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The question of whether professional portfolio managers can de-
liver expected returns in excess of naive benchmarks has long been
important, both for academic research and for practical decision mak-
ing. However, the evidence on the ability of managers to deliver con-
sistently superior returns, or positive alphas, remains controversial.
Some studies find that particular open-ended mutual funds, perform-
ing relatively well or poorly in the past, tend to do so in the future.
Jensen (1969), Carlson (1970), and a number of more recent studies
find evidence of such persistence in mutual fund performance [see,
for example the studies by Ippolito (1992), Goetzmann and Ibbot-
son (1994), Grinblatt and Titman (1994), Shukla and Trzcinka (1994),
Hendricks, Patel, and Zeckhauser (1993, 1996), Brown and Goetz-
mann (1995), Malkiel (1995), Elton, Gruber and Blake (1996a), Gruber
(1996), and Carhart (1997)].

A large number of studies examine the persistence of mutual fund
performance over time, but the evidence for institutional equity man-
agers is sparse. Christopherson and Turner (1991) study pension man-
agers and conclude that “alpha at one time is not predictable from
alpha at a previous time.” Lakonishok, Shleifer, and Vishny (1992)
find some persistence of the relative returns of pension funds for 2-3
year investment horizons. Coggin, Fabozzi, and Rahman (1993) study
market timing and stock-picking ability, and provide references to
the few additional academic studies of institutional equity manager
performance.

It is important to further study the performance of institutional
funds for several reasons. First, institutional managers control a larger
portion of the aggregate wealth than do mutual funds [Coggin, Fabozzi,
and Rahman (1993)]. Second, institutional equity managers and mu-
tual fund managers operate in different environments. For example,
pension fund managers are reviewed periodically by their clients and
pension consultants, who presumably are more sophisticated than the
typical individual investor. Mutual fund investors may not monitor a
fund manager’s behavior as closely, but they can simply withdraw
their money or invest in a “hot” fund at any time. The process by
which some funds survive and others disappear is thus likely to be
different for pension and mutual funds. Mutual funds and pension
funds are also taxed differently. Given these differences, it is interest-
ing to compare the persistence in performance for the two types of
managers.

Our study is also motivated by an important practical problem.
Institutional investors must decide which managers to retain, and at-
tempting to predict the future performance of a manager is a criti-
cal part of that decision-making process. If the abnormal investment
performance, or alpha, of pension managers is randomly distributed
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over time—consistent with the findings of Christopherson and Turner
(1991)—the past performance of a manager provides no useful infor-
mation about future performance. While this is consistent with some
versions of the efficient market hypothesis, it suggests that investment
firms are wasting money trying to measure alphas.

It has been traditional to measure performance by the average port-
folio returns, net of a fixed benchmark return, over some historical pe-
riod. This approach uses unconditional expected returns as the per-
formance baseline, assuming that the consumer of the performance
evaluation uses no information about the state of the economy to
form expectations. Such as assumption is even less tenable for sophis-
ticated institutional investors than for individual investors evaluating
mutual funds. Furthermore, unconditional measures of performance
are known to be biased when managers react to market indicators or
engage in dynamic trading strategies. These well-known biases make
it difficult to measure even the average performance; if these biases
persist over time they can also distort inferences about the persistence
of investment performance.

To address these concerns about unconditional measures, Chen
and Knez (1996) and Ferson and Schadt (1996) advocate conditional
performance evaluation. The idea is to use time-varying conditional
expected returns and conditional betas instead of the usual, uncon-
ditional moments. The expected returns and risks are conditioned
on predetermined, publicly available information. A conditional ap-
proach can control for biases in the traditional measures when man-
agers trade on public information. Ferson and Schadt (1996) find that
incorporating public information, such as dividend yields and interest
rates, affects inferences about the average performance in a sample
of open-ended mutual funds.!

In this article we study persistence in the performance of a sam-
ple of 185 U.S. pension fund equity managers over the 1979-1990
period. We extend the approach of Ferson and Schadt (1996) to esti-
mate time-varying conditional alphas as well as betas. Tests on these
models support the assumption that pension funds have time-varying
conditional betas, investment style-factor exposures, and time-varying
conditional alphas.

We find evidence that the investment performance of the pension
managers persists over time. In particular, low conditional alpha man-
agers in the past tend to be abnormally low-return managers in the
future. Our results show that the conditional measures are more infor-

! An alternative approach, directed at capturing nonlinearities in managed portfolio returns, is to in-
clude option payoffs as additional “factors” when calculating alphas [see Glosten and Jagannathan

(1994)).
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mative about future performance than are traditional, unconditional
measures.

This article is organized as follows. Section 1 draws the main distinc-
tions between pension and mutual funds that motivate our analysis of
the persistence in pension fund returns. Section 2 describes the data.
Section 3 describes the empirical methods. Section 4 presents prelimi-
nary results which establish the relevance of the conditional measures.
Section 5 addresses the issue of persistence in performance and the
economic significance of the persistence. Section 6 offers concluding
remarks.

. Pension Funds Versus Mutual Funds

There are differences between the institutional details surrounding
pension fund and mutual fund management, and these differences
suggest a number of prior conjectures about the persistence of perfor-
mance. Pension fund management involves (i) plan sponsors (specif-
ically, the administrators or trustees of pension plans), (ii) pension
fund consultants, and (iii) investment management firms. Typically a
plan sponsor divides funds among a number of managers with vari-
ous investment styles. Consultants such as the Frank Russell Company
advise plan sponsors on manager review and selection, and also on
the allocation of funds among different asset classes and investment
styles. In order to perform this function, the consultant tracks the per-
formance of a large number of money managers.

There are a number of reasons to think that performance should
be more highly persistent in pension funds than in mutual funds. It is
useful to distinguish between the persistence of good and bad perfor-
mance. Superior performance presumes that fund managers have the
ability to pick undervalued investments or time market returns. The
literature on market timing finds few cases of consistently superior
market timers; our sample of pension funds excludes market-timing
funds in any case. If some managers are good at picking stocks, then it
is reasonable to think that such talents persist over time. Consistently
superior managers should gravitate to larger pools of cash, such as in
pension funds, where the compensation is higher.

With the specialization that is common among pension fund man-
agers, it is likely to be hard to maintain continued superior perfor-
mance as the size of the pension fund expands. Such considerations
may lead to mean reversion in the relative performance of superior
fund mangers.

