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s Abstract

6 The stock selection is considered to be the core of the investment process. This involves

7 identifying and selecting undervalued securities which are expected yield good results in the

s future. In practice fund managers are expected to earn superior returns for unit holders

9 consistently as being professionals therefore possession of superior skills to collect and analyze
10 the data with the purpose to select the right type of securities for the portfolio is a must for
11 them. The present work is based on the review of many studies both foreign and Indian

12 studies relating to mutual funds. The mutual fund industry in India consists of public sector,
13 private sector and foreign funds. All the three sectors are studied to analyse the selectivity

12 performance on the basis of sponsorship of funds. However, from these only active funds

15 belongings to Growth, Income, Balanced and Tax-Saving Schemes were selected for the study.
16 In this paper stock selectivity skills of sample fund managers were tested using Jensen?s

17 Alpha and Fama?s net selectivity measures models.

18

19 Index terms— stock selection, mutual funds, growth, income, balanced and tax-saving schemes.

» 1 Introduction

21 ndian Mutual Fund Industry consists of public sector, private sector and foreign funds. In the present paper all
22 the three sectors were studied to compare the selectivity and timing performance on the basis of sponsorship of
23 funds. However, from these only active funds belongings to Growth, Income, Balanced and Tax-Saving Schemes
24 were selected for the study.

25 The period of study is five years from April 2007 to 31 st March 2011. The rationale for selecting the study
26 period of 5-years from 1 st April 2007 to 31 st March 2011 stems from two reasons. Firstly, during this period,
27 the stock market experienced higher volatility, as such chosen to find-out whether the funds have succeeded in
28 surpassing the market performance even under depressed market conditions. Secondly, the five years were long
29 enough to capture different market phases and to draw meaningful conclusions.

30 Since large number of schemes were in existence during the period of the study, as such due to time and other
31 constraints, it was not possible to study all the schemes. It is in view of this fact, an adequate and representative
32 sample was drawn from the universe using convenience sampling method. Initially, the study viewed 76 schemes
33 out of 587 schemes existing as on 1 st April 2007, however, the availability of consistent data during the study
34 period (April 2007 to March 2011) was available for 40 schemes only, as such the final sample size for the present
35 study was reduced to 40 schemes, accounting for around 7 percent of the total schemes. These schemes belonged
36 to 19 fund houses consisting of all the three sectors viz. public sector, private sector foreign funds, Of the total
37 sample size of 40 schemes, 33 schemes belonged to the private sector and 7 to the public sector including UTI.
38 Further, 37 schemes are open-ended and 3 schemes are close-ended in nature. Aim wise, the sample consisted of
39 28 Growth Schemes, 3 Income Schemes, 3 Balanced Funds and 6 Tax-Saving Schemes.

40 Stock selectivity skills of sample fund managers were tested by using Jensen’s Alpha and Fama’s net selectivity
a1 measure. Jensen (1968) developed an absolute measure based on Capital Asset Pricing Model (CAPM) to
42 regress the excess returns of a portfolio on the market factor. Assuming that market beta or slope co-efficient is
43 constant then the unconditional Alpha is a measure of average performance as in Jensen (1968). The absolute
44 regression equation is based on the assumption that the funds systematic risk is stationary over time. Owing
45 to this assumption, Jensen’s measurement model attributes funds overall performance to manager’s selectivity
46 performance exclusively.
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3 LITERATURE REVIEW

As such mutual funds are expected to perform better than the market, therefore calls for a continuous
evaluation of the performance of funds. The assessment of fund manager’s performance is important for two
reasons: one it enables investors to allocate investible funds into different funds efficiently second it influences the
compensation of fund managers. From an academic perspective, the goal of identifying superior fund managers
is interesting because it challenges the efficient market hypothesis. The present study analyses stock selectivity
skills of Mutual Fund Managers in India.

2 1

3 Literature Review

On this subject many studies have been conducted world over to examine the investment performance of managed
portfolio. The ability of mutual fund managers to time the market, that is, to increase a fund’s exposure to the
market index prior to market advances and to decrease exposure prior to market declines has remained the
subject matter for researchers. A critical review of the studies on stock selection ability of mutual funds has been
undertaken which becomes essential to know what the existing literature has to say about the stock selectivity
skills of fund managers.

An extensive and systematic study was made by Friend, et al., (1962) of 152 mutual funds and found that
mutual fund schemes earned an average annual return of 12.4 percent, while their composite benchmark earned a
return of 12.6 percent. Their alpha was negative with 20 basis points. Overall results did not suggest widespread
inefficiency in the industry. Further comparison of fund returns with turnover and expense categories did not
reveal a strong relationship. Irwin, Brown, FE (1965) analyzed issues relating to investment policy, portfolio
turnover rate, performance of mutual funds and its impact on the stock markets. The study has revealed that
mutual funds had a significant impact on the price movement in the stock market. Also concludes that, on
an average, funds did not perform better than the composite markets and there was no persistent relationship
between portfolio turnover and fund performance.

