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Chasing Yesterday’s Winners 

Whether it’s at the gambling table or making investment decisions, individuals find it tempting to bet on the “hot hand.” If a mutual fund manager has beaten the market in the recent past, funds from such investors flow in rapidly. Those same funds leave just as rapidly when the manager turns in one or two losing quarters. What is true of fund managers is also true of asset classes (such as emerging markets) or sectors (such as technology). The investor assumes that the winning streak for the hot asset class or sector will continue. The problem is that there is long-term clear evidence that a winning streak is nothing to bet on when it comes to one’s investment; it is instead the result of a random event, like throwing a few sevens in a row at the craps table. 

Andrew Metrick, currently Assistant Finance Professor at the Wharton School of the University of Pennsylvania, conducted an extensive study on the “hot hands” issue while serving as Associate Economics Professor at Harvard University.1 Using data from the Hulbert Financial Digest, Metrick analyzed all US stock buy and sell recommendations made by 153 investment newsletter editors from July, 1980 through December, 1996. He then constructed a portfolio that included the recommendations made by the 10 percent of advisors who experienced the best performance during the previous calendar year. He re-formed the portfolio at the start of each year based on the new rankings. How did the portfolio fare? While the portfolio Metrick constructed returned 15.7 percent per annum, the S&P 500 returned 16.2 percent. The market, as represented by the CRSP 1-10 (Center for Research in Security Prices), returned 15.74 percent per annum. 

In other words, one could do better simply by owning a portfolio consisting of the S&P 500 or the CRSP 1-10 … or even better, by capturing entire asset classes via the purchase of passive asset class funds. Such approaches are easily implemented by purchasing either a low-cost index or passive asset class fund (with costs of about 0.2 percent or less) or an Exchange Traded Fund (an ETF, with costs of about 0.1 percent). 

When looking at the returns of the “hot hands” strategy, keep in mind that strategies have no costs. However, implementing a strategy does have costs. These costs, trading and taxes would clearly have further reduced the returns of the “hot hands” strategy by dragging down returns. Transactions costs (including bid/offer spreads and commissions) can easily exceed one percent per annum. For the very largest cap stocks (first decile) the average bid/offer spread is 0.65 percent. For the very smallest (tenth decile) they are in excess of four percent. The investor then must add in the cost of commissions. Finally, the tax impact of the fund’s turnover must be considered. For example, the average mutual fund loses about one percent per annum in after-tax returns relative to an index fund. It would lose even more relative to a passively managed fund that is also tax managed. 

Thus, after subtracting costs from returns, the hot hands strategy can too easily leave one cold. 

1 Journal of Finance, “Performance Evaluation with Transactions Data: The Stock Selection of Investment Newsletters,” Andrew Metrick, October 1999.
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