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The article describes proposed by the authors methodology of analysis of the Russian mu-
tual funds. The aim of this methodology is to find out how attractive they are to investors
and if they are able to provide the possibility of obtaining higher returns with less risk
than the market in general. The study determines what type of fund management (active
or passive) is more optimal. It also explains the effectiveness of focusing on past perfor-
mance of the funds for making future investments. In addition, the ability of the manage-
ment companies to repeat their past results is analyzed. Moreover, it is shown if it makes
sense to focus on management companies that achieved the best results in the past while
making decisions about future investments. These and other results achieved in this arti-
cle reveal the features of the Russian market of collective investments and allow investors
to form more competent policy of mutual funds’ investments. The methodology proposed
by the authors is universal. Its application for the analysis of the other markets of collec-
tive investments will allow revealing their features.
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1 Introduction

Modern stock market provides investors with a wide range of financial in-
struments and products that allow increasing of equity capital. Such form of in-
vestment as mutual funds has acquired great popularity among investors
worldwide. The mutual funds market has developed successfully and number of
funds and their value of net assets tend to increase in many countries. The rea-
son for such a development of the market of mutual funds is that they are one of
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the most attractive, convenient and easy ways of investing for the majority of cit-
izens. People do not need to have deep financial knowledge in order to use this
tool. At the same time, the value of the investment unit is relatively small, that
makes the investment option available for a wide range of people.

The general trend of development of the Russian market of mutual funds is

observed, too. As elsewhere in the world, in this market, investors also face the
problem of choosing the optimal fund. One of the first issues that investor should
resolve while choosing a fund is to make a decision between actively and pas-
sively managed funds.
With active management, the investor transfers the right to dispose of their sav-
ings to managers. These special people periodically make transactions with the
Fund for a commission by regularly changing the composition and structure of
the investment portfolio in order to earn such a return that is greater than the
market index. A classic example is a stock fund. In the case of a passive manage-
ment, the composition and structure of the investment portfolio is consistent
with the composition and structure of the securities, on the basis of which one of
the common indexes is calculated. That is why such funds received the name of
the index funds. In contrast to active strategies, role of managers lies in main-
taining such compliance.

Another important factor that should be taken in the account when choosing
between active and passive management is the attitude of the investor towards
risk and expectations for return on the fund. Choosing actively managed fund,
the investor expects higher returns, but is ready to go on greater market risk.
More conservative investors prefer index funds that are not exposed to risks as-
sociated with active management. At the same time they do not allow obtaining a
significantly different from the return of overall market.

Traditionally it is believed that with active management it is possible to
achieve higher returns than with passive one. However, despite the fact that with
this type of funds managers pay more attention to development of the invest-
ment strategy it does not always lead to results that are better than in case of
passive management. Western scholars, analyzing the American stock market, at
the end of last century came to the conclusion that on average, active funds can-
not beat passive in the long term. For example, M. Gruber [Gruber, 1996] showed
that in the period from 1985 to 1994 the average mutual fund was getting 65 ba-
sis points less return annually. R. Wermers [Wermers, 2000], analyzing the 20-
year period (1975-1994 years), found that the yield of funds comprised of shares
got results that were 1% below the capitalization-weighted market index CRSP
(this without taking into account operating expenses and other transaction costs,
which could inevitably reduce the final yield for the shareholders). Similar
trends continue to be at the present stage of development of the stock market of
the USA. According to standard & Poor's Indices Versus Active (SPIVA) for 2014,
86,44% of managers of large-cap funds failed to beat the S&P. A similar pattern
is observed in the time horizon of 5 and 10 years.

According to the analysis of specialized literature, the issue of which type of
funds management is more effective, active or passive, remains opened for the
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Russian market. On the one hand, this is due to the relative youth of this market.
On the other hand the reason is in a lack of interest in academic community.
However, without information about which type of fund it is more profitable to
deposit money, it's extremely difficult for investors to make a competent deci-
sion. Nowadays, there is a clear bias towards actively managed funds in the Rus-
sian market of collective investments. In the period from 2005 to 2015, the net
asset value (NAV) of index funds averaged only 7,5% relative to open-end stock
funds. This suggests that investors expect higher returns on actively managed
one. But is it really so? The response to this question is one of the goals of this
study.

Another criterion of the investment fund choice considered in the study is the
preference of a particular company - that is focusing on those that have shown
the best results of trade in the past. This criterion is less obvious to investors be-
cause these indicators are not as readily available as the return of specific funds,
they have to be calculated. However, if the investor sees among the leaders of
last year the specific company, of course this affects his choice of fund to deposit
money. Therefore, in this study it's also analyzed whether it is possible to use
this criterion when selecting a fund and if it produces the best investment in a
view of risk-return ratio.