The performance of 57 fund managers was evaluated by Treynor and Mazuy (1966) in terms of their market
timing abilities and have found that fund managers had not successfully outguessed the market. The results
suggested that, investors were completely dependent on fluctuations in the market. Further found that the
improvement in the rates of return was due to the fund managers’ ability to identify under-priced industries and
companies. The study adopted Treynor’s (1965) methodology for reviewing the performance of mutual funds.

A composite portfolio evaluation technique concerning risk-adjusted returns was developed by Jensen (1968).
He evaluated the ability of 115 fund managers in selecting securities during the period 1945-66. Analysis of net
returns indicated that, 39 funds had above average returns, while 76 funds yielded abnormally poor returns.
Using gross returns, 48 funds showed above average results and 67 funds below average results. On the basis of
this study Jensen has concluded that, there was very little evidence that funds were able to perform significantly
better than expected as fund managers were not able to forecast securities price movements.

The methods to distinguish observed return due to the ability to pick up the best securities at a given level of
risk from that of predictions of price movements in the market was developed by Fama (1972). He introduced a
multi-period model allowing evaluation on a period-by-period and on a cumulative basis. He branded that, return
on a portfolio constitutes return for security selection and return for bearing risk. His contributions combined
the concepts from modern theories of portfolio selection and capital market equilibrium with more traditional
concepts of good portfolio management. The investment performance of 40 funds was analyzed by Klemosky
(1973) based on quarterly returns during the period 1966-71. He acknowledged that, biases in Sharpe, Treynor,
and Jensen’s measures, could be removed by using mean absolute deviation and semi-standard deviation as risk
surrogates compared to the composite measures derived from the CAPM.

Gupta Ramesh (1989) evaluated fund performance in India comparing the returns earned by schemes of
similar risk and similar constraints. An explicit risk-return relationship was developed to make comparison
across funds with different risk levels. His study decomposed total return into return from investors risk, return
from managers’ risk and target risk. Mutual fund return due to selectivity was decomposed into return due to
selection of securities and timing of investment in a particular class of securities.

The present work is based on the review of tens of studies both foreign and Indian studies relating to mutual
funds. The review of foreign studies ensures that, mutual funds have a significant impact on the price movement
in the stock market, the average return from the schemes were below that of their benchmark, all the three
models provided identical results, good performance were associated with low expense ratio and not with the
size.

The aforementioned studies indicate that the evaluation of mutual funds has been a matter of concern in
India for the researchers, academicians, fund managers and financial analysts to a greater extent after 1985.
The reviews bring to light the importance of mutual funds in the Indian financial scenario; highlight the need
for adequate investor protection, single regulatory authority, higher return for a given risk as per investors’
expectation, greater convenience and liquidity, and the expectations that mutual funds should act as a catalytic
agent of economic growth and foster investors’ interest.
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4 III.
5 Objectives of the Study

The study is aimed to achieve the following specific objectives: 1. To assess whether the Indian fund managers
possess the stock selection ability.

6 Global Journal of Management and Business Research
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To study the consistency in the selectivity of fund managers. 3. To examine whether the selectivity varies with
the fund characteristics. 4. To find out whether there exists relationship between different evaluation criterions

used to measure selectivity performance.
IV.

7 Hypotheses

In line with the above stated objectives, the following hypotheses are laid in order to provide a direction to the
study:

8 a) Stock Selection Skills H1:

There is no positive selectivity performance among Indian Fund Managers across measurement criteria H2:
There is short term persistence in the selectivity performance of fund managers across the various measurement
criteria, but in the long run no such persistence exists across the two measurement criteria H3: There is
no significant difference in the selectivity performance across different fund characteristics H4: There exists
significant relationship between different selectivity evaluation criterions V.

9 Methodology

To test the above hypothesis, the data set used is secondary in nature which was collected from the database of
AMEFT for Net Asset Value (NAV), National Stock Exchange (NSE) for S&P CNX Nifty and RBI for risk free rate.
Fund returns were calculated on the basis of daily NAVs rather than monthly NAVs for the reason that research
has revealed that the high frequency data such as daily NAVs have more revealing power than less frequency
data. Further, the daily returns so obtained were annualized using geometric averaging to obtain average annual
fund return.

The yields on 91-day treasury bills issued by Reserve Bank of India (RBI) have been used as a proxy for
risk-free return. Besides, S&P CNX Nifty is used as surrogate for the market portfolio/return as well as for
bench-mark variability.

10 VI. Scope and Reference Period of the Study

The mutual fund industry in India consists of public sector, private sector and foreign funds. All the three sectors
were studied to compare the selectivity and timing performance on the basis of sponsorship of funds. However,
from these only active funds belongings to growth, Income, Balanced and Tax-Saving Schemes were selected for
the present study.

The period of study is five years from April 2007 to 31 st March 2011. The rationale for selecting the study
period of 5-years from 1 st April 2007 to 31 st March 2011 stems from two reasons. Firstly, during this period,
the stock market experienced higher volatility, as such chosen to find-out whether the funds have succeeded in
surpassing the market performance even under depressed market conditions. Secondly, the five years were long
enough to capture different market phases and to draw meaningful conclusions.