It is not difficult to imagine that there are inferior fund managers,
but there are reasons to think that abnormally poor performance is less
likely to persist among pension funds than among mutual funds. The

114



N

Conditioning Manager Alphas on Economic Information

relative sophistication of institutional investors and the large amounts
of money involved suggest that lackluster performance should not be
tolerated for long in pension funds. Large institutional investors have
enough money at stake to provide incentives to monitor their man-
agers, whereas it is more difficult for individual mutual fund investors
to justify these monitoring costs. Some mutual fund investors may be
reluctant to sell a fund if they are “locked in” by a previous capi-
tal gain. However, pension funds have no such concerns, as pension
fund returns are not taxed at the firm level.

There are, however, reasons to expect that low returns can persist
among pension fund managers. Like mutual funds, pension fund man-
agers deliver services to their clients in addition to investment returns.
These include education, research, and reports that the responsible
officers at the plan sponsor organization can use in reporting to their
superiors. Fund managers develop relationships with their clients that
mutual fund investors typically do not enjoy. Agency problems may
also allow poor performance to persist. For example, firing a manager
may be seen as evidence that the pension plan administrator’s previ-
ous decision to hire the manager was a poor one.? Finally, while no-
load mutual funds make switching between funds inexpensive, there
are significant transactions costs associated with firing one manager
and hiring another. Consistent with the importance of these costs, pen-
sion plan sponsors periodically review their managers, commonly at
quarterly to annual frequencies. Flows of money in response to mea-
sured performance typically occur episodically and in large amounts.
This is in contrast to mutual fund flows, which occur virtually contin-
uously in response to short-term performance [e.g., Ippolito (1992),

Gruber (1996)].

The Data

2.1 Pension fund returns

We obtained monthly returns for 273 institutional equity managers
from the Frank Russell Company’s Russell Data Services (RDS) data-
base. The returns are for large accounts of domestic, U.S. equity pen-
sion fund managers who have been allocated funds by Frank Russell
Company clients. We present most of our results for the January 1979
to December 1990 period. Over this period, there are 232 managers
with some returns data and 185 managers with more than 12 months
of data. Managers enter the database at different points in time, but

While it has been argued that individual investors may stick with a “loser” fund due to a cognitive
dissonance [e.g., Goetzmann and Peles (1993)], an individual investor is unlikely to lose his job
over the issue.
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all are present at the end of the sample period. Our sample of 185
managers includes 41 growth managers, 40 value managers, 55 large-
cap managers, and 49 small-cap managers. The style classifications for
the managers are determined by RDS, based on the managers’ invest-
ment philosophies and portfolio characteristics [see Christopherson
and Trittin (1995)].

A given money management firm may have a number of portfolios
and accounts, but our database includes only one “representative”
account per firm. We do not have data on the values of the accounts,
but we were told by RDS that most are over $100 million in size.
On average, the small-cap portfolios tend to be smaller accounts. The
firm chooses which account to designate as its representative account.
Representative accounts usually have been in existence for some time
and are subject to fewer investment restrictions than many individual-
client accounts. We may therefore expect representative accounts to
perform better than a typically restricted client account.

The data measure the total portfolio returns, including any cash
holdings. We were told by RDS that cash holdings are typically less
than 10%. The returns include the reinvestment of all distributions
(e.g., dividends) and are net of trading commissions but not of man-
agement fees. Except where indicated, our analysis is performed on
the returns net of the monthly return to investing in a 1-month Trea-
sury bill. The Treasury bill data are from the Center for Research in
Security Prices (CRSP) at the University of Chicago.

2.2 Survivorship issues

Our database almost certainly has survivorship biases, as it contains
only surviving managers. When a manager goes out of business or is
dropped by RDS, the entire return history for that manager is removed
from the database (and is unavailable to us). Managers also fall out of
the database when their firms stop sending data to the Frank Russell
Company, often because Russell has not recommended the manager
to its clients. Survivorship creates a number of potential problems
affecting both the average levels of performance and the apparent
persistence in performance.

One obvious reason for a manager to leave the database is poor
performance. To the extent that managers are dropped because of
poor performance, the measured performance of the surviving man-
agers is biased upward. For example, Elton, Gruber, and Blake (1996b)
find an average bias of 0.7-0.9% per year in mutual fund data [see also
Brown and Goetzmann (1995), Malkiel (1995), Gruber (1996), Carhart
(1997), and others cited in the references].

Brown et al. (1992), Goetzmann et al. (1995), and Hendricks, Pa-
tel, and Zeckhauser (1996) consider the effects of survivorship on
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performance persistence under the simplifying assumptions that the
expected returns of all managers are the same, but there are differ-
ences in variances, and that managers leave the database when their
returns are relatively low. Under these assumptions survivorship is
likely to induce a spurious “J-shaped” relation between future and
past relative returns. In particular, past poor performers in a sample
with survivorship bias are likely to reverse their performance in the
future.?

The empirical evidence on performance persistence for mutual
funds suggests a positive relation between the future and past per-
formance, concentrated in the poorly performing funds. This is not
as expected if persistence is a spurious result in a simple model of
survivorship bias. Brown and Goetzmann (1995), Elton, Gruber, and
Blake (19962), and Carhart (1997) find similar patterns in samples of
mutual funds designed to avoid survivorship bias.

Our evidence for pension funds also reveals positive persistence,
concentrated in the poorly performing funds. This is interesting, as
the evidence for pension funds appears generally consistent with that
for mutual funds. However, the “death process” for pension funds is
likely to differ from that for mutual funds. Managers are dropped from
pension fund databases for reasons other than poor performance. For
example, funds are dropped from our database when the firm has
an important change in management personnel, such as when a star
performer leaves for another firm. To the extent that managers are
dropped from the database because they were star performers, the
average measured performance of the surviving managers is biased
downward. From the analyses of Goetzmann et al. (1995) and Hen-
dricks, Patel, and Zeckhauser (1996), one would also expect a more
complex pattern than the J-shaped relation between past and future
relative returns, if the sample is truncated in both tails. Since the data
that would allow us to model the birth and death processes are not
available to us, it is not possible to measure the effects of survivor-
ship on the pension fund evidence. We leave this as a topic for future
research, and we remind the reader: caveat emptor.

