Chapter 2

LITERATURE REVIEW

This chapter reviews the literature related 10 selectivity and market timing in fund
management. Chapter contains five main sections. First, selectivity and market tinting
concepls: second. an account of the past studies on funds selected selectivity and
market timing performance analysis; third, an account of the past studies from
Thailand: fourth introduction to the three selectivity and market timing models used in

this study; and fifth, a summary of the chapier.

2.1 Selectivity and Market Timing Concepts

The portfolio managers ability to select undervalued securities and time buying and
sciling to upswings and downswings in the market is the fundamentals of selectivity
and market timing in fund performance analysis (Dellva, DeMaskey and Smith 2001).
Alexander, Sharpe. and Bailey (2001) defined selectivity as ‘an aspect of security
analysis that entails in forecasting the price movements of individual securities’ and

the market timing as ‘a form of active management' that a surrogate market portfolio

' Aclive equity portfolio management is an attempl by the manager Lo oulperform, on a risk-adjusted
basic. a passive benchmark portlolio. A benchmark portlolio is a passive portfolio whose average
characteristics {inciuding such lactors as beta. dividend yield. industry weighting, and (irm size) match
the risk-return objectives of (he client” (Reilly and Brown 2003. p.653).



and the risk-free asset, depending on the investor’s perception of their rclétive near-
term prospects’. These concepts imply that a portfolio manager would prefer a
portfolio to bear a low beta when he expects the market to have a lower return than the
risk free rate because the low beta portfolio is likely to earn a higher expected return
than a high-beta portfolio. On the other hand, he would like to have a high-beta vatue
when he expects the market (o get a higher return than the risk free rate because of the
higher expected return than from a low beta portfolio. Then, if the portfolio manager
was able to forccast the expected return on.the market portfolio correctly, his portfolio
would perform better than a market portfolio with a constant beta that is equal to the
average beta of the manager’s portfolio. Hence an ideal mutual fund manager would
consequently increase the beta of the portfolio in expectation of a bull market and

decrease the beta before a bear market.

Given the above management behavioural dynamics the fund manager’s performance
can be summed as the market timing ability of adjusting the portfolio composition o
benefit from the market cycles and as the ability 1o select undervalued securities

(Reilly and Norton, 2006).

2.2 Overview of Selectivity and Market Timing Ability studies

In performance analysis. apart {orm the return attainments the finance researchers are
also concerned with the performance altributions. Analysis of the performance
attributions is vital to successful fund management in a long run. Attributions of fund

performance are listed below accarding to prierity (in some what);



- Adjustment of returns for systematic risks.

- Consistency between the investment process and the managers’ decision-
making process.

- Reflection of managers short term and long-term (tacticai) allocation
process.

- Level of fund expendiiure

The first and the fourth attributes are generally intrinsic component to the fund. The
second and third attributes are finked to the managers’ selectivity and market timing
abilities. Hence adjustment to risk, selectivity and markel timing are separable

components of the overall portfolio/fund performance.

2.2.1 Summary of Selectivity performance studies

The first classic risk-adjusted measurc, based on mean-variance refationship, called
reward-to-volatility ratio was formulated by Treynor (1963) to gauge the performance
of a portfolio or fund. Then for the same purpose, Sharpe ratio (Sharpe 1966 and 1994)
was developed using standard deviation as the relevant risk measure. Treynors’
measure is relatively hard to interpret than the Sharpe ratio. Though both these
measures are structurally simple. they fail to distinguish between the intrinsic fund
performance components from the fund managers’ skills or abilitics. Jensen (1968)
estimated a proto-type singie factor regression model to isolate the fund manager’s
skill in the form of an intercept (aipha) term. The alpha term measured as constant
term for a given portfolio or fund reflects only the selection abitity. This single factor

model assumes that the risk level of a fund is stationary and thus fails to account for



fund manger’s market timing ability. Since the formulation of the Jensen model,
several researchers developed a variety of fund performance measures, Information
ratio (Treynor and Black 1973), Components of investment performance on selectivity
and risk (Fama 1972). Four-index model (Elton. Gruber and Blake 1996b), M?
(Modigliani and Modigliani 1997}, Four-factor model (Carhart 1997). Three-factor
model (Block and French 2002) and so an. All these models focused on further
investigation into the factors that contributes to intrinsic funds’ performance rather

than on fund manger’s timing ability.