11 VII. sample design

Since large number of schemes were in existence during the period of the study, as such due to time and other
constraints, it was not possible to study all the schemes. It is in view of this fact, an adequate and representative
sample was drawn from the universe using convenience sampling method. Initially, the study viewed 76 schemes
out of 587 schemes existing as on 1 st April 2007, however, the availability of consistent data during the study
period (April 2007 to March 2011) was available for 40 schemes only, as such the final sample size for the present
study was reduced to 40 schemes, accounting for around 70 percent of the total schemes. These schemes belonged
to 19 fund houses consisting of all the three sectors viz. public sector, private sector foreign funds, of the total
sample size of 40 schemes, 33 schemes belonged to the private sector and 7 to the public sector including UTIL.
Further, 37 schemes are open-ended and 3 schemes are close-ended in nature. Aim wise, the sample consisted of
28 Growth Schemes, 3 Income Schemes, 3 Balanced Funds and 6 Tax-Saving Schemes.
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17 HYPOTHESES TESTING

12 VIII.
13 Data Analysis

Initially we have assessed the overall performance of the sample funds by analyzing their excess return, (R p
-R f ), abnormal excess return, (R p -R m ), and riskiness of funds viz. a viz. market portfolio. Then the
poor or superior performance was decomposed by assessing whether the fund performance is due to the stock
selectivity skills or market timing abilities of fund managers. The daily returns for each of the sample schemes
and the market portfolio have been calculated after making proper adjustments for the dividend, if any, paid by
the schemes, as follows:Fund Return (Rpt) = NAV t 7 NAV t?1 NAV t71

Where: R pt = Return of a scheme at the end of day t NAV t = Net assets value of the scheme at the end of
day’t’ NAV t-1 = Net assets value of the scheme at the beginning of day’t’

Similarly the daily returns for the market Index i.e. for S&P CNX Nifty have been calculated using the

Where: R mt = Return of the market Index for the day’t’ MI t = Market value of the market index i.e. S&P
CNX Nifty at the end of day’t’ MI t-1 = Market value of the Market Index i.e. S&P CNX Nifty in the beginning
of day’t’

The daily returns are then annualized to obtain mean annual daily returns of each sample scheme and the
market Index as follows:

Mean Annual Daily Portfolio Return (R pt -a) = (R pl +R p2 +R p3 +??7?.R pn )/N Mean Annual Daily
Market Return (R mt -a)=(R m1 +R m2 + R m3 ??.R mn )/N

14 a) Selectivity Performance Measurement Models

Stock selectivity skills of sample fund managers were tested by using Jensen’s Alpha and Fama’s net selectivity
measure. Jensen (1968) developed an absolute measure based on Capital Asset Pricing Model (CAPM) to
regress the excess returns of a portfolio on the market factor. Assuming that market beta or slope co-efficient is
constant then the unconditional Alpha is a measure of average performance as in Jensen (1968). The absolute
regression equation is based on the assumption that the funds systematic risk is stationary over time. Owing
to this assumption, Jensen’s measurement model attributes funds overall performance to manager’s selectivity
performance exclusively. This model is shown by the following regression specifications:R pt -R ft =7 + ? (R
mt -R ft ) +e t

Where: R pt = The average return of the fund at time’t’ R ft = The risk-free return at time’t’ ? = The Jensen
performance co-efficient 7 = The estimate co-efficient for the systematic risk level of the fund R mt = Average
return on the market portfolio e t = An error term Here, the intercept ? in the above equation is the Jensen’s
performance co-efficient indicating riskadjusted selectivity performance of the fund. A positive and significant
Alpha (?7) indicates average extra return yielded by a scheme over the benchmark market portfolio return after
considering the level of systematic risk of the scheme, thus reflecting the superior performance of the scheme due
to the fund manager’s selectivity abilities.

15 b) Fama’s Decomposition Measure

Eugene F. Fama (1972) developed another selectivity performance measurement criterion which decomposes the
fund’s performance into three components viz: risk free return, compensation for systematic risk, and the return
due to the stock selectivity performance of the fund manager as revealed by the Fama’s decomposition model. The
model further segregates the selectivity performance into two parts viz. compensation for diversification and net
selectivity. Greater the diversification of the fund less would be the compensation for inadequate diversification
and vice versa. As such for a well-diversified portfolio, the compensation for inadequate diversification would be
close to zero and will always take a non-negative value otherwise. Therefore, net selectivity which is the difference
between the compensation for selectivity and compensation for inadequate diversification can always be less than
or equal to that of selectivity Fama’s (1972) decomposition measure is expressed as:R pt = R ft + 7 (R mt -R
ft)+ Rmt-Rft)(?p/?m-?) +(Rpt-Rft)-(?p/?m) (Rmt-Rft)

Where Here, selectivity is equal to the net selectivity plus compensation for systematic risk and for
compensation for inadequate diversification. However, the selectivity performance is measured on the basis
of net selectivity rather than the total selectivity. A positive net selectivity is indicates that the fund has been
able to earn extra return even after taking into account the compensation required for inadequate diversification,
thus better selectivity performance of the fund manager. Conversely, a negative net selectivity indicates that
the fund has not been able to earn even a part of the compensation required for inadequate diversification, thus
reflects poor selectivity on the part of fund managers.

