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Advertised Performance 

Have you ever seen an advertisement for a mutual fund that describes its poor track record? If you ever do, please share it with us, because it would indeed be a rare find. Fund advertisements are a form of selection bias — you only see the winners promoted, while the poor performers are never mentioned. 

Why do fund companies advertise their winning records? The presumption is that investors will extrapolate the past successes into the future — despite the fact that the Securities and Exchange Commission (SEC) requires a fair disclosure to inform the reader that past performance is not an indicator of future performance. 

With this in mind, a very interesting study was published in the April 2000 edition of the Journal of Finance.1 Authors Prem C. Jain of Tulane University and Joanna Shuang Wu of the University of Rochester examined the performance of 294 US equity mutual funds that advertised in Barron’s or Money magazine. They measured the performance of the mutual funds during the year prior to and the year after the first advertisement date. They also looked at fund objectives when considering returns, placing funds into the categories of aggressive growth, growth, growth and income, small, and other. 

Given the bias that fund companies do not advertise poor performance, it is not surprising that the funds selected for advertisement had performed well above average prior to the advertisement date. From July 18, 1994 through June 30, 1996, the average one-year pre-advertised return of the 294 funds was almost six percent higher than the return of comparable funds during the same period. The returns of the advertised funds were also 1.8 percent above the return of the S&P 500. To ensure an apples-to-apples comparison, the study also compared the returns of the advertised funds to the returns predicted by Mark Carhart’s four-factor model that considers equities, size, value and momentum. Jain’s and Wu’s study found that the funds provided a positive alpha (value-added) of 1.43 percent. In all cases the t-stats (a measure of statistical significance) were high.

So much for the pre-advertised period. How did the funds (and investors therein) fare after the advertisements appeared? They did attract significantly more investing than similar funds in the same post-advertisement period (despite the forward-looking results being a random event). Those who responded to the ads were likely disappointed. In the post-advertisement period, the 294 funds returned 0.8 percent below the return of all comparable funds The funds underperformed the S&P 500 by almost eight percent per annum and they underperformed Carhart’s four-factor model by almost 3.5 percent per annum. 

The authors considered the possibility that the poor post-advertising performance might have been caused by manager turnover. However, during the period, 246 funds (84 percent) had no manager turnover, and they found no difference in performance between the funds that experienced turnover and the funds that did not. 

The results of this study provide additional evidence to support three of our beliefs. First, past performance of active managers is not a predictor of future performance. Second, past performance of mutual funds cannot be attributed to the skills of the fund managers. And, third, 

investors should take very seriously the disclosures required by the SEC. 

1 “Truth in Mutual Fund Advertising: Evidence on Future Performance and Fund Flows,” Prem C. Jain and 
Joanna Shuang Wu, Journal of Finance, April 2000 (Volume LV, No. 2). 
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