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PERFORMANCE EVALUATION OF MUTUAL FUND MANAGERS
IN SLOVENIA

Up until the beginning of the financial crisis Slovenia was marked by exceptionally high
growth rates in the mutual fund industry. The reason for this was in the performance of Slovenian
stock market index, which was one of the best performing in 2007 with the growth of more than
70%. In this paper mutual funds performance in Slovenia to discover the quality of fund managers
in the market has been analysed. The focus was made on the energy investment funds. Different
risk-adjusted measures such as the M2, the Treynor ratio, the Sortino ratio and the Information
ratio using monthly log returns have been analysed. Selection ability of fund managers with Jensens
alpha and timing ability using the Treynor-Mazuy model was also studied. The analysis outcomes
revealed that the risk and return performance of mutual funds in Slovenia does not deviate from
those in the developed markets and the selection and market timing ability of fund managers can-
not be confirmed.
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Tans Mapkogiu XpiOepnik, Ypom Bek .
OIIHIOBAHHA AIAJIbHOCTI MEHE/IZKEPIB IHBECTUIIIMHUX
®OHJIB Y CJIOBEHII

Y cmammi noxazano, wo 0o nouamky inancoeoi kpusu y Caoeenii cnocmepizaaucs
GUKAFOMHO GUCOKI memnu 3pocmants ineecmuuitinux ¢ondie. Caosencokuil inoexc ponoosozo
PUHKY 0y6 00num 3 Hatiegpexmuenimux y 2007 p. 3 pienem 3pocmannsn 6iaviu Hixc na 70%.
Ilpoanaaizoeano Odisavnicmo ineecmuuiiinux hondie y Caoeenii i axicmo ynpaeainua wumu
dondamu na punxy. Axuenm 3pobGaeno na ondax 3 ineecmuuiamu 6 emepzemuvHii 2aaysi.
Ilpoanaaizoeano pisni 3axodu 3 nodosanus pusukie, maki ax xoegiuiecumu M2, rxoeiyicnm
Tpeiinopa, xoeghiuicum Copmino ma ingpopmauiiinuii Koegiyicnm i3 6UKOPUCMAHHAM NOKA3HUKIE
Mmicaunoi npubymroeocmi. Bueueno 30i6nocmi menedicepie w000 npasuibHozo eubopy akmueie i
ceoeuacHocmi nputinamms piwens memooamu asvgpu J{yucencena i 3a modeanio Ipeiinopa-Masyi.
Pesyavmamu anaaizy euseuau, wo pusux i npuéymrosicmo inéecmuuiinux ¢hondie 6 Caroeenii ne
GIOPI3HAIOMbCA 6I0 AHANOIMHUX NOKA3HUKIG NO PO3GUHEHUX PUHKAX, a 30i6Hocmi meHedxcepie
w000 NPABUALHO20 | C60EHACHO20 NPUTIHAMMS PilleHb He MOJCYMb Oymu niomeepoiiceni.
Karouosi caosa: ineecmuyiiina nosimuka, iHeecmuyiiini (onou, 3axo0u no0ONAHHS DPUBUKIE,
DUHKU, U0 PO36UBAIOMBCA.
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B cmamve noxasano, umo 0o nauaaa gpunancosoeo xpusuca ¢ Caogenuu nabarooaauco
UCKAIOMUMEAbHO BbICOKUE MEeMNbl POCMA UHEECMUUUOHHBIX (hondoe. Caosenckuli undexc
honooeozo poinka Got1 00HuUM U3 camuix Ipphexmuenvix 6 2007 200y ¢ ypoénem pocma 6oaee wem
na 70%. Ilpoanaauzuposanvt desmeavHocmo unéecmuuuonnvix pondos ¢ Caoéenuu u Kauecmeo
ynpaeaenusi smumu ponoamu Ha puvinke. Axuewm cdeaan Ha ondax c uHeecmuUUUAMU 6
anepeemuueckoi ompacau. Ilpoanasusuposanst pazauinvie mepovl npeodosenusr puckos, maxue
kax Kod(ppuuyuenmovt M2, kodppuuuenm TIpeiinopa, rorgpdpuuyuenm Copmuno u
ungpopmauuonnvlli Ko3hpuyuenm ¢ ucnoavb3oéanuem noxazameneli MeCcAHHOU O0X0OHOCHIU.
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H3yuenvt cnocobnocmu ynpasasiiouwux 6vioupamv npasuibhvie AKMUGbL U CE0ePEMEHHOCHb
npunsamus pewenui memooamu aavgot Jcencena u no modeau Ipeiinopa-Masyu. Pezyivmamuot
aHAAU3a 6bIABUAU, YMO PUCK U O00XOOHOCMb UHBeCMUUUOHHbIX ¢hondoe 6 Caosenuu ne
OMAUMAIOMCA OM AHAAO0UMHBIX NOKa3amedeil NO pPA3GUMbIM PbIHKAM, a4 CROCOOHOCMU
MeHeoNcepos 8 8bi00pe NPAGUALHBIX U CB0EBPEMEHHBIX PeuleHUll He Mo2ym Obimb noomeepicoeHbl.
Karouesvte caosa: ungecmuyuonHas nOAUMUKA, UHBECMUUUOHHblE QOHObL, Mepbl npeodoaeHus
DUCKO08, DA3GUBAIOUAUECS POIHKUL.