16 IX.
17 Hypotheses Testing

To provide a direction to the study, hypotheses were set which were tested by using relevant statistical tools. To
test whether Jensen alpha (a), Fama’s net selectivity and Henrickson and Merton’s ’?’ co-efficient (Gamma) are
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statistically significant for each of the sample individual funds, paired two-tailed t-test has been used. For the
sample as a whole, whose size was 40 schemes, Z-test has been used to test the statistical
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significance of Jensen’s alpha, Fama’s net selectivity and HM’s ’?’ co-efficient to know whether the sample
fund managers have superior selectivity and timing performance. Besides, spearman’s rank co-relation coefficient
technique has been used to assess the association between two selectivity performance measurement models viz.
Jensen alpha and Fama’s selectivity and between two selectivity and one timing models. To assess the riskiness
of the sample funds and bench mark market index, standard deviation and Beta co-efficient has been used.
Standard deviation has been used to assess the total risk while as Beta coefficient has been used to determine
the component of systematic risk.

21 X.
22 Stock Selection Performance

Stock selection is the nucleus in the investment management process. It involves identifying and selecting
undervalued securities which among other things requires the successful forecasting of the company specific
events or an ability to predict the general behavior of security prices in the future. If the fund manager is able
to identify and select the undervalued securities for the portfolio, then it will be possible for the fund manager
to increase the returns of the schemes and vice versa. In practice fund managers are expected to earn superior
returns for unit holders consistently as being professionals therefore possess superior skills to collect and analyze
the data with the purpose to select the right type of securities for the portfolio.

As already stated earlier that to measure stock selection performance of fund managers, Jensen (1968) and
Fama (1972) criterion has been used. Jensen (1968) developed an absolute measure based on CAPM to find out
the selectivity performance of fund managers by regressing excess fund returns with the excess market returns.
The superior return earned due to the ability of superior stock selection is known from Jensen’s Alpha (?) which is
an intercept of the equation it indicates a fund return when the return on the market portfolio is zero. Therefore,
a positive and significant Alpha (?) value indicates average extra return earned over the bench mark return after
considering the level of systematic risk assumed by the fund. Thus, reflects the superior selectivity performance
of the fund manager. Conversely negative alpha (?) indicates to poor stock selectivity skills on the part of the
fund manager.

In order to comment on the stock selectivity performance of the fund managers of the sample schemes during
the period under study (2007-2011). Alpha’s (7?) using the Jensen’s measure have been calculated which have
been presented in Table 4.3. Besides, ranks were assigned to the sample funds on the basis of their alphas with
the purpose to classify the funds into best and worst ranking funds. Alpha values of the sample funds so obtained
were also tested for one percent significance level in order to know whether positive stock picking performance of
the fund manager is statistically significant or not. their returns were negative when the returns on the market
portfolio were zero. Compared to these schemes, the alpha’s of other funds reveals positive abnormal returns
(Excess return over the market portfolio) ranging between 1.18 percent to 35.53 percent. It can also be seen
from the table that from the sample schemes with positive alphas, only two schemes viz. JM Balanced Fund
and Principal Personal Tax Saver Fund have recorded alphas less than 5 percent, whereas the alphas of all other
schemes has ranged between 10.09 percent to 35.53 percent which is indicative of the fact that these funds have
earned abnormal returns ranging between 10.09 percent to 35.53 percent which is more than sufficient by all
standards.

But, it is difficult to infer whether this is due to random chance or superior stock selectivity skills of the sample
fund managers. To resolve this, the statistical significance of the estimated performance measure (alpha) has
been assessed using 't’ test and 'z’ test, the details of which have been shown in the above referred table. A closer
look into the t-values and their corresponding P values presented in Table 4.3.a reveals that although 34 funds
or 85 percent of sample funds have positive alphas, but looking at their t-ratio and their corresponding P-values,
it is found that the alphas of all the sample funds are not statistically significant even at 1 percent level. This
is indicative of the poor stock selection performance of sample fund managers. But when testing significance for
all the funds taken together using Z-test, the two tailed P-value is found less than 0.0001 which by conventional
criteria implies extremely statistically significant difference even at 5 percent level. This is in total contrast to
the significance of Alpha when found on individual basis, this can be attributed to the significant difference in
the standard deviations of two data sets. As such, it can be concluded that either the sample fund managers
have contributed a very insignificant amount to the extra return of 8.356 percent or have failed to contribute to
abnormal excess return (8.3566 percent) by their active selection exercise.
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23 A) FAMA’S DECOMPOSITION MODEL

Since the study reveals lack of stock selection skills among the sample fund managers as such the hypothesis
laid down about selectivity /performance is accepted. This finding accords with that of Jensen (1968), Shah and
Thomas (1994), ??upta and Gupta (2004) Manager to use selectivity skills to earn superior returns perhaps can
be attributed to the recession conditions in the capital market due to the global financial crisis which not only
affected Indian equity market but to the equity markets world-over for quite some period particularly in the years
2008-2010. The markets also witnessed very high volatility which is reflected in the higher standard deviation
of sample funds. In statistical terms, more the standard deviation less will be the t-ratio. The similar situation
happened with the t-ratios of the funds under study while accessing the significance of alpha.