The specificity of this research is that it aims to establish opportunities of get-
ting higher return on a particular fund by using some criteria of choice. Although
there are some empirical results in this area, it should be noted that all of them
are built on year-by-year comparison of values of return for all funds in general.
However, for the private investor such kind of analysis does not reveal whether
he will be able to gain more profits by placing money in the best from his point of
view mutual funds. This is due to the fact that existing studies typically ignore
that investors make particular choice of the fund. Since in reality the investor
does not deposit money in all available funds, individual results may be signifi-
cantly different from the average values on the market.

To solve this problem, the authors have created a methodology aimed at ob-
taining results with regard to the preferences of investors in choosing the fund in
order to analyze mutual funds. This methodology has been applied on the Rus-
sian market to determine what type of fund is the best for investors - actively or
passively managed, and whether it worth for investors to use this financial tools.
In addition, it has also been shown, if the shareholder should focus on the choice
of a particular management company to obtain higher yields. The obtained re-
sults allowed giving precise answers to the questions that were put. Despite the
fact that this methodology has been applied to the Russian market, it can equally
be applied to analyze any other national market and also for cross-country com-
parisons, which suggests its universality.
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2 Used data

The annual values of return of the Russian mutual funds over the period from
2005 to 2015 were used in order to carry out the research. For the Russian mar-
ket this is a maximum period of analysis, because, despite the fact that mutual
funds as a segment of the market was formed in 1996, index funds began to ap-
pear only from January 2003. At the beginning of 2005 there were registered
seven funds, only four of which started to work.

Annual data is more relevant to use for calculations than the monthly one be-
cause it is in line with the assessment of investment strategies and not the specu-
lative one. Since all comparisons were performed for the future period, the year
2005 was used only as a base for calculations. The comparisons were performed
between 2006 and 2015.

Analyzed data on yields already take into account commissions charged by
the management company, the depositary and other entities in the management
of the fund. As shown by additional analysis of the amount of discounts and al-
lowances paid by the investor when entering and exiting the fund there are not
any significant differences in this indicator for actively and passively managed
funds on the Russian market, therefore the analyzed difference of yield between
these types of funds was not adjusted for discounts and allowances.

The rankings of the return of equity and index funds (open and interval) provid-
ed by the portal investfunds.ru (Cbonds group) were used as a source of infor-
mation.’

3 Selection criteria of the fund

Such form of collective investment as mutual funds focuses primarily on the
ordinary, unskilled investors. Most of them do not have deep knowledge in Fi-
nance and they are not able to conduct high-quality, detailed analyses of invest-
ment (also portfolio) strategies. Therefore, the main criterion of choice of fund
for them may be its performance during the past period. The rankings of mutual
funds are accessible to the mainstream investor, so they can actively be used by
them.

However, private investor, choosing a fund, focuses not only on its past per-
formance. Another important criterion which is taken into account is the success
of specific investment companies. Success factor can be divided into two compo-
nents. The first one is objective. It can be determined on the basis of the rates of
return on the company’s funds in the previous period. Other factors are - the im-
age of the management company, its fame, its advertising campaign and other
factors. However, the use of these factors while making a choice on a manage-
ment company is not directly related with the possibility of obtaining higher
yields in the future. Regardless of what marketing policy of the company, its
funds may be more or less successful. That mostly depends on the professional-
ism of its managers and their ability to beat the market.
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On the other hand, it cannot be argued that marketing and branding factors
are totally ignored by investors, because that would mean that they are trying to
place their funds only in those funds and management companies, which have
shown the highest yield in the past. Therefore, if the investor may use not only
the last criterion of profitability but also some others it can be assumed that in-
vestors most often choose the funds that do not necessarily have the highest re-
turn. They choose among the top ten most profitable in the past funds. Moreover,
they orientate on the company, which funds showed greater profitability overall,
as a subsidiary factor.

3.1. Whether investors use past performance of the Fund in asset allo-
cation?

In order to understand whether the fact that the fund is in the top ten of last
year's profitability ranking is an important criterion and whether or not it is
used as a key for investors when choosing a fund, the analysis of dynamics of the
fundraising was held. Average values of the raised by actively and passively
managed funds money over the period from 2005 to 2015 were calculated. The
calculation was made separately for each of the type of funds for each year (n),
and for those funds that were among the top ten profitability ranking last year
(n+1) (PL. 1). This allowed us to assess whether the funds of the top ten last year
ranking have attracted more money than all funds of each type on average.
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Table 1 The average size of attracted money by actively and passively managed funds
during 2005-2015, mIn euro

Average
2006-
2015
n © N © 3 S ~ ~N ™ < 1
S S S S S ™~ ™~ ™~ ™~ ™~ ™~
S S S S S S S S S S S
N N N N N N N N N N N
Top-10
stock
12,24 | 3,43 -3,35 | -1,46 | 2,55 -0,3 -0,17 | 3,11 -6,28 | -0,79 | 0,9
funds,
n+1
All stock
019 | 232 -009 | -043 | -039 | -013 | -0,08 | -069 | -0,27 | -028 | -0,45 | -0,05
funds, n
Top-10
index
3,58 0,14 0,24 015 | 0 -0,04 | -029 | -015 | 0,17 -021 | 0,33
funds,
n+1
All index
031 | 1,88 041 0,15 -023 | -028 | 0 -048 | -046 | -0,04 | -0,13 | 0,08
funds, n

According to the data represented in the table, the mean value of borrowed
money by actively managed funds that are in the top ten ranking of profitability
of last year equals 0.9 million euro. This is clearly more than the same indicator
for all actively managed funds (-0.05 million). The same situation is observed for
passively managed funds: fundraising of the top ten ranking of the previous year
(0.33 million euro) is clearly greater than average fundraising of all passive
funds (0,08 million euro). These results confirm that investors actively use the
criterion of the fund’s presence is in the top positions of the last year ranking of
profitability in the case of both types.