2.3 Selection biases

Our sample is likely to have a selection bias because managers enter
the database after they attract attention from the Frank Russell Com-
pany and its clients. When a manager is added to the database, some

3 Goetzmanan et al. (1995) show that a J-shape can fail to occur with nontrivial probability in
a sample satisfying the assumptions of Hendricks, Patel, and Zeckhauser (1996) when there is
correlation across the funds.
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previous history of the manager’s returns may be backfilled. There is
evidence consistent with selection bias for the average returns in our
sample. The average annual return on an equally weighted portfolio
of all managers is 16.11% over 1981-1990. If we exclude the first 5
years of data for each manager, the average annual return over 1981—
1990 drops to 15.45%. In the analysis of performance persistence we
use the returns following the first 5 years of data for a given manager.
This should reduce the effects of selection bias.

2.4 Money management fees

We do not have specific fee data associated with the individual man-
agers, as the managers are not identified to us by name. Halpern and
Fowler (1991) find that, for accounts of $100 million, posted man-
agement fees average about 50 basis points at the end of our sample
period. Internal RDS research shows that average quoted fees vary by
investment style. For example, the median (interquartile range) of the
quoted fees for $100 million accounts in 1988 varies from 44 (35-58)
basis points for the large-cap managers to 78 (56-100) basis points for
the small-cap managers. The figures for growth and value managers
are 49 (40-59) and 53 (43-59) basis points, respectively. Fees vary ac-
cording to account size, and smaller accounts would pay more. There
has been a secular decline in management fees over our sample pe-
riod. According to RDS, the median posted fees of value managers
fell from 53 basis points in 1988 to 47 in 1994.

It would be difficult to determine the actual fees paid by plan spon-
sors, even if posted fee data were available for each manager. “Ban-
ner” sponsors are likely to be offered a discount from the posted fees
and they prefer not to disclose the details of these discount arrange-
ments [Halpern and Fowler (199D)]. In addition, there may be some
substitution between fees and other types of costs, such as broker-
age commissions. For example, a plan sponsor might pay lower fees
and, in exchange, buy research or direct trading to designated bro-
kers, who then rebate a portion of the trading commissions as “soft
dollars.”

2.5 Benchmark portfolios

Performance measurement compares a fund’s return to the return of
some benchmark. We use the CRSP value-weighted NYSE and AMEX
index as an overall market benchmark. This allows us to compare our
results with previous studies based on the CAPM, which used similar
market portfolios as their benchmarks. Christopherson and Turner
(1991) choose manager style indexes as the benchmarks; that is, a
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manager is classified according to style and a single index reflecting
that style is used.

The RDS database includes passive benchmarks for four invest-
ment styles. These are the Russell growth, value, market-oriented, and
small-capitalization indexes. The Russell market-oriented style index
is the Russell 1000, a value-weighted index of the stocks of large cap-
italization firms. The Russell small-capitalization index is the value-
weighted Russell 2000 index. These are nonoverlapping subsets of the
Russell 3000 index universe. Over the period covered in this study the
growth and value indexes are formed by further dividing the stocks in
the Russell 1000 into two groups of stocks. The stocks are divided at
the median market value-weighted ratios of market price to the book
value of equity. Stocks with high ratios go into the growth index, and
those with low ratios are in the value index.*

2.6 Predetermined information variables

The conditional performance models include a vector of lagged in-
formation variables. We use the same variables used by Ferson and
Schadt (1996). We use the same variables for comparability with their
results for mutual funds and to avoid our own data snooping on this
“new” dataset. The lagged instruments are (i) the lagged level of the 1-
month Treasury bill yield (TBILL), (ii) the lagged dividend yield of the
CRSP value-weighted NYSE and AMEX stock index (DY), (iii) a lagged
measure of the slope of the term structure (TERM), (iv) a lagged qual-
ity spread in the corporate bond market (QUAL), and (v) a dummy
variable for the month of January.

TBILL is the discount yield of a bill that is the closest to 1 month
to maturity at the end of the previous month. It is drawn from the
CRSP RISKFREE files. The bill yield is calculated from the average of
bid and ask prices on the last trading day of each month. The divi-
dend yield is the price level at the end of the previous month on the
CRSP value-weighted index divided into the previous 12 months of
dividend payments for the index. TERM is a constant-maturity 10-year
Treasury bond yield less the 3-month Treasury bill yield; both are an-
nualized weekly averages from Citibase. QUAL is Moody’s BAA-rated
corporate bond yield less the AAA-rated corporate bond yield, using
the weekly average yields for the previous month, as reported by
Citibase.

4 Newer versions of these indexes provided by RDS use a nonlinear weighting scheme and allow
stocks near the median to be in both the value and growth indexes.
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Empirical Methods

3.1 Unconditional models
The traditional, or unconditional alpha, a,, is estimated by the fol-
lowing regression:

Tpr = dp + BpTpr + Ups. (D

Both the return of the manager, 7,,;, and the return of the benchmark
portfolio, 7, are measured net of the 1-month Treasury bill rate, Ry;
that is, 7, = Ry, — Ry, and 1, = Ry, — Ry, where Ry, is the return
of the managed portfolio and Ry, is the return of a benchmark. g, is
the unconditional beta and vy, is the regression error. Jensen (1968)
proposed the unconditional alpha as a measure of abnormal perfor-
mance, using a proxy for the “market portfolio” as the benchmark,
Ry;. Jensen was thinking about the capital asset pricing model [CAPM,;
see Sharpe (1964)], but unconditional alphas are commonly estimated
using various benchmark portfolios. They can also be estimated using
multiple-benchmark models, in which g, and 7, are vectors.

The average value of the excess return, Ry, — Ry, is sometimes used
as a simple alternative performance measure. The past average excess
return is a special case of an unconditional alpha, where the beta in
Equation (1) is assumed to be equal to 1.0.

