighting the battle.
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Finding Mutual Fund Winners
Does Historical Performance Predict Future Performance?
Looking at Mutual Fund Risk: Latest Study Results, by Ronald
Kahn, presented at the IMCA Investment Management Expo in Chicago, October 11, 1996, an update from research originally appearing
in the Financial Analysts Journal, November-December 1995 (Andrew
Rudd co-author).
Do winners repeat?
An affirmative answer to that question is implied by the
numerous performance reporting services that are in existence today. And it is unlikely that an investor would feel
comfortable investing in a fund that underperformed its
peers long-term.
But how much emphasis should be placed on performance
statistics?
An updated study of the question, presented by author
Ronald Kahn at a meeting last October, supports previous
research that found a fund’s past return history isn’t enough
to predict the fund’s future returns or level of risk. Mr. Kahn
is director of research at BARRA, an investment management
consulting firm.
The original study included all equity funds dating back to
the early 1980s and ignored funds with a passive investment
style.
The fixed-income funds included dated back to 1988, but
excluded junk bond funds, money market funds, international bond funds and index funds.
For each fund type, two periods were examined to see if
performance persisted from one period to the next—in other
words, were the winners in one period also the winners in the
other period?
The study examined returns based on style performance
(performance relative to a style benchmark) and perfor22

mance relative to risk, and found no evidence that the equity
winners in one period repeated their performance in the
other period. The implication for investors, according to the
study, was that, absent some other selection criteria, an
indexed approach would be best, since it would assure
average performance at low cost.
The study did find some indication that fixed-income winners repeated. Since large fees and expenses have a large
impact on fixed-income returns, their influence on persistence was examined, but the study found that some performance persistence remained even after these costs were
taken into consideration.
However, the average performance advantage of the fixedincome winners was unable to overcome the average
underperformance (relative to a fixed-income index fund) of
fixed-income funds in general as a result of fees and expenses. The original study concluded, ironically, that if an
investor still preferred to choose fixed-income funds based
on past performance, they would be best served by choosing
only one fund, since diversifying among funds would only
ensure an average rate of return, which would be below a
passively managed index fund.
The updated study examined an additional time period
and focused in particular on equity growth funds.
However, the update found results similar to the original.
“There may be skillful and persistent managers out there,
but it’s hard to find them,” Kahn summarized.
Historical analysis of returns alone can’t pick out the persistent mutual fund winners, he said. Instead, he suggested that
investors combine historical information with their own understanding of what the fund is doing, the fund manager’s
tenure, and his style.
The bottom line: Don’t give up your subscription to the
performance-reporting services, but don’t make them the only
basis for a decision.
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