1. Introduction

Mutual funds are often the subject of research and analysis, which all share the
aim of identifying the best performing, or better performing funds than the bench-
mark. Investors focus a great deal of attention on the historical returns of a fund when
making investment decisions. They disregard the fact that historical returns do not
always assure future returns.

Investment and portfolio theory has introduced plenty of measures to compare
the risk and return of a fund. The theory has emerged with the publication of an arti-
cle by William Sharpe (1966) in which he first presented a measure of excess returns
per unit of risk. The unit of risk was standard deviation.

In this paper we will analyse mutual fund performance in Slovenia. Most
research on the mutual funds industry was performed on mutual funds in developed
markets. With the rapid development of mutual fund industry in transition economies
the research interest became stronger also for this area.

The enhancement of the Slovenian capital market has its roots in early 1990.
Citizens received certificates through the process of privatization that allowed them
to buy shares of different companies. In such a way they came into contact with cap-
ital investments. The next step in the development of a capital market was the intro-
duction of closed investment funds and mutual funds. From that point on, the mutu-
al fund industry made rapid progress until the beginning of the global financial crisis.
In 2003 for example, The Wall Street Journal Europe ranked one of the Slovenian
mutual fund (Galileo) at the top of the 15 most successful open funds.

In this paper an attempt was made to analyse mutual funds performance in
Slovenia in past years to discover the quality of fund managers in the market. The
research of mutual fund performance is limited to the period 2005—2009 and to the
sectoral energy investment policy. We introduced different risk-adjusted return meas-
ures, such as M2, the Treynor ratio, the Sortino ratio, the Information ratio and
examined the managers’ selection ability with Jensens Alpha and the timing ability
with the Treynor-Mazuy model.

The paper is organized as follows. In Section 2 we introduced the performance
measures used in the evaluation of funds. In Section 3 we briefly explained the data.
In Section 4 we calculated and discussed the performance measures of Slovenian
mutual funds. Finally, the concluding remarks are given in Section 5.

2. Methodology

The Slovenian investor has focused much attention on nominal returns when
investing in mutual funds in recent years. With the financial crisis, which prompted

3 The model was first introduced by Jack L. Treynor (1961-1962), William E Sharpe (1966), John Lintner (1965) and John
Mossin (1966) independently, but based on earlier work of Harry Markowitz on diversification and modern portfolio theory.
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the global stock markets to collapse, the attitude towards risk has changed. Investors
are now more aware of the positive correlation of risk and return.

Modern portfolio theory uses a capital asset pricing model (CAPM?) to estimate
the expected return of mutual funds, which is a linear function of systematic risk ([3)
and the selection ability (a). The fund's return is equal to the return on a risk-free
asset, market premium and the selection ability of the fund manager.

R, =a; +R;, +B;(R Rii) e, (1

R, ;is return of fund i, Ry, risk-free return, R, ; market return. 3 is a measure of
systematic risk and shows the market exposure of fund and ¢; ; is stochastic and fund-
specific return. A risk-free asset is by definition not exposed to the market, so the sys-
tematic risk is 0. If the fund’s actual return is higher than the expected one, calculat-
ed with CAPM, the fund manager shows selection ability. In the equation 1, the con-
stant measures are the manager’s selection ability. In case a > 0 the manager is supe-
rior to the market in stock picking and vice versa — if a < O (Jensen, 1968).

In 1966, Treynor-Mazuy presented a modification of CAPM to assess a manag-
er’s ability to predict market fluctuations.

R, =a; +R;, +B;(R Ree) +Yi (R _Rf,t)2 e, (2)

a is a measure of selection ability and y — of market timing. If the Treynor-
Mazuy coefficient is positive, the fund manager is able to shift from high-beta stock
to low-beta stock when the market falls. If the coefficient is negative, the manager is
not able to properly assess the market condition and shifts from high-beta stock to
low-beta stock when the market falls.