The table 2.1 (see chapter appendix) presents a summary review of studies conducted
in US, Australia and Europe to verify the factors that contribute to fund performance
including funds selectivity. As previously commented by Grinblatt and Titman
(1989h) and Block and French (2002). these studies are overly dominated by Jenson
model usage. Their abservation is that even though a number of performance analysis
models exist. probably the maost widely used in academic empirical study is the Jensen

(1968} alpha.

2.2.2 Classic market titning performance studies

Fama (1972) and Jensen (1972) advacate that fund managers often time the changes tn
their portfolio'compasition. in anticipation of the overall market pricc movement. This
impties that fund mangers time their buying and selling activities according to
anticipated price shifts to reduce risk. Treynor and Marzuy (1966} and Henriksson and
Merton (1981) extended the analysis of fund manager’s skills with a further

breakdown (o capture the market timing attribute (Grinblatt and Titman (1989Db)).
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Treynor and Marzuy (£966) developed a single factor quadratic regression model to
examine the performance of 57 mutual funds in the ten-year period, 1953-1962. The
squared term of the model denotes the market timing ability component of the
performance. The authors assert the time period chosen is long enough (o capture a
variety of conventional market fluctuations, and short enough to avoid problems
subsequently arises from gradual drift that has resubted from modern fund practices
and policies. Overall results indicate that there was no cvidence to show that mutual
fund managers increase the fund’s beta in buli market and decrease it it bear market in

order to earn high risk-adjusted retums for sharcholders.

The study by Fabozzi and Francis (1979) further supports the findings of Treynor and
Marzuy analysis. Fabozzi and Francis designed a single market model with a2 dummy
variable to find evidence of market timing. Authors examined whether the beta for 85
mutual funds differ between bultish and bearish times using the vate of return of funds
from December 1965 to December 1971, The results indicate that mutual fund
managers did not shift their funds” beta to earn higher return accoding to the changes

accurred in market conditions.

Kon and Jen (1978) atterpted to explore further the influence of non-stationarity in
risk levels on the performance measurement of mutual fund portfolios. Their empirical
observation shows that a tong term switching of portfolio’s risk is experienced with
respect to the market movement. As such portfotio manipulations (changes in portfolio

composition) tend to further intensity the non-stationarity in funds’ systematic risk.



This finding has important implications on future research because if' non-stationarity
is further strengthened by the timing activities, separable performance measures are
imperative for the division of responsibility and allocation of resources between the

two tasks.

An year afler, Kon and Jen (1979) examined the ability to select undervalued
securities and the ability to time market cycles of a sample of 49 mutual funds. They
used monthly rewurn data from January 1960 to December 971 and employed the two-
regime switching regression model proposed by Quandt (1972) in the investigation,
The empirical evidence on ability to select undervalued securities indicates that
although severat individual funds demonstrated superior performance. the average
performance is negative in relation to a naive policy (combination riskless asset and
market portfolio). In addition, the timing ability results indicate that many funds in the

sample set significantly changed their visk level during the time interval of the study.

The models discussed above are based on total risk and therefore well suited to

investigate a portfolio consisting of an individual fund.

Merton (1981) developed an alternative model to analyse the underlying theoretical
structure of the pattern of returns from market timing. For the purpose of investigation
an equilibrium theory of value for market-timing forecasting skills was derived.