3.2 Conditional models

If expected market returns and managers’ betas change over time and
are correlated, the regression Equation (1) is misspecified. Ferson and
Schadt (1996) propose a modification of Equation (1) to address such
concerns. They assume that market prices fully reflect readily available
public information, which is measured by a vector of predetermined
variables, Z;. Ferson and Schadt also assume a linear functional form
for the conditional beta, given Z;, of a managed portfolio:>

Bpp(Zt) = bopp + B},;,Zt, (2)

where z, = Z; — E(Z) is a vector of the deviations of Z; from the
unconditional means, and By, is a vector with dimension equal to
the dimension of Z;. The coefficient by, is an “average beta.” The
elements of By, measure the response of the conditional beta to the

Many previous studies in the asset pricing literature have used linear functional forms to model
time-varying betas and second moments. Examples include Ferson (1985), Shanken (1990), Fer-
son and Harvey (1993), Cochrane (1996), and Jagannathan and Wang (1996). The approach is
especially attractive for fund performance for two reasons. First, linear betas can be motivated
by theoretical models of manager behavior, such as in Admati, Bhattacharya, Ross, and Pfliederer
(1986). Second, the linear regression models which result from this assumption are easy to inter-
pret, as illustrated by Ferson and Schadt (19906).
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information variables, Z;,. A modification of Equation (1) follows:

Tpr41 = Qp + boppTpre1 + B})b[zﬂ’btﬂ] + Uprta- (3)

Under the null hypothesis of no abnormal performance, the model
implies that the average conditional alpha, a), is zero [the «), in Equa-
tion (3) will differ from Equation (1) if B, is nonzerol. In the case
of a single benchmark 7,41 and L information variables in the vector
Z;, Equation (3) is a regression of the manager’s return on a constant
and L+ 1 variables. The products of the future benchmark return and
the predetermined variables capture the covariance between the con-
ditional beta and the conditional expected market return, given Z;.
Ferson and Schadt (1996) find that this covariance is a major source
of bias in the traditional unconditional alphas of mutual funds. The
specification in Equation (3) can easily be extended to the case of a
multiple-benchmark model, and we will estimate a four-factor model
below.

Using a single coefficient «, in Equation (3) captures a particular
alternative to the null hypothesis of no abnormal performance. The
alternative is that the expected abnormal performance is constant over
time. But if managers’ abnormal returns vary over time and can change
signs, this may not provide much power.

3.3 Time-varying conditional alphas

In a conditional performance evaluation model, the conditional alpha
should be zero when managers’ portfolio weights are no more infor-
mative about future returns than the public information variables, Z;.
However, if a manager uses more information than Z;, causing the
portfolio weights to be conditionally correlated with future returns
given Z;, then the conditional alpha is a function of the conditional
covariance between the manager’s weights and the future returns,
given Z,.° This conditional covariance, and therefore the expected
abnormal performance, is an unobserved function of Z;,. We therefore
modify Equation (3) to include an explicit time-varying conditional

To see this, assume that the underlying assets follow

Ter1 = B(Z) Vo1 + iy,

where E(u41|2) = E(u11mi4112;) = 0, 141 is a vector of the underlying asset returns, and B(Z;)
is the vector of their conditional betas. The underlying assets’” alphas are equal to zero. Let the
manager’s portfolio weight vector be x, so that the portfolio excess return is x'741. Taking the
conditional expectation of the portfolio return given Z,, and allowing that x may be a random
variable given Z,, it is easy to see that the manager’s alpha in the conditional model is a function
of cov(x; u4117Z;) and cov(x; 74412Z;). The first term may be considered as conditional “security
selection” and the second term as conditional “market timing.” Both terms should be functions
of Z,.
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alpha, allowing the alpha to be a function of Z;:

In Equation (4) we assume that the conditional alpha is a linear func-
tion. The modified regression is therefore

Tpre1 = Qop + A2 + boppTorr1 + Bpplzitpral + thpria. )

Equation (5) allows us to estimate conditional alphas, and to track their
variation over time as a function of the conditioning information, Z,.”

We estimate standard errors and #-ratios and construct Wald tests
for our models using the heteroskedasticity-consistent estimation tech-
niques of White (1980), Hansen (1982), and Newey and West (1987),
because our evidence of time-varying betas implies conditional het-
eroskedasticity in the data. Lee and Rahman (1990) and Ferson and
Schadt (1996) also find evidence of heteroskedasticity effects in mu-
tual fund returns.

. Empirical Results

4.1 Predictability of pension fund excess returns

We first estimate time-series regressions which attempt to predict the
managers’ future monthly returns in excess of either the 1-month Trea-
sury bill, the Russell style index, or the CRSP value-weighted index.
The independent variables are the predetermined information vari-
ables. The purpose of these regressions is to determine whether man-
agers’ returns are related to public information. If so, this provides one
motivation for a conditional performance analysis. We summarize the
results of these regressions briefly in this section; tables of the results
are available by request.

When the dependent variables are the returns net of the Treasury
bill the regression R* varies between 12 and 18% for groups of the
funds. These are higher than would be found for passive portfolios
[see Ferson and Harvey (1991a) and Ferson and Korajczyk (1995)].
The excess returns of the value managers produce slightly higher R
than those of the growth managers, and the small-cap funds produce
higher R* than large-cap funds. These patterns partly reflect differ-
ences in the predictability of the assets held by the funds. However,
when the managers’ returns are measured in excess of the CRSP value-

7 The approach of modelling alphas by a linear function goes back in the asset pricing literature at
least to Rosenberg and Marathe (1979), but our article is the first to use economy-wide conditioning
variables for conditional alphas to measure portfolio manager performance. Ferson and Harvey
(1994) use a similar approach in a study of international equity market returns.

122



Conditioning Manager Alphas on Economic Information

weighted index or the Russell index for the manager’s style group,
the regressions are still significant at the 5% level for about half of
the managers, and the average adjusted R* for a small-cap manager
is over 10%. The regressions show that the expected excess returns
of the managers vary over time with the public information variables,
which motivates the use of conditional models to study the perfor-
mance.

4.2 Estimates of pension fund alphas

Section 3 described various models for alpha. We estimate uncondi-
tional and conditional versions of the CAPM, using the CRSP value-
weighted index as the benchmark, as given in Equations (1) and (3).
The unconditional CAPM assumes that both the betas and the alphas
are constant over time but that they may differ across funds. The con-
ditional model [Equation (3)] allows time-varying betas, but assumes
that any abnormal performance is captured by the fixed alpha coef-
ficients. We also estimate models where the Russell style index for a
manager replaces the CRSP index as the benchmark. The results are
summarized in Table 1, where panels A and B report results using the
CAPM benchmark and panels C and D give the results for the style
indexes.

The two right-hand columns of Table 1 report right-tail p-values of
F-tests and of heteroskedasticity-consistent Wald tests for the hypoth-
esis that the conditional market betas are constant over time. These
are exclusion tests for the additional terms in the conditional mod-
els, which are the interaction terms between the benchmark index
and the lagged conditioning variables in Equation (3). In panel B we
see that the incremental explanatory power of the interaction terms is
significant for equally weighted portfolios of the value and large-cap
funds.