In this paper, we decided to evaluate the funds' performance with the absolute
risk-adjusted return measures (M?, Treynor ratio, Treynor-Mazuy), relative
(Information ratio) and the downside risk-adjusted returns.

Modigliani and Modigliani (1997) first introduced M? to compare returns that
have been adjusted to risk. The coefficient is a modified Sharpe ratio (1994), which
shows the return per unit of risk and puts the benchmark and fund on the same risk
basis.

m,t -

m,t -

M2:RPf_RFiX6-X\/E)+R_E, 3)
o, xJP
where: RP; is the average return of the fund /i, RF; is the average return of a risk-free
asset /, 0; is the standard deviation of the fund /, gj is the standard deviation of the
benchmark j, and P is the number of observations in a year.

Total risk is 0° = Fa,,,’+0,%, which can be divided into systematic risk and unsys-
tematic risk. With diversification, unsystematic risk can be reduced, but one can not
avoid systematic risk when investing in the stock market.

The Treynor ratio (1966) is calculated by dividing excess returns with market or

systematic risk (B). The fund lacks proper diversification if M? is low while the
Treynor ratio is high.

T :EF—P""RE_E )
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where: RP; is the average return of fund i, RF; is the average return of risk free asset i
and S; is the measure of market or systematic risk /.

William E. Sharpe (1966) is the author of the Information ratio, whose average
value added over the benchmark divides by its standard deviation.

EM%\/_ (&)

o(BP. -RM, )x/P
where: RP; is the return of fund /i, RM, is the return on benchmark i, of RP—AM,) is
the standard deviation of value added i, N is the number of observations, and P is the
number of observations in a year.
Feibel (2003) defines Sortino ratio as a measure of downside risk, where positive
returns are not observed. In the denominator only returns that are smaller than the
target return (T) are considered. The ratio measures excess return to downside risk

aken.
t @’ T)<P (6)
ﬁ\/z(FfP ~TYiRP <T E'*/F

where: RP; is the return of a fund i, RP; is the average return on the fund j, T is the tar-

get rate of return, N is the number of observations, and P is the number of observa-
tions in a year.

3. The Data

The research includes comparable mutual funds that were present in the
Slovenian market at the end of 2008. The funds were selected in accordance to sec-
toral energy investment policy.

Funds with sectoral energy investment policy had to satisfy certain criteria: the
fund had to have at least 75% of assets in shares of companies which produce, dis-
tribute oil, gas and electricity; mining coal and uranium; produce equipment for
energy companies; produce and invest in R&D of renewable energy sources.

Mutual funds have at least 33 observations and they all ended at the same point
in time. In the research we used log monthly returns R;; = In(S; ;/S; ;.1), where S; ; is

the monthly return of a fund / in month t. The risk-free asset was compounded by the
10-year German, Japanese and USA bonds and the benchmark was MSCI ENERGY
in euros.

4. Results and discussion

In accordance with EFAMA (2008) Slovenia had the highest growth of mutual
fund assets in 2007 with 45,9%. In that same year, the market of mutual funds reached
a size of 2.97 bln. euros. The reason was that the Slovenian stock market had the high
net inflows of money to mutual funds. The performance of the Slovenian stock mar-
ket index was more than 70% and was one of the best performing indices in the world
in 2007. A particular characteristic of the Slovenian investor was its high risk profile.
The structure of mutual funds assets was dominated by equity funds. At the peak of
the market in 2007, equity funds represented 66% of all mutual fund assets. The share
of equity funds to total assets in the European Union was 41%. Net withdrawals and
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drops in equity prices, as a result of the financial crisis, started to shift the structure of
mutual funds assets in Slovenia toward the EU standards.

The mutual fund market in Slovenia shrank to 1.75 bln. euros in September
2009. However, this is still 91% higher than at the beginning of 2005. In addition to
asset growth the number of investors in mutual funds jumped 200% to 393,000 euros.

To analyse the mutual fund performance in Slovenia with the energy investment
policy in the period 2005—2009 we first started estimating CAPM (equation 1) with
the standard method of linear regression: ordinary least square. In the Slovenian
mutual fund market there were nine funds present with the energy investment policy
at the end of 2008 (Table 1).

