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Basic Idea. Compare performance of active manager with passive manager with same 
risk and subject to same constraints

How can managers affect peformance?

1. Security selection

2. Sector selection

A.  High Tech

B.  Junk Bonds

3. Market timing

A.  Change exposure with group

B.  Asset allocation across groups
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Example 1 (Security Selection):

Assume manager is large stock picker.  Then relevant comparison might be her 
performance relative to S&P index.

Example 2 (Market Timing):

Assume manager is a market timer holds bonds and moves between long and 
short-term bonds according to his beliefs about interest rate changes. Then 
relevant comparison might be a portfolio of short and long index in weights equal 
to average weights of managers’ choice (e.g. if half the time long and half short 
weights equal to ½).
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Standard analysis compares against “similar managers.”
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SEI
Balanced Funds:  Total Fund Rates of Return (for years ending June 30)
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Problems with standard analysis:

(1) Hardly similar (risk objectives)

(2) Doesn’t control for risk

(3) Doesn’t answer question should we be active at all, e.g., does it do better 
than passive?
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Measuring Value of

Security Selection
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A. Differential return

Differential return = active - passive (e.g., S&P) 

portfolio replicating
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Adjust for risk

Issue: assume we agree that relevant population is S&P securities but manager chooses 
the highest beta stocks from securities in S&P index.  Then if market goes up he or she 
looks good.  If this is timing good.  If this is selectivity incorrect evaluation

Performance = 

Where this is empirical Beta.

For plan sponsor Betas can be built up from securities, for individual investors must be 
estimate from return series.

Ip RR
↑

− β
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Example Single-Index

Return

B

S&P

A

T Bills

If Beta is .5, passive replication portfolio is ½ riskless and ½ Standard and Poors
β
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1.014-0.0371.255Vanguard World:  
US Growth
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1.0000.0001.280S&P 500

BetaAlphaMonthly Return
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Alternative Measures

1. Sharpe differential return

Where differential return

standard deviation of differential return

2. Of modigliani and modigliani

differential return of a Beta of 1 = adjusted – S&P

ασ
α

σ

2
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R

β
1

A
.6

Modigliani 2m
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NEED FOR MULTIPLE INDEXES
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= return decile - return S&P

1965 - 1984
=α β

-1.07Largest

1.359

3.888

4.187

5.886

6.875

8.624

9.083

10.642

12.81Smallest

Decile by Size
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What are sensible passive portfolios?

(1) Replicatable indexes

(2) Total return indexes

a.  Dividends or interests included

b.  Splits or stock dividends included

c.  Timing of reinvestment
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Candidates for Indexes

(A) Stock

1.  S&P

2.  Wilshire

3.  Russel

4.  Value or growth indexes

5.  Small and large

(B) Bond

6.  Shearson Lehman

7.  Solomon

8.  Merril

(C) International

9. Morgan Stanley (International)

10. London Times  - Actuary (International)
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Considerations

(1)  Weighting

(2)  Frequency

(3)  Accuracy
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Some Comments

(1) A sponsor can generally agree with managers on relevant indexes.
They need to since they need to do aggregate asset allocation.

(2) Normal measure of security selection is difference in return 
between active manager and benchmark.

(3) Benchmark can and often will be multiple indexes.

(4) Normal excess return is small
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What have I found useful for stock funds:

1.  Market

2.  Small – large

3.  Value growth

4.  International

5.  Bond index

For bond funds:

1.  Market

2. Mortgage backed

3.  Junk



11

21

Indexes

(1) S&P
(2) High yield bond
(3) Small minus big

0.7660.1290.8581.3820.5810.9091.359Acorn

-.0010.0031.0010.054-.0201.0001.263Vanguard
500 Index

-.0430.2030.5500.634-.0490.9390.973American 
Balanced

0.0791.157-.0300.651-.0390.8940.868Colonial 
High 
Yield

R 2σ α 2

iεσ 1β 2β 3β
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Summary

(1) Compariate to Benchmark.

(2) Must be relevant Benchmark (s).

(3) Often need several

How to get indexes

(1) Outside observe – regression on return series

(2) Plan sponsor agreement
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MEASURING TIMING
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Timing

(1) Change Beta by changing securities

(2) Change mix
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A plan sponsor

(1) Return of index funds with timing – return of index funds at target.
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Example: Target 50 - 50

A c tua l R e turn Ta rg e t  R e turn

S to c k B o nds S to c k B o nd 

8 .2 10 4 7 0 3 0 7

-0 .8 -2 1 6 0 4 0         -1/ 2

4 .2 3 5 4 0 6 0 4

5 .7 12 3 3 0 7 0        7  ½

17 .3 18

R e turns  A c tua l P ro po rt io ns
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Individual Investor

Difference in Beta up and down markets.

up Beta

down Beta

( ) ( )

( )

( ) 0 if 0

0 if 1
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Can generalize to multi-index.

For example, small minus large can be:

Up Beta

Down Beta

LSLS CDRR −− +β

0S                           0

0S                            1

L-S

L-S

<=

≥=

D

D

C+β

β
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BOND PERFORMANCE
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Management Fees (5-Year Sample – 209 Funds)

Alpha Regressed on Expense Ration

Average

Model Intercept (%) Average Slope

Risk –3 -.024 -.859
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PREDICTABILITY OF FUTURE 
PERFORMANCE
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T A B LE  3 C o m pa ris o n o f R e a lize d 3 -Y e a r A lpha s  U s ing  D e c ile s  a nd S im ple  R ule s

fo r D iffe re nt R a nk ing  C rite ria  (R e po rte d o n a  M o nthly B a s is )

D eciles F o rmed  o n the  Basis o f
        H igh Exp enses and  

F ull S amp le             Lo w  R2  E liminated         Lo w  R2  Eliminated

To ta l 3 - Y ear 3 - Y ear 3 - Y ear 
Re turn A lp ha A lp ha A lp ha

     A verages (in % )
A verage  d ec ile - 0 .0 7 6 - 0 .0 7 6 - 0 .0 6 4 - 0 .0 4 0
Bo tto m d ecile - 0 .3 2 7 - 0 .4 3 7 - 0 .3 5 9 - 0 .1 8 0
To p  d ec ile - 0 .0 5 9 0 .0 0 9 0 .0 2 8 0 .0 1 9
S imp le  rules - - - - 0 .0 6 6 0 .0 6 5 0 .0 5 8

3 - Y ear F o rm D eciles
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