Table 1 includes the average R?, taken across the individual funds
in a group. The R? goes up more for a typical individual fund than
for the portfolio when the conditioning variables are brought into the
model. This suggests that there is time variation in the individual fund
betas that washes out at the aggregate level. The regressions for the
individual funds show this to be the case. Using a 5% significance
level, the CAPM benchmark, and the F (Wald) statistic, the hypothe-
sis of a constant conditional beta is rejected for 23 (23) of 41 growth
managers, 25 (26) of 40 value managers, 46 (41) of 55 large-cap man-
agers, and 27 (27) of 49 small-cap managers. Similar results are found
using the style index benchmarks.

Table 1 also reports a joint test for the hypothesis that the individual
betas are constant for each fund in each style group. These are based
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on the Bonferroni inequality.® The joint test rejects the hypothesis that
all managers have constant conditional betas.

The above results imply heterogeneity in the month-to-month mar-
ket risk dynamics of the individual funds within a style group. Some of
the managers reduce their betas at the same time that others increase
their betas. Therefore we would expect that conditional models, which
allow for fund-specific risk exposure dynamics, should be able to cap-
ture returns across managers better than models that assume that the
betas are constant.”

We estimated four-factor models in which the Russell style indexes
are used in multibeta generalizations of the models of Equations (1)
and (3). The factors are the four style indexes, measured net of the
Treasury bill return. The results (not reported here) are qualitatively
similar to those in Table 1.!!

Figure 1 presents the distribution of the alphas from six models—
unconditional and conditional versions of the CAPM, the single style
index models, and the four-factor models. As described above, the
returns in the RDS database do not reflect the cost of management
fees, which differ across the style groups. Therefore we adjust the
alphas by subtracting the median 1988 fees reported in Section 2.4 for
each style group.

While the style index models generally make the managers look
better than does the CAPM, the unconditional and conditional ver-
sions of the alphas appear similar in Figure 1. This similarity in the

Consider the event that any of N statistics for a test of size p rejects the hypothesis. Given depen-
dent events, the joint probability is less than or equal to the sum of the individual probabilities.
The Bonferroni p-value places an upper bound on the p-value of a joint test across the equations.
It is computed as the smallest of the NV p-values for the individual tests, multiplied by N, which
is the number of funds in a group. The Bonferroni p-values are one-tailed tests of the hypoth-
esis that all of the slope coefficients are zero against the alternative that at least one is positive
(maximum value) or negative (minimum value).

Recent studies show that conditional versions of the CAPM do a better job at capturing cross-
sectional differences in passive portfolio expected returns than unconditional versions of the
CAPM [e.g., Carhart et al. (1990) and Jagannathan and Wang (1996)].

Note that the alphas of the equally weighted portfolios are larger that the averages of the individual
managers’ alphas. The equally weighted portfolios combine the data for every manager that exists
in the database for a given month. Therefore a manager with a longer data history gets more
weight in these results, and each date in the sample period gets equal weight. The averages for
the individual manager regressions give unit weight to each manager, provided there are more
than 12 observations of the manager’s returns. Since there are more managers at the end of the
sample period, dates at the end of the sample period get more weight. Finding that the alphas of
the equally weighted portfolios are larger is consistent with the view that managers with longer
data series are the better performing managers. It may also reflect better performance for the
managers in general in the latter part of the sample.

For parsimony and to reduce collinearity of the regressors, we reduce the number of instruments in
these models to a constant and the two most important variables based on the previous analysis—
the Treasury bill yield and the stock market dividend yield. In the conditional four-factor models,
the regression equation has 12 regressors: a constant, the four style indexes, and the products of
the two information variables with the four style indexes.
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Figure 1

Frequency distributions of alphas

Estimates of alpha are net of median posted fees, by fund type, for 1988. Starting from the back row
moving forward, the frequency distributions of the alphas are shown for the following models: C-
Four fac = conditional, four-factor model, U-Four fac = unconditional four-factor model, C-Style =
conditional single style-factor model, U-Style = unconditional single style-factor model, C-Capm =
conditional capital asset pricing model, and U-Capm = unconditional capital asset pricing model.
The models are described in more detail in the text.
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distributions is an interesting result, in view of the finding by Ferson
and Schadt (1996) that conditional alphas for mutual funds are on
average larger than unconditional alphas. Ferson and Warther (1996)
show that these differences reflect a positive correlation between ex-
pected market returns and the flow of new money into mutual funds
over time, combined with a negative relation between new money
flows and mutual fund betas.

While we also find time-varying betas for pension funds, it is likely
that the flow of pension monies and the cash holdings of these funds
do not respond as much in the short run to expected market returns
as is the case for mutual funds. This may explain the difference be-
tween our results in Figure 1 and the findings of Ferson and Schadt
(1996). Such differences motivate further analysis of the performance
dynamics.

4.3 Evidence of time-varying conditional alphas

Table 2 summarizes the results of estimating Equation (5) with time-
varying conditional alphas. This model approximates the conditional
alpha as a linear function of the predetermined information, allowing
the function to be different for each manager.'?

Panel A of Table 2 uses the CRSP value-weighted index as the
benchmark portfolio. The two far right-hand columns report right-tail
p-values for the F-test and for a heteroskedasticity-consistent Wald
test of the hypothesis that the conditional alphas are constant over
time, against the alternative that they are time varying. The tests in
panel A provide evidence that some managers have time-varying con-
ditional alphas relative to the CAPM. A 5% F-test (Wald test) rejects the
constant-alpha hypothesis for 27% (24%) of the growth managers, and
for 43% (48%) of the value managers. The fractions for the large-cap
and small-cap managers lie between these figures. The joint Bonfer-
roni tests reject the constant-alpha hypothesis at the 0.024 level or less.
A similar result is found in panel B, where the style index benchmarks
are used. The tests therefore provide evidence that the conditional al-
phas in these models are time varying.'3

Table 2 summarizes, using equally weighted portfolios, the esti-
mates of the A, coefficients and their heteroskedasticity-consistent

To keep the number of coefficients manageable, we use a subset of the original instruments in
these models, deleting the January dummy variable and the quality-related bond yield spread.
These two variables were typically the least important in the predictive regressions.