Merton {1981, p.364) explains the underlying conceptual argument for the theory as



“The forecasting skill ean be partitioned into two distinct compenents: (1) forecasts of price
movements of selected individual stocks {i.c.. “micro-forecasting™): and (2} lorecasts of price
mavent of the general stock market as a whole (i.c., “macro- -foreeasting™). Usually. associated
with securily anutysis. micro-foreeasting involves the identitication of individual stocks which
are under or over valued relative 1o equities generally. [n the context of CAPM, a micro-
forecasting attempts to identity individual stocks whosc expected return lic above or below the
SML™

Macro-forccasting, or ‘market timing’ in this study wied to identify when equity in
general would be under or over valued compared ta the fixed-income securities. In
other words, Merton’s model of market (iming attempted to predict when the siocks
would outperform bonds and when the bonds would outperform stocks. However
model could infer the magni.tudc of superior performance. The study demonstrated that
‘the pattern of returns fram  successful market timing have an isomorphic
carrespondence (o the pattern of return from following certain investment strategy
options where the implicit prices paid for the options are less than “(air™ or market
values’ (Merton {981, p.363). In addition, by analysing how investors would use the
market timing forecast to change their likelihood of beliefs on stock returns. it
highlighted that the conditional probabilities of a correct prediction of market returns
provided both necessary and sufficient conditions in predicting positive value for the

market timing parameter.

Having Mertons’ market-timing model as a basis, Henriksson and Merton (1981}
formulated a variant and used parametric and non-parametric statistical procedures to
test for the superior forecasting skills under two empirical situations. One is when the
manager’s forecasts are apparent, the non-parametric model can be used without

making assumptions about the distributions of securities prices. The other is when only



the time scries of realized return is observable; a parametric test of market timing that

presuimes a specific return-generating process can be applied.

Henriksson (1984) employed the Flenriksson and Merton variant mode! to examine the
marke( timing of 116 mutual funds during February 1968 - June 1980. The data used
consists of monthly returns including dividends as fuind returnand the NYSE Index as
return on the market portfolio (benchmark). One-month Treasury bill returns for a
holding period of at least 30-day maturity was used as risk free. Findings showed 62
percent of the funds had negative estimate of market timing and only 3 of the 16
funds had significant positive values. The overall conclusion is that there is little or no
evidence to say that the fund managers have ability in forecasting large changes better

tltan small changes.

Veit and Chency (1982) cxamined the effective timing suategy of mutual fund
managers. The authors defined an effective timing strategy as (1) correctly forecasting
‘bull’ and ‘bear’ markets, and (2) making appropriate changes in the fund’s risk
exposure, as measured by beta, in anticipation of forecasted market movements. Four
different classifications of bull and bear markets scenarios were used to verify
sensitiveness of the timing results (o alternative market definitions. An annual return
data of a randomly selected sample of 74 mutual funds from 1944 to 1978 and
Standard and Poor’s 500 Stock Composite Index were used in the analysis. Even
though the study suffered from survival bias ail funds had at least twelve observations
for a (common) time period from 1967 101978, Also the model explained the ability of

the portfolio manager to change the level of systematic risk. both by aliocating (unds



to individual sccurities and by the broader allocation of funds to risk classes. Resuits
indicate that only 3 of 74 mutual funds in the sample showed evidence of timing
ability under ali four different classifications of bull and bear markets and therefore
concluded that mutual funds did not successfully change their characteristic line in

order to employ timing strategies.

Kaon (1983) conducted an empirical measurement ot market timing performance of an
investment manager using a sample of 37 mutual funds, each with 198-months data
from January 1960 to June 1976. The proxies fot risk free rate and market portiolio
used in the study were 30-day Treasury bill rate and monthly rate of returns on the
CRSP value-weighted market index. respectively. Results indicated that at the
individual level evidence exists for a relationship between significant superior timing
ability and performance. However, fund managers as a group did not lave special
information with regard to formation of expectations on the returns of market portfolio

and thereforc on market timing.

