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and the single factor models, but with a selected benchmark to represent the appropriate 

investment universe thus aligning them more closely with investment practice where a 

combination of investment benchmark and investment peer group form the basis of 

monitoring.2Such alignment is not completely out of step with the multi-factor models 

developed by Fama and French (1993). Connor (1995), writing shortly after Fama and 

French (1993) termed such models fundamental factor models. Such models rely on 

empirical findings with respect to stock characteristics such as size or book-to-market ratio. 

More recent studies investigate whether such effects can be captured by models using a 

single benchmark which more closely aligns itself with those funds it is benchmarking.  

If an appropriate benchmark can be identified, this leads to the assessment of investment 

skill or manager value-added (Section 3). If there is skill what type of skill is there, how do 

we capture this and does it cover manager fees? Recently however, investigations have 

gone beyond this and now attempt to answer the question, if there is excess performance, 

is this due to skill or luck? The greatest share of the money invested in equity mutual funds 

is still invested in active management. The U.S. mutual fund industry has assets of $15 
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differ markedly from its benchmark. They address some of these concerns by constructing 
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exposure by increasing or decreasing their exposure to particular sectors or stocks with 

different market exposures such as high beta , small caps or technology stocks. Such insights 

reflect strategies employed by mutual fund managers who have to be fully invested in the 

segment of the market they specialise in but may choose to alter their market risk via stock 

or sector selection. 

Goetzmann et al. (2007) turn their attention to the possible ‘gaming’ of a wide range of 

performance measures including the Sharpe ratio (1996) and Jensen’s (1969) alpha and 

propose what they term the Manipulation-Proof Performance Measure (MPPM). They 

suggest the MPPM can overcome the shortcomings of a wide range of performance models 

where fund managers can radically alter the return distribution by using derivatives or 
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towards methods of index calculation which reflect the growth-value orientation of the 

underlying shares. 

A late entrant to the improvement of Fama and French (1993) comes from Fama and French 

(2015) who move from a size and valuation based model to four and five factor models 

which improve upon their classic three factor model
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while style is slightly more complex. Style reflects a fund or fund manager’s investment 

philosophy or investment beliefs i.e. where anomalies lie in the market or which stock 

characteristics may yield the most fruitful investm
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embracing past performance and fund flows. They claim their model establishes a 

relationship between fund flows and performance which is consistent with high average 

levels of skill but with a great deal of heterogeneity between managers. This heterogeneity 

suggests that it is worth pursuing the goal of identifying value added investment skill. Berk 

and Green (2004) conclude that managerial skill is a scare resource which dissipates as scale 

increases. This is consistent with the investment consultants questions noted elsewhere; is 

performance explainable, repeatable and scalable? Berk and Green’s (2004) equilibrium 

arguments are widely accepted as they provide theoretical and empirical argument which 
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value-added contribution to fund performance in a way that cannot be explained by chance. 

In the best performing funds we find value added or value-creating properties whilst in the 

worst cases we find value-destroying contributions. Carhart (1997) found little evidence of 

skill (value-added) and his findings were echoed by others. Berk and Tonks (2007) found 

that persistence tends to be found amongst the worst performing funds (value-destroying).  

This finding was in line with earlier studies such as Goetzmann and Ibbotson (1994) who 
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Early research into managerial aspects of mutual funds was undertaken by Khorana (1996) 
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an empirical bias. They search for factors which can proxy securities markets and thus 

explain the nature and performance of investment portfolios. When we speak of realism we 

mean substituting factors which proxy the investment universe and investment constraints 

more closely than a prior set of factors which may not have taken account of certain aspects 

of the nature of investment management. We should note that 23 years after their initial 

three-factor model Fama French (2015) have introduced new factors to complement and 

replace their earlier factors.  

Our analysis of the recent literature of investment funds, investment characteristics and 

investment performance leads us to conclude that the following themes are likely to drive 

future research: realism, skill and incentives. These themes encompass the improvements in 

benchmarking which seem likely to continue to take account of the actual nature of 

investing with its attendant constraints. It is recognised in the literature that increasing 

applicability in benchmarking improves the assessment of performance. Whether this is due 

to skill or exogenous factors is an area of debate that can only continue to thrive. The 

divergence of investment behaviour suggested by investors who hold trillions of dollars in 

actively invested mutual fund investments and the passive allocations suggested by the 

traditional multifactor models must continue to be explored. The recent literature highlights 

some of the flaws of traditional assessments of investment opportunities and this is set to 

continue. Cremers et al. (2012) made a very significant contribution in this area where they 

observed that some benchmark indices had ‘alpha’, whilst Kosowski et al. (2006) 

spearheaded the new search to differentiate between skill and luck. Additionally, 

Kacperczyk et al. (2014) have opened up an important new area of research with their 

concept of time-varying fund manager skill. 

The recent strides in technology are allowing quantitative and qualitative data to be more 

accessible. This data can be used for corporate governance purposes so the provision of this 

data will continue to fuel the search for appropriate managerial incentives. The theme of 

incentives is one area which has benefited from increasing availability of data allowing 
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