23 a) Fama’s Decomposition Model

Eugene F. Fama (1972) has developed another stock selectivity performance evaluation framework, which however,
finer breakdown of the fund’s performance. It decomposes the total performance into risk-free return (R f ),
premium for systematic risk and return due to stock selection ability of the fund manager at a given level of
risk. Fama (1972) has further decomposed the stock selection ability of the fund managers into two parts, viz.
Compensation for diversification and net selectivity. In fact, greater the diversification achieved by a fund,
lesser would be the compensation for inadequate diversification and vice versa. As such, the compensation for
inadequate diversification may be close to zero for a well-diversified fund and will always take a non-negative
value otherwise. As such, net selectivity, which is the difference between the selectivity and the compensation
for inadequate diversification can always be less than or equal to that of the selectivity. Therefore, a positive net
selectivity represents superior return even after the extra return required for inadequate diversification. On the
other hand, negative net selectivity denotes that the fund manager has failed to earn even a part of the return
required for inadequate diversification thus implies poor net selectivity performance. schemes which account for
87.5 percent of the sample size have negative risk premium which implies that the systematic risk to which these
schemes were exposed was less than the average market portfolio risk. The risk premium for other three sample
schemes was zero and for the remaining two schemes very negligible, i.e. 0.0003. As such it becomes quite clear
from the above that the sample schemes were having less than the market risk which is also evident from their
beta values which for most of the schemes was either negative or very low. Negative are very insignificant market
risk for the sample schemes implies that no portion of actual return will be eaten-up by the market risk premium.

While looking at the compensation for inadequate diversification (R m -R f )(? p /? m -7), it become
clear from the data presented in the above referred table that no sample scheme has been found to be well
diversified as none of their schemes have scored zero value for compensation for inadequate diversification.
However, compensation for inadequate diversification on five sample schemes is very low, ranging between 0.0002
to 0.0012 which implies that these schemes were almost well diversified. It can be also seen from the table that
the average compensation for inadequate diversification for all the sample schemes has been 2.77 percent which
in no way is more given the mean return of 18.39 percent for all the schemes during the reference period. As such
it can be concluded that though the majority of the sample schemes were not well diversified yet their level of
their inadequate diversification was not significant. Table 4.4 also presents the data on net selectivity. According
to Fama, Selectivity as revealed by (alpha) also includes compensation for inadequate diversification. Therefore,
to conclude about the stock selection skills of fund managers, the need is to look into the selectivity net of
compensation for inadequate diversification. Given this fact, the net selectivity coefficient of the sample funds
has been calculated using Fama’s metric and the details of which have been presented in the above referred table.
Perusal of the data about net selectivity reveals that 33 schemes out of the total sample of 40 schemes i.e. 82.5
percent of the sample schemes have reported positive net selectivity there by indicating superior stock selection
performance. However seven sample schemes i.e. 17.5 percent of the sample size have shown poor selectivity
performance as these have reported negative values for net selectivity ranging between -0.0013 to -0.0374. It can
also be observed from the above table that 16 sample schemes namely Baroda Pioneer Growth, Birla Sun Life
Frontline Equity, Birla Sun Life Top 100 Fund-Growth, Fidelity Equity Fund, Franklin India Bluechip Fund,
HDFC Equity Fund, HDFC Tax Saver Fund, ICICI PRU Tax Plan, ICICI Prudential Discovery Fund-Growth,
Quantum Long-Term Equity Fund, Reliance Growth Fund, Reliance Regular Savings Fund, Sundaram Growth
Fund, Sundaram Select Focus, Principal Index Fund and L&T Growth Fund have reported better selectivity
performance than the average selectivity performance of the sample as a whole as these have scored more than
the average value of 9.10 percent of all schemes. While looking at the ranking of different funds as shown in
Table 4.4, it can be observed that among the funds which have reported positive selectivity performance, ICICI
Prudential Discovery Fund is at the top followed by UTI-Opportunities Fund and HDFC Equity Fund. The
schemes that rank at the bottom with positive selectivity performance includes Kotak Equity Arbitage Growth,
SBI one Indian Fund, LIC Nomura MF, India vision fund, LIC Nomura MF Equity Fund and SBI Magnum
NRI Invest Fund. It can also be observed that though Kotak Equity Arbitrage Growth, SBI One Indian Fund
and LIC Nomura MF India Vision Fund have scored positive scores for net selectivity yet these scores are very
low ranging between 0.0005 to 0.0256 only. Further to state that among the sample seven funds namely HSBC
Cash Fund, JM Balanced Fund-(D), Principal Personal Tax Saver Fund, Quantum Liquid Fund-Growth, Sahara
Growth Fund-Div, SBI Arbitrage Opportunities Fund, and Templeton India TMA , which have reported negative
selectivity performance, Sahara Growth Funds-Div. with -12.31 percent was the worst performing fund among all
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funds followed by J.M Balanced Fund, HSBC Cash Fund, Principal Personal Tax Saver Fund, Templeton India
TMA, SBI Arbitrage Opportunities Fund And Quantum Liquid Fund-Growth.