Chang and Lewellen (1984) investigated boih market timing and security selection
abilities using Henriksson and Merton’s (1981) procedure. A complete monthly data
of returns from 1971 to 1976 on 67 mutual funds was used. [n this case the value
weighted stock index of the CRSP (Centre for Research in Security Prices) was used
as the market partfolio return (benchmark) while the return on Treasury Bills with
approximately a 30-day maturity taken at the beginning of each month was used as

risk free rate. During the time frame of this study. the numbers of up-marketis and



down-markets observations noticed were 52 and 56, respectively. Findings revcaled

that only a few fund managers have skilful in market timing and security selection.

2.2.3 Market timing performance studies since 1990s

Several studies completed in the 1990s astempted to remedy the gap in the finance
literature with regard to market timing and selectivity skills. including Lee and
Rahman (1990). Grinblatt and Titman (1994). Ferson and Schadt (1996). Beckers
(1997). Danial. Grinblat, Titman. and Wermers (1997). Bello and Janjigian (1997).
Kao, Cheng. and Chan (1998). Busse (1999). Goestzimann. Ingersill ir., and Ivkovi¢
(2000). Umamahceswar Rao (2000). Dellva. Demaskey and Smith (2001)°. The
general finding of all these studies is that only a limited number of fund managers
have either superior selectivity or timing abilities and the number varies according to

the country and prevailing economic situation.

Lee and Rahman (1990} employed the maodel developed by Treynor and Marzuy
(1966) and refined later by Bhatiacharya and Pliciderer (1983) to examine selectivity
and market timing during 1979 - 1984. Generalised least squares (GLS) estimation
procedure was adopted to obtain efficient estimates of parameters under heteroskedatic
situation. Empirical results demonstrated that some degrec of superior forecasting
ability of fund managers is observable at the individual manager level. The study also

revealed that fund mangers with no or inadequate forecasting skills might totally

L . 'y - . . - . +
? Far more detail. Table 2.2 presents a summary of market timing performance studies since 1990s.
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foltow passive management strategy and just provide diversification advices to their

shareholders' (Lee and Rahman 1999, p. 273).

Grinblatt and Titman (1994) compared Jensens’ measure (1968) with two other
measuses: one is Trenor-Marzuy quadratic regression (1966), the other is positive
period weighting measure® (Grinblatt and Titman 1989b). Both these measures were
developed to overcome the problent of timing-related bias in the Jensen measure
(Jensen 1968). The study revealed that these alternative measures exhibit high cross-
sectional correlations and there by suggest that the timing-related problem in Jensen
measurc may not be significant in practice because the measures designed to eliminate
this problem yielded almost identical results. One of the prime reason for such
observation is that only very few funds successfully timed the market. Fiowever the
funds experienced successful market timing exhibited significantly different results,

among alternative measures.

Dellva, Demaskey and Smith (2001) examined selectivity and timing performance
issues of the Fidelity scctor mutual funds from 1989 to 1998. Thiee alternative

models: Jensen (1989}, Treynor and Marzuy (1966} and Henriksson and Merton

* The Grinblatt and Titman’s posilive period weighting measure is obtained in two steps. first. selecting

a vector of weights, 11, .. 1. Each clement of the vector corresponds (0 anc lime scries observation.
Seeond. 1aking the dot product of the weight vecior and the excess retura veelor of the portfolio o
demonstrate the performance of @ fund, that is.

Pasitive weighting measure (P} = a = MW R,

The weight vector is selected to have nonnegative weights that create the weighted sum of the excess
ceturns of the benchmark portiolio sum to zero. i Ry represents period ¢ excess return of the index
portfolio used as a benchmark. that is - Y, W) &, = 0. i, =~ @i. The authors provided conditions under
which positive values for these measure imply (hat the mutuad (und manager has special information.
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(1981) were empioved. They also used three benchmarks; The S&P, the Dow Jones
industry Group Total Return Indexes, and the Dow Jones Subgroup Total Return
Indexes. The resufts under the Dow Jones Industry benchmark indicate that many
secior fund managers exhibit positive selectivity but negative timing ability. Findings
also revealed that the results were sensitive to the chaice of benchmarks and timing

models.