3 Since the time variation can occur in the alphas and the betas, we tested the hypothesis that the

betas are constant, allowing for time-varying alphas. Using an F- (Wald) test, the average p-value
is 0.09 (0.12) and there are 122 (114) funds with individual p-values below 0.05. Bonferroni joint
tests produce p-values of 0.000 based on either the F- or the Wald statistics. We conclude that
time-varying alphas alone are not sufficient to capture the role of the lagged variables.
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t-ratios, which measure the sensitivity of the conditional alphas to the
public information variables. At the group level, the dividend yield
and the Treasury bill yield are the more important variables. We also
examine the coefficients for the individual managers. Judging by the
frequency of f-ratios larger than two, the most important variables
are, again, the Treasury bill yield (41 cases) and the dividend yield
(37 cases).

Among the small-cap managers, 15 of the 16 significant coefficients
for alpha on the dividend yield are positive, and all 13 of the sig-
nificant coefficients on the Treasury bill are negative. This says that
the small-cap managers deliver higher risk-adjusted abnormal per-
formance relative to the CAPM when dividend yields are high and
short-term interest rates are low, even after allowing for time-varying
risk exposures. Since high dividend yields and low short-term inter-
est rates both predict high stock returns, the conditional alphas tend
to be positively correlated with expected stock market returns. While
consistent with the conventional wisdom that it is easier for a fund
manager to look good in an up market, this result may reflect a mis-
specification in the conditional CAPM.

Panel B of Table 2 summarizes the results of estimating conditional
alphas using the Russell style index for the manager as the bench-
mark portfolio. Different managers with different style classifications
therefore have different benchmarks. The results are similar to what
we found using the CAPM, including the tendency for positive coeffi-
cients on the dividend yield and negative coefficients on the Treasury
bill. A 5% test using the F (Wald) statistic rejects the hypothesis that the
alphas are constant for 53 (77) of the 185 managers. The Bonferroni
joint p-values are 0.003 or less for each manager group. The signif-
icant time-variation in the alphas is spread fairly evenly across the
groups, which is also similar to the results for the conditional CAPM.
Our conclusion is that some pension fund managers have time-varying
conditional alphas, and these are not an artifact of using the condi-
tional CAPM as the benchmark model.

. The Persistence of Investment Performance

5.1 Methods for measuring persistence

Our approach to measuring persistence is based on cross-sectional
regressions of future excess returns on a measure of past performance,
or alpha:

1t t+T) = Vo + Viicp + up(t,t+1), p=1,....,n (0)
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where 7,(2, t + 1) is the compounded return from month ¢ to month
t + t for manager p, measured net of the return to rolling over 1-
month Treasury bills. The symbol T denotes the return horizon, for
T =1,3,6,12, 18, 24, and 36 months. The regressor, ®py, i @ measure
of past abnormal performance, estimated using time-series data up
to month ¢. The term u,(z, t + ) is the regression error. The cross-
sectional regression is estimated for a number of months, resulting in
a time series of the slope coefficients, y1,,., t = 1,..., T — 7. The
hypothesis that the alpha cannot be used to predict the future return
(i.e., no persistence) implies that the expected value of the coefficient
V1.1t 1S zero.

Equation (6) is a predictive cross-sectional regression, since the
alpha is based on past data only. Similar regressions are used in asset
pricing studies [e.g., Fama and MacBeth (1973), Ferson and Harvey
(1991b)], where a risk measure like beta is the independent variable.
Equation (6) is estimated by generalized least squares (GLS), using a
computationally feasible weighted least squares (WLS) approach. The
weight for each observation is the inverse of the standard deviation
of the residuals from the time-series model that was used to estimate
the alpha. This has two advantages. Note that the deflated alpha is
essentially an appraisal ratio. Because deflating by the standard error
reduces cross-sectional differences related to variance, Brown et al.
(1992) suggest using the appraisal ratio as a partial adjustment for
survivorship bias. Roll and Ross (1994) and Kandel and Stambaugh
(1995) also show that GLS is preferable to ordinary least squares (OLS)
in cross-sectional stock return regressions.

Because the slopes of the cross-sectional regressions are invariant
to any additive factors, the results are robust to any additive bias in
returns that is common across the funds at a given date (for exam-
ple, a misspecified risk-free rate). By using the future return as the
dependent variable in Equation (6), the regressions focus directly on
the question of the most practical interest: to what extent can the past
alpha be used to predict future relative returns? The alternative ap-
proach of using the alpha for a future subperiod as the dependent
variable, as in some previous studies, is problematic for the following
reason. Most of the likely sources of bias in alphas (e.g., missing priced
factors, size effects, book-to-market or earnings yield effects, etc.) are
correlated over time. If future alphas were used as the dependent
variable, such biases in alpha are likely to be correlated over time,
which can generate spurious evidence of persistent performance.

While the cross-sectional regression approach has some attractive
features, it also implies some complications. The regression errors
are cross-sectionally correlated, making the usual regression statistics,
such as R? and OLS standard errors, unreliable. Therefore we use the
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methodology of Fama and MacBeth (1973) to test the hypothesis that
the expected value of y; ;. is zero against the alternative hypothesis
that the mean value of the coefficient is not zero. A t-statistic is formed
where the sample mean of the time series of the y; ;; estimates is the
numerator and the standard error for the mean is the denominator.

When the future return horizon is longer than 1 month (z > 1), the
time series of the y; ;. estimates will be autocorrelated because of
the overlapping data. We adjust the standard errors in the #-statistics
to account for this autocorrelation, using the approach of Newey and
West (1987) with T — 1 moving average terms.

5.2 Evidence that performance persists

Table 3 summarizes the results of the cross-sectional regressions, using
various measures of the past performance to predict the future returns.
Each row of the table uses a different measure of alpha. The simplest
measures are the past average returns and the returns in excess of
the manager’s style index, based on the most recent 60 months.'* We
also measure the past average return net of the return for an equally
weighted portfolio of the other managers in the same Russell style
group (denoted in the tables as “net of group mean”). The “60-month
unconditional CAPM” alphas use Equation (1), the previous 60 months
of data, and the market index as the benchmark to estimate an alpha.
The “60-month unconditional style alphas” are similar, but use the pas-
sive style indexes as the benchmarks. The “time-varying conditional
CAPM” alphas use Equation (5) and the previous 60 months of data
to estimate the parameters. The most recently available values of the
information variables, Z;, are then used to determine the conditional
alpha. The “time-varying conditional style” alphas are similar, but they
use the style indexes as the benchmark.