The average fundraising of index funds that are in the top ten by return of the
previous year does not exceed the average value of borrowed funds for the cur-
rent year too much. This is due to two factors. First is the fact that index funds
own a smaller share of the Russian market of collective investments. Second is
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that it makes sense to choose funds from the top ten with the highest return only
in case of actively managed funds because index funds do not have a large spread
of return and they are closer to the profitability of the market in general.

We can conclude that when investors select a specific fund to deposit their
money they use the data on the return of the previous period. This corresponds
to both types of the considered funds, but mostly for actively managed one.
Therefore, the fact that fund is in the top positions (namely top-10) in the last
year profitability ranking can be considered as the main criterion for the general
mass of investors that choose in which fund to invest. This criterion will be used
as the base for comparison of actively and passively managed funds.

3.2. Do investors deposit more money in those asset management com-
panies, which funds have shown greater return in the previous period?

The same analysis of the total fundraising of each company was held in order
to assess whether investors use the criterion of success of all the funds of a par-
ticular management company. The average values of the attracted money by ac-
tively managed funds were calculated for each company between 2005 and
2015. Index funds were not taken into account, because beating the market is
not a goal for its managers and it is not a measure of their professionalism. As in
the case of analysis of individual funds, the calculation was made separately for
all companies for each year (n), and for those companies that showed top five
best results in the profitability ranking in the last year (n+1) (table 2). It became
possible to estimate, if the companies from the top five ranking of the last year
raise more money than all companies on average.
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Table 2 The average size of attracted money by asset management companies of actively
managed funds during 2005-2015, mIn euro

Average
2006-
wn ) N © =) S ~ N ™ =+ n 2015
S S (=) S S ~ ~ ~ ~ ~ ~
S S S S S S S S S S S
N N N N N N N N N N N
Top-5 man-
agement
, 543 | 1,69 | -0,79 | -0,03 | -0,35 | 0,04 -0,01 | -012 | -0,57 | -026 | 0,5
companies,
n+1
All manage-

ment compa- 019 | 1,37 | 027 | -013 | -0,17 | -0,06 | -0,06 | -0,31 | -0,19 | -0,01 | -0,24 | 0,05

nies, n

The data presented in table show that the average value of money raised by
companies from the top five profitability ranking of last year amounted to 0,5
million euro. That is clearly more than the same indicator for all the companies
as a whole (0,05 million rubles). This result confirms that investors of actively
managed mutual funds are trying to deposit their money in those companies that
were most successful last year (for example, when they select a specific fund
from the top-10 ranking of the most profitable funds of the last period). There-
fore, this criterion will be used as an auxiliary one to test whether or not it is
necessary for investors to apply it.

4. The analysis of the yield of top ten actively and passive-
ly managed funds

It was found out that investors focus on funds that have shown the highest
yield in the last period and deposit a greater amount of money in them. Then the
question arises: is this criterion of selecting a fund feasible and does it allow ob-
taining a greater return on investment? And what type of fund is more prefera-
ble from the point of this criterion - actively or passively managed one?

To answer this question it is necessary to understand why investors tend to
choose funds from the top ten profitability ranking shown in the last period. To
do this, refer to figure 1, which presents data for annual average return for sam-
ples of the top 10 active and top 10 passively managed funds. It can be noticed
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that every year actively managed funds from this top show higher returns than
all funds of the same type. This tendency is not observed in case of passively
managed funds. That is expected and can be explained by the fact that their task
is to copy the index and, therefore, their yield is quite close to it. As for actively
managed funds, they have much wider investment opportunities, so there are
always those that will beat the overall market.

As a result, the average investor can assume that those funds, which are in-
cluded in the top ten now, are the most successful overall, and investing in those
funds can provide approximately the same super-profits in the future. So, with-
out data about the trends of these funds in the future (if they can repeat the last
result or not), investors tend to focus on those that currently show the highest
yield.