2.3 Selectivity and Market Timing studies in Thaifand

2.3.1 Selectivity performance

Empirical results on fund selectivity from Thailand conducted during the 1990s have
shown that, even though using the same time period of study the findings were
inconsistent. One found that equity funds outperformed the market (Bhovichitra 1996),
indicating superior selection ability of fund managers. But Mainkamaurd (1996} study

inferred that these funds underperformed the market portfolio.

As a developing capital market. some limitations in Thai studies can be noted. The
predominant ones are usage (very) sho.rt time period of study (except the study by
Jegasothy, Satjawathee. and Tippet 2005), the kind of proxy for the risk-free rate used
and limited choice on benchmark returns. The table 2.3 in the chapter appendix
presents the details of Thai studies on funds selectivity ability and their results. The
selectivity ability of fund manager, in the last column, shows the status of performance
(out-performed or under-performed) of an average fund (in a sample sct) as compared

to the market portfolio. [nformation on authors, duration of the study period, number
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of funds in the sample set, model employing, market portfolio, appearance of

survivorship bias, and concluding results arc also presented.

2.3.2 Marker timing performance

The Thai fund industry is relatively new and thercfore testing market timing ability of
mutual fund managers has received only little (academic) interest in the past. There are
only two working papers focused on market timing performance so far. Lonkani
(1996) applied Quandts’ (1972) a two-regime switching regression approach to test the
market timing performance of 12 mutual funds during the time period of August 1992-
December 1995; 3 vears and 4 months. Results vevealed that among the (2 mutual
funds six only showed some form of engagement in market timing but among the six
only two funds the evidence was significant-at 10 percent level. The validity of this

study is very much limited by the shortness in the time period used.

Srisuchart (2001) examined the skills of fund manager, both selectivity and market
timing abilitics, using a varicty ol models developed by Jensen (1968), Treynor and
Mazuy (1966). Henriksson and Merton (1981), Kon and Jen (1978), and Kon ([983).
Monthly return adjusted by dividend from January 1990 to May 2000 of close-ended
funds, fixed income funds, balanced funds and flexible funds were used in the study.

The results provided mixed information. In market timing performance, the equity
funds outperformed fixed income fund but the result was opposite under selectivity
performance. However, the author conceded that findings of the study are constrained
by the data collection, the period of study and regulatory restrictions on holding equity

securities.
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Recently, a study on market timing ability of That mutual fund market was conducted
by Chunhachinda and Tangprasert (2005). Treynor and Marzuys® (1966) measure was
employed to examine the market timing ability of 65 Thai open-end funds during
2001-2003. When weekly data were tested. 33 percent of 65 funds showed correct
direction of market timing. Nevertheless. when monthiy data were examined. only 12
percent of the sample set had the evidence of market timing ability. However, use of

this study is also fimited by the use of short time duration.

2.4 Introduction to Selected Models in this study

lnvestigation in this study also commences with employing the Jensen’s fund
performance measurement model to make deduction on {und selectivity and timing

bhehaviour,

2.4.1 The Jensen Alpha model

The Jensen Alpha model (hencelorth referred to as JA model) evaluates the abnormal
fund returns by relating actual returns to expected returns through the sysiematic risk
of the fund (Jensen, 1968). JA model is constructed solely using the capital asset
pricing model (CAPM) as its conceptual basts. However, it incorporates fund
manager’s fund sclection ability as a fixed component in the model. Assuming that the
CAPM is empirically valid, the realized returns on any fund can be expressed as a

linear function of its systematic risk, the realized returns on the market portiolio, the
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risk-free rate and a random error.  The structure of the JA meodel of portfolio

performance is as follows:

Ru-Ri=ap + o Rw ~ Rgf. =1..T (2-1)
where. Ry, = the rate of return for portiolio p in time periad 1.
Ry = the risk-lrec rate in time period £
R = the expected return an the market portfulic in time period £,
a, = the intercepl term {Jensen Aipha) ol porttalio p.
B = the systemalic visk (bera) for portlolio p. and