While comparing with the Jensen criterion, it can be observed from Table 4.4 and 4.3 that all those schemes
which have reported positive selectivity performance under Jensen criterion have shown similar results except
with respect to three schemes viz. JM Balanced Fund (D), Kotak Equity Arbitrage Growth and Principal
Personal Tax Saver Fund. As such it can be inferred that the result as shown by the Fama’s net selectivity
metric can be different from that of Jensen criterion. This in other words means that the selectivity performance
as revealed by Jensen metric cannot be a final word on selectivity performance. Given the superiority of the
Fama’s criterion, in order to conclude about the selectivity performance, it would be appropriate to use Fama’s
net selectivity criterion, which decomposes selectivity into compensation for inadequate diversification and net
selectivity. The two-tailed P value is less than 0.0001 By conventional criteria, this difference is considered to be
extremely statistically significant.

24 Confidence interval:

The hypothetical mean is 0.000000 The actual mean is 0.108663 The difference between these two values is
0.108663 The 95 percent confidence interval of this difference: From 0.082976 to 0.134349 Intermediate values
used in calculations: t = 8.5565 df = 39 standard error of difference =0.013

Presence of positive alpha or net selectivity only hints at better selectivity performance. But to conclude about
the superior selectivity performance, there is a need to test the statistical significance of Fama’s net selectivity.
For this purpose T-test has been used to test the significance of individual funds and Z-test for assessing the
significance of all the funds taken together. The results of these two tests of significance have been presented in
table 4.5 which reveals that Fama Alpha for none of the funds has been found statistically significant even at
5 percent level which becomes clear from their T-ratios and their corresponding P-values. This in other words
means that the managers of the sample funds have failed to identify and pick-up under-valued stocks. So the
excess abnormal return of the sample funds cannot be attributed to the selectivity performance of sample fund
managers but may be either due to timing performance or by chance. But when significance has been assessed for
all the sample funds together using Z-test, Fama’s alpha (Net Selectivity) has been found statistically significant.
As can be seen from Table 4.5 the two tailed P-value is found less than 0.0001 which by conventional criteria
implies extremely statistically significant difference even at 5 percent level. The difference in result is perhaps
due to the difference in standard deviations of two data sets.

Using Jensen Alpha & Fama’s net selectivity it has been found that the fund managers of sample schemes lack
selectivity performance across the two measurement criterions, thus the null hypothesis laid down for selectivity
skills of fund managers in India is accepted. This finding corresponds with the finding of Jensen ?7?2006).
Differences in the findings of various studies are bound to exist for the reasons that the studies differ on various
parameters like sample size, period of study etc. It is also that the sample fund managers perhaps have shown
no selectivity performance for the reason that during the 3 years of reference period i.e. 2008-2010, the equity
market in India had witnessed deep recession due to global financial crisis. Under deep recession it is unlikely
even for the best managers to perform well or outperform the market. The same is perhaps true about the fund
managers of sample schemes studied in the present study.

25 b) Stock

Selection Performance across the Measurement Criteria

In addition to the study of stock selection performance of Indian Fund Managers during the period under
study (2007-11) using different measurement criterion, an effort has also been made to study the extent of
relationship that exists between Jensen’s and Fama’s selectivity performance measurement criterions. For this
purpose, Spearman’s Rank Correlation Coefficients between the ranks under each selectivity measurement criteria
have been calculated, the details of which have been presented in Table 4.6. Perusal of the data contained in
the Table 4.6 reveals significant level of association between the rankings assigned under the two measurement
criterion across all possible combinations viz. rs(1,3), rs(1,2) and rs(2,3) respectively. It can be observed that the
correlation coefficients between the rankings under Jensen (1968) and Fama’s (1972) selectivity criterion [rs (1,2)],
and between the rankings under Jensen (1968) and Fama’s (1972) net selectivity criterion [rs(1,3)] are 0.939 and
0.937 respectively which are high by all standards thus indicating significant correlation between the results of
the two criterions. Similarly under Fama’s (1972) Net selectivity criterion and Fama’s (1972) selectivity criterion
[rs(2,3)] is 0.998 which again signifies higher degree of correlation between the two criterion. It can also be seen
from the data contained in table that the degree of correlation between the rankings under the two measurement
criterion is statistically significant even at 0.01 level of significance. It implies fund manager’s uniform stock
selection performance across the measurement criteria. At the same time, highly significant correlation between
the two criteria’s i.e. [rs (1,2)] and [rs (2,3)] denotes that the compensation for inadequate diversification has not
impacted selectivity performance anyway.

The presence of significant correlation between the ranks under each measurement criteria used the hypothesis
that there is positive relationship between the two measurement criterions but statistically insignificant is rejected.
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27 PERSISTENCE INSELECTIVITY PERFORMANCE

This finding across with the findings of many other studies like: Odean (1999); Barber, Lee, Liu, and Odean
(2009); and Markowitz (1952).