350 -
=g Top-10 actively
300 managed funds
250 - Top-10 passively
managed funds
200 - == A= All actively managed
funds
150 1 == X=All passively managed
100 - funds
—
50 | A = / N
™ / ~ —
0 T T \; T T T HT-, *“P‘w—\
50 - 2005 2006 2007%# 2009 2010 2011 2012 2013 2014 2015
-100 -
Figure 1 The average yield of actively and passively managed investment funds, %
Table 3 The average yield of top-10 acitvely and passively managed mutual funds, %
) N ) =) S ~ N ™ =+ vy | Average
S S S S ~ ~ ~ ~ ~ ~
S S S S S S S S S S
N N N N N N N N N N
Actively Man-— 1 o7\ 43 | 47 | 201 |82 |11 |12 |45 |51 |56 |32
aged
Passivelyman-—\ oo | 51 |63 | 135 |36 |- |3 |10 |4 |31 |234
aged
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However, from an investment point of view, the current high value of return
does not represent any guarantees of getting the same yield in the future. In this
regard, the information about what level of yield funds from top ten of the cur-
rent profitability ranking can provide in the future is the most valuable one. Such
data will allow determining whether the use of such criteria as the presence of
the fund in the top ten is appropriate in terms of obtaining a higher return on in-
vestment in the future. The comparison of actively and passively managed funds
by this criteria can show which type of fund is more preferable for the investor
and whether they are generally give results that exceed market indicators.

To obtain this data, values of average yields for the funds included in last year
top ten profitability ranking were calculated for each year of the considered pe-
riod. The calculation was made separately for active and passively managed
funds (table 4). The data shows what level of return investors could expect, if
they had to pick funds from dozen of the most profitable last year funds during
this time period.

Table 4 The average yield of actively and passively managed mutual funds, %

Year n . . . . . < Average
’ S S S S S = = = 2 N 2 | 2006-2015

8|l S| S| S| S| S| S| S S| SIS

n+1, top-10,

actively man- 60 | 26 | -70 | 95 73 | -13 | 3 22 0 19 | 21,5

aged

n+1, top-10,

passively man- 80 |20 |-67|126 134 |-15]|2 5 -5 30 | 209

aged

Il activel
n, all actively 55 | 56 |19 | -66 | 148 | 44 | -18 | -6 4 3 28 | 21,1
managed

Il passi
mallpassively 1, N 67 | 21 | 66 | 123 |32 |12 |1 |5 |3 |28 | 194
managed

The yield of

. 83 |68 |12 | -67 | 121|123 |-17 | 5 2 -7 26 | 16,5
MICEX index

As table 4 shows, the average for top ten actively managed funds exceeds top
ten passively managed just by 0.6%. Such excess returns, especially for the Rus-
sian market with high volatility, cannot be considered as significant. Despite the
fact that managers pay much more attention to the development and implemen-
tation of investment strategies of actively managed, it does not result in signifi-
cantly greater excess in yield. This situation is well illustrated by figure 2.
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Figure 2 The average yield of actively and passively managed mutual funds of last year top-10
profitability ranking, %

The figure 2 shows that the average returns of actively and passively man-

aged funds of last year top-10 profitability ranking are almost at the same level.
Moreover, the unexpected fact is that in post-crisis 2009, on the back of strong
growth of the market, index funds have dominated in relation to actively man-
aged ones. This suggests that investing in the most profitable actively managed
funds before the beginning of the strong growth of the market cannot provide a
higher yield even when there is the best for mutual funds market situation.
As a result, we can conclude that it is virtually impossible to provide significantly
higher yields by investing in actively managed funds which showed the highest
yield last year in comparison with the investing in the best passively managed
funds. That is why the selection of the best actively managed or passively man-
aged funds of the past period are roughly equivalent from the viewpoint of ob-
taining higher yields in the future.

5. Should investors choose funds from the profitability rank-
ing of the last year in order to get higher return relative to
all the funds and the market as a whole?

The calculations allow to make another important comparison: if top ten
most profitable funds of the last year provide a greater return relative to all
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funds of the same type for each year and if investors should focus on last year's
funds, that are in the top position of this kind of ranking, when they select a fund
for investment. As can be seen from the table 2, the average yield of the top ten
best funds of last year is a little higher than the one for all the funds overall (for
actively managed (0.4%) and for funds with passive management (1.5%). How-
ever, such a marginal benefit, especially for the actively managed funds, in which
case the right choice is the most important, does not suggest, that it is possible to
make a clear improvement of investment results by applying this criterion. Most
probably, they are approximately equal to the average values for each type of
fund and are not able to provide investors with getting fundamentally higher
yields.

If we compare results with the returns of the market as a whole (with MICEX
index), we can note that the average return of the top ten best funds of last year
is clearly higher for both actively (5.0%) and passively (4.4%) managed funds. At
the same time, it can be seen that the average yield on actively and passively
managed funds is higher than the one for the market (4.6% and 2.9%, respec-
tively). That is why, we can conclude that if investor wants to obtain yield that is
higher than the one for the whole market, investment in mutual funds is expedi-
ent and may be of interest to them. However, the use of the criterion of investing
in funds that showed the highest yield in the previous period does not signifi-
cantly improve the results, especially for actively managed funds in which case it
was mostly expected.