Table 1. General figures

Mutual Funds N| Introduction of funds | 2005|2006 | 2007 | 2008 |2009*
ENERGY % % % % %
Infond Energy 46 oct.05 -0.12116.46|2542|-47 80| 24.52
KD-Surovine in energija 39 may 06 - [10.55]2191|-4698|22.48
EEF -Energy &Materials 56 jul.00 42.05] 6.26 [1571|-4181|17.12
llirika-Modra energija 33 nov.06 - 1.44 11307|-4540]18.37
MP-Energy 46 oct.05 18.47] 9.72 1 793 |-50.09| 31.31
NLB-Naravni viri 43 jan06 - 11295|2187|-4338[25.23
PIA-Energy Stock 56 jun.01 53.04|13.41(2431|-48.71| 24.48
Raiffeisen Energie Aktien 56 feb02 50.03/13.29/14.03|-48.58] 26.36
SG AM-Global Energy 56 oct.98 12.73|-6.77 | 2014|-40.19| 10.35
MSCI WORLD ENERGY INDEX dec.98 44.57] 3.90 [1530|-3661] 796

*till the end of August 2009. Source: KD Financna tocka (2009) and Bloomberg (2009).

Table 2 shows the results for 9 funds with the energy investment policy. The aver-
age monthly log return for the benchmark in the period from January 2005 until
August 2009 was 0.3%. The majority of funds had negative average monthly log
returns. The Slovenian mutual funds had higher negative average returns. This is due
to the fact that they were introduced to the market after January 2005. Infond Energy
and MP-Energy started in October 2005, while Ilirika-Modra energija began in
November 2006. Slovenian fund managers were not able to compete during the time
when markets were surging. This fact has to be considered when interpreting the
results.

The best performing fund was the PIA-Energy Stock, with an average monthly
log return of 0.57%. In addition to the PIA-Energy Stock, two other funds outper-
formed the benchmark with an average return of 0.3%. Higher risk taking was prof-
itable for only one third of the funds, which had higher average monthly log returns
than the benchmark. 7 out of 9 funds had a standard deviation higher than the bench-
mark. EEF-Energy&Materials was able to outperform the benchmark while having a
lower standard deviation and therefore being less risky. The R2 statistics range from
0.649 to 0.914, while the beta stretched from 0.867 to 1.044 — all significant at a level
of 5%.

Table 3 shows the risk adjusted statistics of the M2, Treynor ratio, Sortino ratio,
Information ratio and a-coefficient. Funds are sorted in accordance with M2, where
a higher positive value represents a better relationship between risk and return. The
average monthly log return for the majority of funds was negative — as well as M2. In
this case, the fund with a lower negative value for M2 represents a better relationship
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between risk and return. The PIA-Energy Stock has the best relationship between risk
and return, followed by the Raiffeisen Energie Aktien. The two funds with the high-
est M2 value also have higher Treynor ratios. They were rewarded for taking higher
risks, which is reflected in other ratios as well. The beta of both funds is higher than 1
and the standard deviation is higher than the benchmark.

Table 2. Monthly Log Returns of Mutual funds with energy Investment Policy

Mutual Funds u oD a R? ar y
1.018 1001 | 0365
Infond Energy -0.00036 | 0.07250 | (47 68y 10755 | (980 | (032
KD-Surovina in energija -0.00348 | 0.06990 (gggg) 0.722 (23%) ( 4_)067285)
EEF -Energy &Materials 0.00311 | 0.06132 (203'992&) 0.914 (201'9705%) (f’f%)
o ] 0.871 0841 | 0585
Ilirika-Modra energija 0.00917 | 0.07 156 (8.016) 0.675 (6:337) | (0405)
MP-Energy -0.00377 | 0.07202 (g:g%) 0.649 (3:2?)5) (f):ggg)
NLB-Naravni viri -0.00149 | 0.06177 (101'826075) 0.754 (90'1%%) (g'gg)
PIA-Energy Stock 0.00572 | 0.07374 | 113;0%21) 0781 1029379%) (j‘gg%
o o 1.044 1003 | 1254
Raiffeisen Energie Aktien 0.00412 | 0.07221 (16.442) 0.834 (14.781) | (-1549)
SGAM- Global Energy -0.00325 | 0.06711 (?é?ég) 0764 101~894829) (:g)-‘fg;’)
MSCI WORLD ENERGY INDEX 0.00303 | 0.06319 | 1 1

Notes: i — average monthly log return; 6D — total risk (standard deviation on fund);

& —systematic risk; R? — statistics obtained from the equation 1; coefficients (&*,y) are estimated
with the regression equation 2; benchmark used is MSCI Energy Index; average annual return
of a risk-free asset in the observed period is 3.09%; t-statistics is significant at a 5% level.