The intercept term (ar,) that measures the deviation of portfolio return and known as
the portfolio alpha reflecting the managers’ selection behaviour: The slope term (4,)
expresses the degree of sensitivity or volatility of funds returns to the changes in the
market return. A significant positive alpha infers that the fund manager is a superior
forecaster or stack picker. [f the fund manager is a superior forecaster witl respect (o a
fund. the fund will earn more than the normal risk premium for its level of risk. In
contrast. a negative alpha indicates that the fund manager is an inferior forecaster or
stock picker. The zero alpha indicates that the fund performance does not different
from the market portfolio performance. The downside of A model estimates is that it
only permits inference on the overall investment selection skill of a fund manager and
thereby fails to explain the managers’ timing ability. The timing aspcct remains

embedded in systemalic risk.

Although the JA model has been the subject of various criticisims, such as the model is

based on an upwardly-biased estimate of systematic risk for a market-timing
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investment strategy (Grinblat and Titman 1989b}, it continues to be the most widely
used measure in academic empirical studies (Grinblatt and Titman 1989b: Block and
French 2002). A version similar to JA model was by Fama (1972) to focus on
components of investment performance: selectivity and risk. As improvement Quandt
(1972) introduced switching regression technique to the CAPM framework that
enabled to examine the possibility of changing levels of market-related risk over time

for mutuat fund.,

Measuring the time ability of a fund manager requires models with more filtering
ability than the Jensen measure. Two procedures based on ajternative conceptual
arguments that accounts for the market timing ability arc explained in the following

sections, 2.4.2 and 2.4.3.

2.4.2 Treynnor and Mazay (1966) quadratic regression model

One of the earliest analyses of the market timing performance was conducted by
Treynor and Mazuy (1966). They cvaluated the market timing ability by testing the
sensitivity of mutual funds to market cycles. They constructed a non-lincar version of
CAPM to test for market timing by introduing a quadratic term. The non-linear term is
introduced on the basis of a convex relationship that is observed (theoriticaly) to  at
interface of portfolio and market returns. Hence, the behavioral pattern underlying
Treynor and Mazuy model (henceforth referred to as TM model) implies that if the
manager is able to forecast market retuens successfully. he is likely to retain a higher

proportion of market portfolio when the market retuent is high and Vice Versa.
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The sturcture of the Treynor and Mazuy quadratic regression model is:

Rp! - Rﬁ =y + ﬂ.fp[Ruu‘ - R_,ﬁ‘] + ﬁ?p [ RHH’ - Rﬂjz [= [! T (2'2)

where. R, = (he average rate of retun for parttolia in time peried 1.
Ry = the average rale of return on a risk-tree investment in time period £
Ko = the average rate ol return on the market portioiio in time period 7.
&, = the intercept term ¢similar o lensen Alpha) of portlolio p.
Bip = the pure sysiemalic risk {beta) for portfolio p.
Py = the market timing coelTicient for portfolio p

Positive value of fh, indicates superior market tining ability while the negative value
points 1o the inferior market timing ability. Insignificant fp, implies that no excess
return contributed by the timing ability of the fund manger. The intercept (a,)
represents the stock selectivity ability of the manager while Sy, now provides true

systematic tisk of the fund/portfolio p.