6. Is selecting funds from the first ten in the ranking a cor-
rect criterion?

Earlier on the basis of the volume of attracted funds was shown that investors
rely on the most profitable top ten of last year when choosing a fund. But over
the course of additional calculations, it was found that on the second ten the av-
erage size of fundraising was slightly higher than for each type of funds in gen-
eral. Therefore it was interesting to assess whether the yield of the top ten funds
exceeds the yield of the second and third dozens. That is, whether it makes sense
for investors to consider the funds more widely, when they focus on the past per-
formance, and to make choices among funds with lower positions, not just from
the first ten.

As the standard deviation of the yield of passively managed funds is low, the
calculations were made only for active funds in order to answer this question.
The results are presented in the table below.
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Table 5 The average yield of the second and the third ten of acitvely managed funds of
the last year ranking, %

Year, n 0 N ® o S ~ N ™ N 1 | Average
S S S S ~ ~ ~ ~ ~ ~
S S S S S S S S S S
N N N N N N N N N N

Second ten | 57 18 -69 | 112 | 66 -15 2 17 -3 23 204

Third ten 59 |14 | -64 | 120 |55 | -28 | -5 15 |5 29 | 20,0

According to the data of table 5, the yield of the second ten actively managed
funds of the last year (20,4%) is on average 1.1% lower than the one of the first
(21,5%). In case of the third (20,0%) ten, the difference is already equal to 1,5%.
Therefore, the choice of funds from the top ten still makes sense and can provide
some prevalence on yield to investors. Then the focus on funds of the top ten
(not twenty or thirty) can be justifiable. Moreover, to obtain greater than on all
actively managed funds yield (21,1%), investors should try to choose funds from
the top ten only, since neither the second, nor the third do not provide a greater
return in the future. But if we compare with the average yield of all passively
managed funds (19,4%), it may be noted that the first, second, and third dozen of
actively managed funds from profitability ranking of the last year are able to
provide a higher return.

Since the average number of actively managed funds on the Russian market
was equal to 168 from 2005 till 2015, the first 30 funds account for a one-fifth
(approximately 18%) of their total number. The calculations suggest that even
by choosing the funds from the best 18% it is possible to get higher than the av-
erage for all index funds in general yield.

At the same time, investments in the top ten actively managed funds of the last
year ranking can provide only a relatively small excess of returns compared to
passively managed, especially compared to the average value for them. Then we
can conclude that the significant advantage of the top ten actively managed funds
over index (almost 40 pp - table 3) is almost completely lost. Let's analyze in
more details to establish the causes of this situation.

7. The stability of the actively managed funds in top-10 prof-
itability ranking

It was shown that period in comparison to passively managed funds and all
actively managed funds in general the top ten actively managed funds are not
able to provide significantly higher yield in a future. The same situation is ob-
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served for the second and third dozens. The funds that are the most profitable in
the current period were not in the top thirty of the last year (have not got to 18%
last year profitability ranking). As a result, it is not possible to guess which fund
will provide a return that is higher than index funds and any other actively man-
aged funds in the next year. The search area of such funds is even impossible to
reduce to top 30 the most profitable in the current period.

What happens to the best funds in the next period of time? Table 6, which
presents the results on the percentage of funds moving out of the top ten in the
overall ranking of profitability for the next period of time, gives the answer to
this question. The data from the table allow us to assess the sustainability of the
funds within the top ten and the range of their future returns. It shows what per-
centage of actively managed funds remains in the top ten by profitability in the
next period, how many moves in each next ten (till fifth one) and how many
drops below the fifth dozens of ranking.

Table 6 How actively managed funds change their positions in the overall ranking (for
the period from 2006 to 2015), %
Funds Funds Funds Funds Funds fell
Funds re-
Y L moved to moved to moved to moved to below the
ear maining in
: 10‘9 2nd 10 of 3rd 10 of 4th 10 of the | 5th 10 of the | 50th posi-
op-
4 the ranking the ranking | ranking ranking tion
2006 10% 20% 20% 20% 30% 0%
2007 30% 10% 0% 40% 10% 10%
2008 0% 10% 0% 0% 10% 80%
2009 0% 0% 0% 0% 10% 90%
2010 60% 10% 0% 10% 10% 10%
2011 10% 10% 10% 10% 0% 60%
2012 10% 30% 20% 0% 10% 30%
2013 30% 10% 10% 20% 10% 20%
2014 10% 0% 0% 10% 10% 70%
2015 0% 0% 0% 0% 10% 90%
Average | 16% 10% 6% 11% 11% 46%

As it can be seen from the table, the stability of the actively managed funds
that are in the highest positions of the profitability ranking is small. The proba-
bility that the fund will hold in the top ten, is quite small since only 16% of funds
retain their positions for the next year. It is much more likely that the fund will
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move from the top ten to the lower positions of the ranking - to the fifth dozen
(38%) and even more likely (46%) that it will be a position below fifth dozens.