Table 3. Risk Adjusted Statistics of Mutual Funds with Energy Investment

Policy

Mutual Funds M2 Ty a S IR
PIA-Energy Stock 0.06326 | 0.03656 (0095073) 0.18033 | 0.26953
Raiffeisen Energic Aktien 0.04711 | 0.01771 | 0.001 (0.266) | 0.09083 | 0.12693
EEF-Energy &Materials 0.03750 | 0.00688 | 0.0001 (0.043) | 0.03559 | 0.01409
Tnfond Energy 0.00017 | -0.03467 | 0.003 (0.596) | -0.17307 | 0.30222
NLB-Naravni viri 2001905 | -0.05633 (0698()54) -0.28746 | 0.58735
KD-Surovina in energija -0.03475 |-0.07754 | 0.002 (0.262) | -0.35489 | 0.19814
SGAM-Global Energy -0.03496 | -0.07536 (:?:g?g) -0.36084 | -0.66251
MP-Energy -0.03589 | -0.08123 (:8:(1)8 é) -0.37207 | -0.02223
Ilirika-Modra energija -0.09357 | -0.16 191 (__0003%3) -0.64531| -0.13109
MSCI WORLD ENERGY INDEX | 0.03640 | 0.00548 0 0.02998 | 0

Notes: T,-Treynor ratio; O -coefficient; S-Sortino ratio; IR-Information ratio

When analysing the market timing ability of funds with the Treynor-Mazuy
model (equation 2) none of 9 funds had a positive y coefficient and none of them were
significant at the 5% level. That means the managers increased their holdings of high
beta stocks when the market performed poorly and vice versa. We can conclude that
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fund managers lack market timing ability when making investment decisions. This is
also in accordance with the findings of Cumby and Glen (1990), Hendrics et al.
(1993), Jagric et al. (2004) and Jagric et al. (2007).

6 out of 9 funds had a positive coefficient a but with a low nominal value (third
decimal). But none of them was statistically significant at a 5% level. These results are
comparable to Ippolito (1989), who, in researching 143 funds, found that 127 funds
had a 0, 12 funds were positive and 4 funds were negative.

5. Conclusions

We analysed mutual funds performance in Slovenia to discover the quality of
fund managers in the market. Up until the beginning of the financial crisis, Slovenia
was marked by exceptionally high growth rates in the mutual fund industry. The rea-
sons for this were in the performance of the Slovenian stock market index, which was
one of the best performing markets in 2007 with a growth of more than 70%.
Additionally, the number of investors and mutual funds increased. This was all sup-
ported by a good macroeconomic picture of low budget deficits and public debt,
which deteriorated during the financial crisis. Slovenia in 2009 registered a budget
deficit of around 5.5% and a public debt of around 36% (SURS, 2010).

During the period of economic success, investors did not pay much attention to
the risk and return analysis. With the financial crisis, investors became more aware of
the fact that risk goes hand in hand with return.

The success story for the mutual fund industry in Slovenia ended with the finan-
cial crisis that caused net outflows of assets of 304 min. euros in 2008. This repre-
sented 10% of all assets in 2007. According to EFAMA (2009), in Europe the net out-
flow of assets in 2008 accounted for only 4.4% of all assets. Regarding this data one
should have in mind, that the structure of Slovenian household financial assets con-
sisted of 6.3% of assets in investment funds (mutual funds and investment compa-
nies), while in Europe it was 9.1% (Banka Slovenije, 2009; ATVP, 2008). When we
compared investment fund assets to national GDP, we saw that in Slovenia invest-
ment fund assets represented 5.1% of GDP, while in Europe it was 45.9% of GDP.

In the analysis of the performance of mutual funds in Slovenia from January
2005 until August 2009, we used the monthly log returns of funds. The research
included mutual funds that were present on the market at the end of 2008. The focus
was on funds with the energy investment policy. With the CAPM and Treynor-
Mazuy models, we examined both selection and market timing ability. When
analysing selection ability the majority of fund managers had a positive coefficient
but none significant at the 5% level. The results of the market timing analysis states
that fund managers were not able to properly predict market fluctuations. However,
none of the analysed funds were statistically significant at a 5% level. In this paper,
we can not confirm the selection and market timing ability of fund managers. This
conclusion is in accordance with the findings of other research studies, mentioned
previously.

The results show that the mutual funds in Slovenia have the same risk and return
characteristics of other mutual funds in developed markets that have been active for
several years. The performance of fund managers in the Slovenian mutual fund mar-
ket does not lag behind the performance of fund managers in more developed coun-
tries.
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