26 XI.

27 Persistence Inselectivity Performance

To comment about the selectivity performance of fund managers using mean Jensen Alpha or mean Fama’s net
selectivity for the study period as a whole is meaningful. But more important issue is the persistence in manager’s
ability to select stocks and to time risk factors. A fund manager who comes out successful today, whether he/she
will be able to repeat the same performance in future consistently, is a matter of concern to the fund investors
and other stake holders. Rather to conclude about the stock picking ability of fund managers, one would be
interested in knowing whether there is consistency in selectivity performance or not. If a fund manager is able to
deliver better performance consistently i.e. quarter-after-quarter or year-after-year, then his or her performance
in selecting the right type of stocks for the portfolio would be considered satisfactory. Conversely if the fund
manager’s performance varies significantly from period to period, then it would be an indication that there is
something wrong with his/her stock selection skills or market timing ability. As per the standard practice, a
fund manager is expected to perform better than the market and more importantly perform consistently. Hence
it is imperative to analyze the persistence in the stock selection performance of fund managers. The issue of
persistence in fund manager’s ability to select undervalued stocks has two dimensions. First, one can ask if some
managers who did particularly well or poorly in the past quarter/year continues to do so in the next, that is, one
can examine if there is persistence in general. The second question is if managers exhibit persistence in general,
that is, no matter what the performance over the previous quarter/year was, it remains unchanged or is better
in the next. In this study we check persistence by addressing both of these questions.

To test for persistence in the stock selectivity performance of sample fund managers, across the two
measurement criterion namely Jensen (1968) and Fama (1972), we have calculated yearly Alpha’s and also
assigned ranks to each fund on the basis of the excess return (Alpha). The said data is presented in Table 4.7,
the perusal of which reveals short term persistence (i.e. in the first three years) in terms of first question defined
above i.e. whether the managers repeat the past performance with positive selectivity performance, in case of all
the sample 40 funds except three funds namely: SBI One India, Principal Personal Tax Saver Fund and Sahara
Growth Fund-Div. However, with respect to the long term persistence i.e. for all the five years, none of the
sample funds have shown persistence in their performance as during the first three years most of the sample
funds have reported positive alpha’s and in the last two years of the period under study i.e. for 2010 and 2011,
all the sample funds have reported negative alpha’s. As such it can be inferred that fund managers have failed
to perform well consistently in the long run.

As already stated that the other way to look into the persistence in performance is that if managers exhibit
persistence in performance in general i.e. no matter what the performance over the previous year was, it improves
or remains unchanged in the next, In terms of this question, during the short run i.e. first 3years of the period
under study 30 sample funds i.e. 75 percent of the sample fund have exhibited persistence in general. But in
the long run i.e. during the entire study period, none of the sample funds have exhibited persistence in general
as in case of all the sample funds the alpha’s were positive in the first three years then negative in the last two
years. What emerges from the above is that 75 percent of the sample funds have exhibited persistence in general
in first three years of the time series but no such persistence for the entire time series.

Table 4.8 presents year-wise Fama’s Net Selectivity along with the ranks occupied by each fund. It can be
observed from the data contained in the above referred table that all the sample 40 funds except four funds
namely: SBI Arbitrage Opportunity Fund, HSBC Cash Fund, Templeton India TMA and Quantum Liquid
Fund-Growth have reported neither short term (2007-09) nor long run i.e. for the entire study period persistence
in stock selectivity performance based on Fama’s Net Selectivity. The above mentioned four sample funds have
reported persistence only for the first three years of the study period ?72006) ?72007) 772008) 7?72009) 772010)
?7?72011). But when one looks into the entire period of study, these four funds have also exhibited either little or
no persistence. With respect to the persistence in general terms; none of the funds have exhibited persistence
in general terms (i.e. no matter what the performance over the previous year was, it remains unchanged in the
next). It can also be seen from the above referred table that on the basis of Fama’s Net Selectivity, none of the
sample funds have shown persistence in selectivity performance but during the last two years of time series, all
the sample funds have consistently reported negative net selectivity performance.

What emerges from the above discussion on persistence of selectivity performance is that on the basis of Jensen
Alpha majority of the funds reported persistence in selectivity performance in the short run. But in the longer
run i.e. for the entire time series ??2006) ??72007) ?72008) ?72009) ??2010) ??2011) no such persistence in
selectivity performance has been observed for the sample funds. However, on the basis of Fama’s Net selectivity,
no persistence neither in the short run nor in the long run in the selectivity of performance of fund managers of
sample funds has been observed. Lack of persistence is indicative of the fact that the fund managers have failed
in picking up under -valued stocks consistently which in turn implies poor selectivity performance on the part of
sample fund managers during the period under study. Short run persistence was observed on the basis of Jensen
alpha but no such persistence has been found with respect to Fama’s Net Selectivity, as such the hypothesis set
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in this regard for the study is rejected. Besides, no relative persistence over the longer run has been observed
across both the measurement criterion, therefore the hypothesis that there is no persistence in the selectivity
performance of fund managers across both the criterion is accepted.