Subsequent to the work by Trevnor and Maczuy (1966), researchers developed few
more alternative selectivity and market timing evaluation measures. Among those the
improvement made by Bhattacharaya and Pfleiderer (1983) was a significant one.
Apart from isolating the market timing effect. the improved model also distinctly
captures the forecasting skitl of a manager. Coggin. Fabozzi and Rahman (1993) made
further refinement to the Bhattacharaya and Pfleiderer version to account for negative

timing.
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2.4.3 Henriksson and Merton (1981) dummy variable regression model

Henriksson and Merton argue that fund managers’ portfolio switching behaviour
between equity funds and fixed interest options as valuable information in testing and
explaining market timing behaviour. They introduced the switching behaviour as a
dummy variable (Henriksson and Mexrton, 1981} in their model (henceforth referred to
as HM model). The concept underlying the HM model! states that a fund manager is
likely to switch the portfolio between the equity and fixed interest markets, it he has
the ability to predict whether the market return would be greater or less than the risk-
free rate. Period during which the market return outperforms risk-free rate (R, >Ry,
the fund market experiences rising markets status. On the other hand the market return
is less than risk-free rate (R,, < Rr; indicates a dectining market status. Given these
behavioural postulations. a successful market timer would select 2 high up-market beta

and a low down-market beta in his decision process, to switch portfolio.

The usage of market status information is added to the HM model to exhibit the

switching behaviour in the following way:

Rpf - Rﬁ = p + ﬁ.’p[Rim - Rﬁj + ﬁ)p [D(Rm: - Rﬁ)] . 1= i..T (2'3)
where. Ry = the average rawe of return for porttolio in lime period 4.
Ry = the average rate of return on a risk-free invesiment in time period £
R = the average cate of return on the market portfolio in time period 1.
I = dunuuy variable with a vatue ol -1 for a decline-macket return {8, < By

or zero othenwise {8, = /).

[n the above madel structure. EeR, -Rj= ap+fp Ef R, Rp) indicates the rising

market status. And. E(R, - Rg =a, + (F1p ~Bop JE( Ry — Ry indicates the declining
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market status. 11 value for f; is positive, it indicates a superior market timing ability
while the negative value points to the inferior market timing ability. Even though the
HM enabies to verify timing abilily based on the market status information, it does not
clarity whether the available informatton is used properly or not (Dybvig and Ross.

1985).

Although the two market Timing models (Treynor and Mazuy 1996. and, Henriksson
and Merton (981} have advantage over the single paramcter Jensen's model, the
limitation of both measures is that they assume that the observed data will have only
two stages/partitions, [n practice. the fund managers will choose more than two stages

of market movement for iheir decision~-making (Srisuchart 2001).

2.5 Sununary

This chapter has reviewed the literature that relates to scleetivity and market timing
performance of mutual fund. [t started with selectivity and market timing definition
and followed by an overall swmmary discussion of performance studies related (o
selectivity and market timing ability commencing with application of classical
selectivity and market timing performance model. This discussion progressively
introduced studies with model improvements and variations including those conducted
since 1990s. Most of the studies infer no significant selectivity and market timing
activities in portfolio management and the reasons for sucl an inference varied across

the studies.
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Only few studies have been conducted on selectivity and market timing in Thaitand
and the summary discussion of these studies bighlighted the limitations in the
analyses. Studics concede that validity of the results is mainly restrained by short
sample time period and regulatory restrictions on holding equity funds. This summary
envisages the need for a sefectivity and market timing study in Thailand to at least
avercome these two limitations.  Although a number of alternative measures and
variants have been developed. all these measures are not yet applicable o fund
performance study in Thailand due to the incomplete nature of Thai fund data. Given
this constraint. the final section of this chapier introduced the threc compatibie
selectivity and market timing models. These models are Jensen Alpha. Trevnor and
Mazuy quadratic regression cquation, and Henriksson and Merton dummy variable

regression.

The next chapter provides the research methodology employed in this study.
Introduction of three fund selectivity and markel time models in estimable form, the
procedure adopted in estimation_and data used. In addition, three null hvpotheses
realted 10 three research questions of the study are set and relevant statistical tests are

discussed.

The three mecasures discussed above are wetl-known measures: Jensen Alpha, Treynor
and Mazuy quadratic regression cquation, and Henriksson and Merton dummy
variable regression, are traditionally used to measure selectivity and market timing
performance for many decades. These three measures are employed in this study to

examine setectivity and market timing performances of equity funds in Thailand.
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