This fact reflects very well the poor predictability of markets and the instabil-
ity of even professional asset managers results. Especially strong changes were
observed in the periods of decline (2008) and growth (2009) of the market. Bro-
ken out in 2007 mortgage crisis in the USA and the crisis of the energy market,
served as the basis for a significant price drop on the Russian stock market, re-
sulting in a maximum drop of MICEX index (MICEX) in 2008 amounted to 74%.
Then, as the stabilization of the situation on the market started, the index started
its reverse recovery, mostly in 2009. According to the data of table 6, it was the
most difficult for managers to maintain high results when there were large mar-
ket fluctuations, resulting in a significant changing of funds’ positions in the prof-
itability ranking. So, in 2008, 80% of the funds moved lower than fifth dozens, in
2009 the number raised up to 90%. A similar situation occurred during the mar-
ket decline in 2011, when 60% of the funds fell below the fifth dozens of ranking.
There was a clear trend in 2014-2015, when the Russian market was high
volatized and almost all the funds that were in the top ten last year, moved to the
next lower fifth.

Because of such substantial next year movements of funds from last year's
top ten ranking, it is impossible to provide significantly better returns in the fu-
ture period than all the funds in general. This indicator does not allow selecting
those funds that are able to generate a return significantly above the average for
all. And there is not any sense for investors to be guided by it, as the funds that
comprise it at the moment, can significantly change their positions inside the
ranking of profitability.

If the investor wants to ensure himself in getting higher yields at the expense
of this criterion, it is necessary to pay attention to the fact that it is essentially to
produce deeper diversification by investing equal amounts in all funds in the top
ten. That is the only way to receive higher returns on average. Otherwise, if in-
vestor selects only one or a small number of funds from last year's first ten, then
significant movements of funds out of it can lead to the fact that the result is con-
siderably different from the one that was expected.

8. Comparison of top-5 most profitable management compa-
nies with all the others

As investors look for management companies, which funds showed the high-
est return in the last period, and place a greater amount of money in them, it is
necessary to check whether the use of this criterion when selecting a fund is fea-
sible and allows to obtain a greater return on investment. Special calculations
were made for this, the results of which are presented in table 7. Such five asset
management companies were taken, all funds of which have shown highest yield.
In relation to 64 average total number of companies for the period between
2005 and 2015, five management companies represent almost 8% of this num-
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ber that is quite similar to the situation with the choice of dozens of the best
funds (6% of 168) characterizes the top of the profitability ranking.

Making year-to-year comparison, it can be noted that the companies from the
first five the most profitable ranking allow investors to get a much greater return
than the average for all management companies (exceed by 34.3%). In principle,
it is not surprising, because in case of active management the companies, which
funds’ profitability will be significantly above average, can always be found.
However, the same as in the case of selecting specific funds, there is a problem
for investors to guess the company which funds will become the best next year in
order to invest in them this year. As already mentioned, investor can use only
past returns of company’s funds when trying to determine which companies will
be the best next year. Therefore, from the investing point of view, it is much bet-
ter to see the size of average yield that is possible to get if select the funds of the
management companies with the best last year results.

Such a comparison has clearly shown that this criterion does not allow ob-
taining higher yield than all companies in general show. The average yield
(11,1%) that is got by using this criterion is 4,3 pp lower than the average for all
management companies (15,4%).

Table 7 The yield of managemend companies, %

v ) N © =) S ~ N ™ N v | Average

S S S S S ~ ~ ~ ~ ~ ~

S S S S S = S S S = S

N N N N N N N N N N N
Top5com- |n |90 |79 |25 |43 [278 |48 |-10 | 17 |16 |38 |49 | 497
panies n+1 46 |9 |-64|66 |43 | 220 |11 |3 |24 | 111

All the companies 57 | 46 8 -65 | 129 | 28 22 11 -1 1 29 154

Difference 0 1 1 63 |15 |0 -1 12 | -3 -5 -4,3

As a result, it must be better to not to use the last year yield indicator on the
funds of a specific management company when choosing the fund for investing.
As in the case of funds, there is no repeatability of last year management results.
The yield on funds of the company that was in top-5 last year is below the aver-
age for all companies next year. These results suggest that professional asset
managers of investment funds fail to show consistent positive results that are
above the average and their results will still be below the general level.

Unfortunately, it is impossible to make an accurate comparison of which cri-
terion is more successful in the research - selection from dozens of the best last
year funds or selection of funds from the five companies. This is because of the
fact that not all the companies provide statements, and that is why these compa-
nies were excluded from the calculations. Therefore, the data is incomplete (alt-
hough the number of excluded companies is fairly small). However, since last
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year's dozen allows beating all the funds of the appropriate type and last year's
top five management companies do not, there is a high probability that it is pos-
sible to assume that the first criterion is better.