The finding about the existence of short term persistence in selectivity performance based on Jensen alpha
corresponds with the findings of Benjamini and Hochberg 1995; Benjamini and Yekutieli 2001; and Storey 2002
There seems to be more evidence for relative short term persistence in selectivity performance ?7Evangeloselal,
2009). A common conclusion in the literature, however, is that expect for the very best fund managers, persistence
primarily exists among poor performers Grinber (1996); Carhart(1997), ??olhen and Busse (2004). The similar
finding emerges from the present study i.e. poor performers namely HSBC Cash, Quantum Liquid fund-growth,
SBI Arbitrage Opportunity Fund and Templeton India. TNA which have performed poorly compared to other
sample funds, have been found to report persistence in selectivity performance, however, in the short run only.

With regard to the long run persistence, the finding of the absence of relative long term persistence in selectivity
performance of the sample funds across both the measurement criterion is line with the findings of other studies
like: Chander (2005), Joyti Dhar(2004) Berk and Green (2004), Elton et.al (1992), ??reynor and Mazuy (1996),
??enrikson (1984). This lack of persistence in the long run could potentially be attributed to several factors.
One is the diminishing investment opportunities of well performing funds Evangelos (2009). Another possibility
is that management fee rise over-time so as to capitalize on a good performance record. Finally, the performing
managers may simply wish to exploit their reputation and find a more lucrative job, perhaps in a hedge fund
Evagelos (2009).
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Scheme Jensen Al- SD T-Stat P-Value Ranking
pha (7)

ICICI Prudential Discovery Fund - 0.3553 0.8314 0.9556 0.3934 1
Growth
HDFC Equity Fund 0.3023 0.6015 1.1238 0.324 2
ICICI Pru Tax Plan 0.2964 0.6828 0.9707 0.3867 3
Reliance Growth Fund 0.2928 0.6651 0.9844 0.3807 4
Franklin India Bluechip Fund 0.2813 0.5789 1.0866 0.3383 5
Baroda Pioneer Growth 0.2744 0.5978 1.0264 0.3627 6
Reliance Regular Savings Fund 0.2735 0.6043 1.01R.3688 7
Birla Sun Life Frontline Equity 0.2663 0.5819 1.0233 0.364 8
HDFC Tax Saver Fund 0.2622 0.6086 0.9634 0.3899 9
Tata Pure Equity Fund 0.2451 0.5687 0.9637 0.3898 10
Tata Tax Advantage Fund 0.2441 0.5220 1.0456 0.3548 11
Principal Index Fund 0.2409 0.5409 0.9959 0.3757 12
Quantum Long-Term Equity Fund 0.2391 0.4931 1.0843 0.3392 13
Sundaram Growth Fund 0.2358 0.5519 0.9554 0.3935 14
UTI -Opportunities Fund 0.2354 0.5305 0.9922 0.3773 15
Fidelity Equity Fund 0.2326 0.5444 0.9554 0.3935 16
L&T Growth Fund 0.2324 0.5477 0.9488 0.3964 17

Figure 1: Table 4 . 3 :
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Confidence interval:

The hypothetical mean is 0.000000

The actual mean is 0.179825

The difference between these two values is 0.179825
The 95 percent confidence interval of this difference:
From 0.146750 to 0.212900

Intermediate values used in calculations:

t = 10.9971

df = 39

standard error of difference = 0.016

[Note: 8.a: Z-Value of Jensen AlphaP value and statistical significance: The two-tailed P value is less than 0.0001

By conventional criteria, this difference is considered to be extremely statistically significant.2016 C|]

Figure 2: Table 4 .
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Scheme

ICICI  Prudential Discovery
Fund -

Growth

HDFC Equity Fund

ICICI Pru Tax Plan

Reliance Growth Fund

Franklin India Bluechip Fund
Baroda Pioneer Growth

48

Scheme

UTI -Opportunities Fund
ICICI  Prudential  Discovery
Fund -Growth

Reliance Growth Fund

HDFC Equity Fund

Reliance Regular Savings Fund
Tata Tax Advantage Fund
ICICI Pru Tax Plan
Sundaram Select Focus

Tata Pure Equity Fund

Figure 4: Table 4 . 5 :

Selectivity

Figure 5: Table 4 .

Jensen Model

2007

0.0653
0.2832
0.1790
0.3920
0.2566
0.4731

Figure 6: Table 4 . 7 :

Fama
Model
2007
0.5519
0.184

0.52

0.4054
0.3939
0.4765
0.2923
0.6439
0.4922

Figure 7: Table 4 . 8 :

11

2008

0.5510
0.6752
0.6133
0.5733
0.8182
0.8285

2008
-0.507
-0.6616

-0.6086
-0.6668
-0.3728
-0.5346
-0.6847
-0.6298
-0.6007

Net Selectivity

2009

1.8581
1.2158
1.4186
1.3139
1.0142
0.9159

2009
1.5996
2.2403

1.7914
1.7858
1.452

1.4165
1.8179
1.4416
1.4748

2010

-0.5527
-0.4587
-0.5690
-0.6307
-0.5342
-0.5911

2010
-0.1627
-0.2033

-0.2323
-0.1051
-0.2858
-0.1965
-0.2298
-0.2

-0.2313

2011

-0.1452
-0.2041
-0.1600
-0.1846
-0.1483
-0.2545

2011
-0.2395
-0.3746

-0.438

-0.4684
-0.3453
-0.3529
-0.3999
-0.4665
-0.3654
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