The middle columns of Table 3 show the Fama—MacBeth ¢-ratios,
adjusted for autocorrelation if the future return horizon, , is longer
than 1 month. Since a number of comparisons are made, and the re-
sults are likely to be correlated across the horizons, joint tests across
the horizons are appropriate. The right-hand columns report the re-
sults of joint tests. The first is the Bonferroni p-value, based on the
collection of the individual p-values for the seven horizons, using the
t-distribution. The far right-hand columns report right-tail p-values for

We also examine the past 36 month average returns, and the results are similar.

We also examine “timing-adjusted” conditional and unconditional alphas. The unconditional mod-
els are based on the classic market timing regressions of Treynor and Mazuy (1966), and the con-
ditional version follows Ferson and Schadt (1996). We also estimate conditional and unconditional
versions of market timing regressions in which the Russell style indexes are used in place of the
CRSP index as the benchmark portfolio. The results for these models lead to similar conclusions.
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Wald tests of the hypothesis that the vector of the slope coefficients
for all of the horizons is zero.'

Focusing first on panel A, the unconditional models provide little
evidence of predictive ability at the short horizons. However, as the
future return horizon is increased, evidence of persistence appears,
and two of four models produce t-ratios larger than 2.0 at the 36-
month horizon. The unconditional alphas relative to the style indexes
and past returns net of the style group means produce the strongest
evidence of persistence, and the only evidence in this panel that is
significant across the horizons, based on the Bonferroni tests.

Panel B summarizes the results for the time-varying conditional
models. All of the coefficients are positive and half of the #-ratios are
larger than 2.0. The conditional models present evidence of persis-
tence at all of the horizons. The positive coefficients say that good
(bad) performance predicts high (low) future returns. Overall, the
regression evidence of persistence is stronger when the conditional
models are used.

Studies of open-end mutual funds find that persistence is concen-
trated in the poorly performing funds [e.g., Hendricks, Patel, and
Zeckhauser (1993), Shukla and Trzcinka (1994), Brown and Goetz-
mann (1995), Carhart et al. (1996)]. Therefore panels C and D repeat
the persistence regressions using only the pension funds whose prior
alphas are negative each month. Panel C shows the results for uncon-
ditional models of alpha and panel D presents the conditional mod-
els. Now the regressions are significant jointly across the horizons for
five of the six models. The significant coefficients are almost always
positive, which says that among the negative-alpha funds, those with
relatively low prior alphas in a given month tend to have relatively
low future returns.

5.3 The economic significance of persistence

The patterns of the #-ratios in Table 3 suggest that persistence be-
comes stronger as the future return horizon increases out to 3 years.
The point estimates of the cross-sectional regression coefficients have
an economic interpretation [Fama (1976)] under the simplifying as-
sumption that the managers’ returns can be sold short. The coeffi-
cient in a given month is the return of an arbitrage portfolio (zero net

The Wald test statistic is a quadratic form in the vector of the sample means of the cross-sectional
regression slopes, where the matrix is the inverse of the covariance matrix for the mean values of
the slopes. The covariance matrix is formed using the standard errors of the means, as described
above, and the correlations are estimated from the time series of the cross-sectional regression
slopes. The Wald test is asymptotically distributed as a chi-square variable, with degrees of freedom
equal to the number of horizons examined.
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investment) constructed to have an historical alpha equal to 1% per
month. The average coefficient is the time-series average of the actual
return to such a strategy. The average values of the cross-sectional co-
efficients are taken for each horizon, over time and across the models
which produce significant coefficients, and expressed as a return per
month (the coefficient is divided by the number of months in the
return horizon). The average coefficients range from over 0.2% per
month to more than 0.6% per month. The magnitudes of the coeffi-
cients are larger (on a per-month basis) for the longer horizons. The
larger ¢-ratios for the longer horizons are therefore not simply a result
of more precise estimates.

The interpretation of the cross-sectional regression coefficients as
portfolio strategies is hypothetical because, unlike mutual funds, it is
not possible to sell short pension funds. Furthermore, the regressions
do not account for differences in the risk of the future returns. If
the alphas are related to risk because of some systematic bias, then
the evidence of persistence may reflect persistence in the expected
compensation for this risk. Adjusting the cross-sectional regressions
for risk is problematic, as discussed above, because errors in the risk
adjustment are likely to be correlated over time, which could actually
produce, instead of control for, spurious persistence.

To address these issues we construct simple trading strategies de-
signed to facilitate risk adjustments and to provide a further economic
interpretation for the persistence effects. Each trading strategy uses an
estimate of alpha based on the past 60 months of data for each el-
igible manager. The alpha estimates are ranked, grouped according
to quintiles, and an equally weighted portfolio is formed from each
quintile group. This portfolio is held for 1 month, and the procedure is
repeated. The monthly returns and the cumulative investment values
are tracked. If there is persistence in performance, then the high-
alpha portfolios will generate higher future returns than low-alpha
portfolios.

To adjust for risk, the performance of each quintile portfolio is
evaluated using both unconditional and conditional models. The con-
ditional models allow for time-varying risk exposures of the quintile
strategies. The first date of the trading strategy returns is January 1984,
and there are 84 monthly returns for each trading strategy.

Table 4 shows results when the quintiles are formed using three
alternative measures of past performance. These are based on a time-
varying conditional CAPM, an unconditional CAPM, and on past aver-
age returns with no risk adjustment. For each trading strategy Table 4
reports the alphas of the strategy’s future returns, measured relative
to four risk models (unconditional and conditional CAPM and three-
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factor models),!” unconditional and conditional betas, and other per-
formance statistics. The first two rows present comparable figures for
the CRSP value-weighted index and an equally weighted portfolio of
all managers.

When past average returns are used to form quintiles, the extreme
high and low quintiles produce the riskiest future returns measured
by standard deviation, unconditional beta, or conditional beta. This
is consistent with persistence in the volatility of funds, as assumed
in the model of survivorship used by Goetzmann et al. (1995) and
Hendricks, Patel, and Zeckhauser (1996). However, the expected J-
shaped relation between future and past returns or between future
returns and volatility, is not evident. If anything the means present
an inverted U-shaped pattern, with the extreme past return quintiles
delivering the lowest future returns. However, any patterns in the
means are not statistically significant.