9. The comparison of actively and passively managed funds
from the perspective of the risk-return ratio

In the earlier analysis of actively and passively managed funds we have used
only the year-by-year percentage change of yield. However, in the conditions of
dynamically changing it is also necessary to take into account investment risks
associated with obtaining yield that is below the expected level due to adverse
movements of financial assets’ prices. Therefore, in order to assess more precise-
ly what type of fund is most suitable for investment, additional indicators, based
on the risk and return ratio were used.

Traditionally, these comparisons are based on such measures as the Sharpe
ratio and the coefficient of variation. Both of these coefficient show, which return
per unit of risk the asset brings. The higher the value of coefficient on the asset
the more investor will get for the accepted risk, and therefore the better is the
asset risk-return ratio. In this case, the Sharpe ratio, in contrast to the coefficient
of variation, shows if the high risk of an asset is covered by the higher yield mi-
nus the risk-free rate, and whether it is more profitable to invest in riskless as-
sets. Values of these coefficients calculated for actively and passively managed
funds, as well as the standard deviation of the returns are presented in the table
below. In this case, the risk-free rate equals the average yield on 1-year Russian
government bonds, which was 6.0% for the period (2005-2015), (this is the
short-term government bonds, so they are commonly used as the risk-free rate).
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Table 8 Indicators of market risk for mutual funds
Actively managed Passively managed

The Sharpe ratio for the top-10, n+1 0,32 0,28

The Sharpe ratio for the top-10, n 0,64 0,34

The Sharpe ratio for all funds 0,34 0,36

CV for the top-10, n+1 0,46 0,39

CV for all funds 0,45 0,48

Standard deviation for the top-10, n+1 47,1 53

Standard deviation for all funds 54,2 504

As the data show, investments in the last year’s top ten of actively funds bring
higher annual return (21,5% against 20.9% in passively managed) and a smaller
standard deviation of return (47,1% vs. 53,0%, respectively). Therefore, from
the point of view of the Sharpe ratio and the coefficient of variation they have an
advantage over passively managed. However, this advantage is rather low: in
case of the Sharpe ratio, it is only 0.04 and the coefficient of variation is 0.07.
Therefore, although there is some prevalence, it cannot be argued that it is signif-
icant. Moreover, it is clearly observed that the advantage of the top ten actively
managed funds over the first ten passively managed (year n) is getting almost
completely lost if we invest in them in the following year (n+1). The advantage in
case of the Sharpe ratio falls from 0.3 to 0.04 and in case of the yield - from 39,8
to 0,6 (table 3 and 4). That is why the first ten of actively managed funds will not
show higher yield in comparison to passively managed funds next year. Inves-
tors should not rely on this criterion when choosing the type of investment fund.

It can be noted that there is some advantage only in the case of investments in
last year's top ten actively managed funds (0,32) compared to all funds of this
type in general (0,27). It is formed due to the fact that the standard deviation of
last year’s top-10 actively managed funds(47,1%) is clearly lower than for all
funds of this type (56,1%), and the average yield (21,5%) is higher than that of
all actively managed funds overall (21,1 %). Although in this case the advantage
is quite small again.

Moreover, if we compare these indicators with yield and standard deviation
for the overall market (respectively 16,5% and 50.3% on MICEX), we can see
that a lower standard deviation for the investments in the top ten of last year's
profitability ranking (47,1%) clearly corresponds to a higher yield (21,5%) than
that of the MICEX index. As a result, the prevalence according to the Sharpe ratio
in case of investing in the top ten of last year's ranking of actively managed funds
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looks more substantial when we compare it to the market as a whole (from 0,21
to 0,32).

Table 9 Summary indicators of risk and return for actively managed funds
Average return Standard deviation | Sharpe ratio
Top-10, n 63,2% 88,9% 0,64
Top-10, n+1 21,5% 47,1% 032
All funds 21,1% 56,1% 027
The excess of the top ten (n) over
42,1% 32,8% 0,37
all funds
Th the top ti 1
e excess of the top ten (n+1) 0.4% 9% 0,05
over all funds
MICEX index 16,5% 50,3% 021
The excess of the top ten (n) over
) 46,7% 38,6% 0,43
MICEX index
Th the top ti +1
e excess of the top ten (n+1) 5% 320 0.11

over MICEX index

As a general result it can be noted that significant repeatability of the results of
last year's top ten actively managed funds is not observed. As shown by the cal-
culations presented in the summary table 9, good results of the top ten funds for
the year n, are related to such indicators of risk and return, which are not re-
peated by the same funds the following year (n+1). Thus, the excess return over
the average for all actively managed funds falls from 42.1% to 0.4%. And excess
of the Sharpe ratio drops from 0.37 to 0.05. This clearly shows that there is a
very low probability that the results of top-10 will repeat next year from the risk
and return point of view. Residual excess is extremely small, and is not similar to
indicators, that characterize the top ten for each year n. (In this case, a higher
standard deviation of return for the top ten at year n should not be considered as
a negative factor, since it can be partially explained be the high positive yield, not
negative).

At the same time, there is a little improvement of indicators in case of investing
in last year’s top-10 in comparison with the choice of fund among all observable,
therefore this criterion of inclusion of the fund in last year's top ten can be rec-
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ommended to investors. However, it is difficult to expect significant improve-
ment of results from usage of it.

10. Focusing on the best management companies when
choosing a fund for investment: risk and return analysis

We have described the investment results obtained if the selection criterion is
fund’s performance in last year’s most profitable funds ranking. However, as it
was mentioned earlier, investors can also focus on another criterion - the suc-
cess of management company. The reason to use it is the assumption that the
same companies, which showed the best results last year, may show higher re-
sults than asset managers from the other companies next year. It was demon-
strated above that in practice it is not confirmed. Investors should not rely on
this criterion when selecting a fund, if they want to obtain higher yield. However,
risk and return indicators have been calculated for this case too (table 10). In
general, the results confirmed earlier results: there is not recurrence of past re-
sults, shown by the top five companies.

Table 10 Summary indicators of risk and return for companies in case of actively managed

funds
Average return Standard deviation | Sharpe ratio
n 49,7% 86,9% 0,50
Top-5 companies
n+1 11,1% 37,2% 0,14
All management com-
nanag 154% 50,3% 0,19
panies

Thus, the excess return of the top five companies above average in all man-
agement companies (34,3%), drops sharply and becomes negative (-4,3%). The
same is observed for the Sharpe ratio - the excess of 0,36 drops to a negative
value (-0,05). This clearly shows that there is no repeatability of the results
achieved by the top five management companies next year from the point of risk-
return ratio. The results of investments on the basis of this criterion are even
worse than the results of all the management companies in general. Despite the
lower value of standard deviation of return (37,2% vs. 50.3%), a higher risk for
all management companies is compensated by a higher yield (15,4% vs. 11,1%).
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11. Results

It can be concluded that top ten profitability ranking of the last year and the
previous results shown by management companies are quite important criteria
for investors that choose a particular fund to deposit their money. Investors, ex-
pecting that successful results of management will be repeated in the future, are
willing to invest in such funds much more money. But as the calculations shown,
the choice of funds from the top-10 of last year does not allow to obtain signifi-
cant advantages in terms of yield and risk-return ratio. Investors should not ex-
pect that these funds will repeat high results in the future: next year the results
will be approximately equal to the total average for a particular type of fund
management.

The comparison of actively and passively managed funds in case of investing
in the most profitable funds of the last year and all funds overall has shown a
very small advantage of actively managed funds. Although in this case this ad-
vantage is very small, so these forms of investments can be considered almost
equal on the Russian market. But in general, it is caused not so much by choos-
ing funds from the top 10, as by the fact that in general actively managed funds
show better results than the market index. The orientation on top 10 funds of the
last year can provide only a slight improvement. In general, the use of this crite-
rion would not make the results of the investor worse, but at the same time
would not improve them significantly. When investor uses last year performance
of the funds, he will still get approximately the same return on investment as if
he made a random selection from all available funds, both active and passive.

At the same time, investing in mutual funds still provide some advantage in
comparison with the returns of the overall market, that is why ordinary inves-
tors can be recommended to use them. But in this case it is necessary to apply a
broader diversification of investments by investing equal shares in a certain
amount of funds. This is needed due to extremely low stability of the results of
fund management, so they change their positions in the ranking year by year.
Since the range of their annual income is very considerable, it is better to invest
in all ten funds from the ranking in order to obtain results that characterize this
top. As well as in case of investing in other funds, it is necessary to apply a
broader diversification to ensure the possibility of obtaining returns greater
than the market as a whole. When investing in a small number of funds there is a
high risk that the yield will be significantly lower than the overall market.

If the investor decides to use the Russian mutual funds, it should focus not on
the best management companies, but on the best last year funds, because in the
first case, investors can receive the return which is below the average for all
companies. As it turned out, although the sustainability of the results of the best
funds is very small, still it is greater than the sustainability of results of the best
management companies.

It can be concluded that in general fund managers cannot beat the market con-
sistently and provide repeatable results. Obtaining the super-profit on the fund
that exceeds the profit of the market overall can be considered as a random
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event. It happens because in case of high volatility of the stock market and a lot
of different investment strategies, such fund that beats the market can always be
found. Inability of the managers to ensure repeatability of the results confirms
the randomness of this process and indicates the impossibility to orient on the
past performance of the market of mutual funds in order to get fundamentally
better results than all funds in general.

The methodology of the analysis of mutual funds market that is described in this
worKk is universal and can be applied to any other the national market. This will
allow obtaining similar conclusions, so investors can better understand the na-
ture of investments in national mutual funds.

Endnotes

1

SPIVA U.S. Scorecard Year-End 2014 / S&P Dow Jones Indices, 2015. URL:
http://www.spindices.com/documents/spiva/spiva-us-year-end-2014.pdf.

' Mutual funds rankings according to their yield [electronic resource]: Data Portal Investfunds group
Cbonds], URL: http://pif.investfunds.ru/funds/rate.phtml (31.12.2016).
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