Using the unconditional CAPM alphas to drive the strategies, the
lowest-alpha quintiles have the largest standard deviations of their fu-
ture returns and the largest betas. These patterns are consistent with
a systematic bias in the unconditional CAPM. An inverse relation be-
tween alphas and betas is also observed in the early classic studies of
the CAPM [e.g., Black, Jensen, and Scholes (1972), Fama and MacBeth
(1973)]. The relation of the future returns to the past unconditional
alphas again resembles an inverted U. The difference between the fu-
ture returns of the high-alpha and the low-alpha quintile is only 0.2%
per year, and the alphas of the future returns are not statistically dif-
ferent from zero. Thus unconditional CAPM alphas appear to provide
little reliable information about future abnormal performance.

Focusing on the time-varying conditional CAPM, the results of the
trading strategies are strikingly different. The average future returns
are now monotonically decreasing across the alpha quintiles, and the
difference between the high-alpha and low-alpha quintile is 4.9% per
year. The cumulative value of a $1 investment made in 1984 and held
until the end of 1990 ranges from $2.73 for the high-alpha to $1.93 for
the low-alpha quintile. The fraction of the 84 excess returns that are
positive is monotonic across the conditional alpha quintiles, ranging
from 60.7% for the high-alpha to 54.8% for the low-alpha quintile.

Table 4 also provides risk-adjusted returns for the trading strategies.
Simple measures of risk are not monotonic across the conditional al-

The conditional three-factor alphas are the intercepts in regressions of the quintile portfolio returns
on three factors and their products with three lagged instruments. (We do not use the yield spread
QUAL or the January dummy as instruments in the three-factor models). The three factors roughly
follow Fama and French (1993). They are (i) the Standard and Poors 500 excess return, (ii) the
difference between the small-cap and the large-cap style index returns, and (iii) the difference
between the value and the growth style index returns.
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pha quintiles. The standard deviations of the future excess returns,
their unconditional betas, and the time-series averages of the condi-
tional CAPM betas are all lower in the middle quintiles and higher at
the extreme quintiles. All of the risk measures are the largest for the
low-alpha quintile.

Estimates of CAPM alphas (unconditional and conditional versions)
for the conditional quintile-strategy returns are positive for the highest-
return quintile and ordered nearly monotonically across the quintiles.
The return differences generated by the conditional alpha strategies
do not appear to be explained by these measures of risk. Significantly
negative alphas are found for some of the low conditional perfor-
mance quintiles. This is consistent with our previous observation that
persistence is concentrated in the poorly performing managers. In
summary, these are not the patterns that would be expected under
a simple survivorship bias or a bias related to risk measurement. We
conclude that the persistence in pension fund performance is most
likely to be an economically meaningful phenomenon.

5.4 Robustness of the evidence

As we discussed above, it is difficult to evaluate the extent to which
survivorship biases may be responsible for our results. There are other
statistical issues that we can partially address.

The patterns of the #-ratios in Table 3 suggest that the statistical sig-
nificance of persistence becomes stronger as the future return horizon
increases out to 3 years. The Newey—West estimator places declining
weights on the autocovariances at longer lags. While the estimator
is consistent, it could place too little weight on the longer lags in
finite samples. We therefore reestimated a number of the cases us-
ing Hansen’s (1982) covariance matrix, which gives equal weights to
all of the lags. This produces slightly smaller #-ratios for the shorter
horizons, similar numbers in the 1- to 2-year range, and larger ¢-
ratios at the longest horizons. These patterns are consistent with the
negative sample autocorrelations that are typically found in longer-
horizon portfolio return data and the weak or positive autocorrelation
in shorter-horizon returns [e.g., Fama and French (1988)]. We conclude
that the results are not driven by our use of the Newey—West estimator.

It is conceivable that the strong positive relation of alphas to fu-
ture returns in the subsample of negative-alpha managers masks a
significant pattern among the high-alpha managers. Possibly, mean
reversion in the high-alpha managers could combine with persistence
in the low-alpha managers to generate an insignificant relation in the
full sample. Mean reversion of the top managers may reflect actual
performance or an “up and out” form of survivorship bias, as was
discussed above. To explore this possibility, we repeated the analysis
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using the subset of managers with alphas in the top third each month.
We find no strong evidence of persistence. Most of the point estimates
of the coefficients are negative at the shorter horizons. However, the
negative coefficients are generally not significant. We compare the
magnitudes of the persistence regression coefficients in the full sam-
ples and the subsamples. The largest coefficients are found in the
subsample of negative-alpha managers, which suggests that the eco-
nomic significance of the persistence is larger for the poorly perform-
ing managers. These results confirm the impression that the evidence
of persistence in performance is especially concentrated in the poorly
performing managers.

Concluding Remarks

This article provides the first analysis of the performance of insti-
tutional equity managers using conditional performance evaluation
techniques. We use time-varying conditional alphas as well as betas
in our models. Our analysis documents a striking persistence in the
relative performance of the managers, which appears to be of eco-
nomic significance. The additional information used by a conditional
measure allows us to better detect persistence in the performance of
pension funds. Similar to the previous evidence for mutual funds, we
find that poor performance tends to be followed by low future re-
turns, and that persistence is concentrated in the poorly performing
managers.

Finding that a conditional measure can detect persistence in pen-
sion fund performance is consistent with the view that more sophisti-
cated techniques are used to successfully evaluate pension fund man-
agers than a typical investor uses to evaluate mutual funds. However,
the finding that poor conditional performance is followed by poor
future returns is puzzling. While it may not be surprising to find that
some managers can generate consistently poor returns, the survival
of such managers suggests that plan sponsors do not take action to
remove their money from a fund with predictably poor performance.
This raises a number of interesting questions for future research. Why
do the poorly performing managers survive? Is this an inefficiency
in the market for pension manager services, as Lakonishok, Shleifer,
and Vishny (1992) suggest? Are the costs of firing low-return man-
agers high enough to justify this persistence? Do the poorly perform-
ing managers deliver valuable services to their sponsors which offset
their poor investment returns? What strategies for trading and trade ex-
ecution characterize these persistently poor performers? Conditional
models seem to provide a more powerful signal than has previously
been available to measure risk-adjusted investment performance. Fu-
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ture research is needed, using conditional methods, to address these
issues.
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