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A pervasive fact in the mutual fund industry
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Cross-sectional distribution of alpha’s t-stats
Skilled managers merely represent 2% of the population

SOURCE: BARRAS, SCAILLET & WERMERS (JF, 2010)
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Puzzling Evidence

This fact is usually taken to imply that managers do not possess
information

Puzzle: Strong evidence that managers do possess information e.g.:
o Chevalier and Ellison (1999): SAT effect
e Coval and Moskowitz (2001): Local Informational Advantage
@ Cohen et al. (2008): Educational Networks
o Christoffersen and Sarkissian (2009): Knowledge Spillovers
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Setup
Continuous trading on [0, T)

@ @ T <

Announcement

Crowd of managers 1) Risky Claim P to
i € [0,1] with CARA=~
utility

2) Bond (r=0)

No fund flows: managers maximize E[U[W}]|Fi], i€ [0,1]
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Introducing Social Dynamics

“Relatively underdeveloped ideas can travel long distances over the network. More
valuable ideas, by contrast, tend to remain localized among small groups of agents.”
Stein (2008)
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Solution Method

Social Interactions Increase Trading Aggressiveness
A manager i builds an optimal portfolio §':

~

-1
; AQ.t—Baq.t (ot(n’)> Bu+(n)TA: [ 17 — i€
9t = > @I

Social Interactions & Performance J. Cujean LAEF 2016 9/ 14



Solution Method

Social Interactions Increase Trading Aggressiveness
A manager i builds an optimal portfolio §':

Precision
i) ! . U
g At~ Ba,t (Ot(” )) By (n)TA: | 17 —TI€
' a 78??,t @i

Social Interactions & Performance J. Cujean LAEF 2016 9/ 14



Solution Method

Informational Holdings
A manager i builds an optimal portfolio §':
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Solution Method

A Zero-Sum Game Among Managers
The market-clearing condition implies:
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fidi = ©: + 0idi =0,
i€l ~~ i€l
Market Making

Informational Trading

In equilibrium, the informational position satisfies

5 _ VOt

0y = €t
VoS
Noise
(Luck)

the average manager (n' = ¢) trades on noise only
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Steps (He and Wang (1995))

1. Price Conjecture
Compute Managers' alpha

4 Market Clearmg 2 Learning Process

\{ Individual Optmzaton}j
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Solution Method

Informational Alpha Estimation

The econometrician observes managers’ returns (0idP;);>0 and past prices
(Pt)¢>0 and thus managers' informational position (6;)¢>0:

ft:a((@s,ég) 0<s<tic [O,l])\/a(ﬂ), 0<t<T.
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Solution Method

Informational Alpha is a Noisy Measure of Skill

The unconditional estimate, &}, of manager i's alpha is

otke(ke —yo0)of

-~ i i 2 c 2
ax(n') = ("= ) E[(At +70:A:O:)°]
—— ’Y(U.% + Otc¢t)3
Skill Market-Timing Gains (MTG)
v
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Solution Method

Informational Alpha is a Noisy Measure of Skill

The unconditional estimate, &}, of manager i's alpha is

odki(ki —yoo)of

a¢(n’y=(n"—¢ E[(A? +70fAO)?
1) = (01— 00) P00 (02 105007
Its unconditional t—statistic, %, ,, is given by

sign(ni = gf)t)

P ] 2
ta’t(n’):\/;E [Sharpe Ratio(A% + ’)’OfAt@t)}

os n' — ¢t
U% +ofpe /ni
—_——
Skill-to-Luck Ratio

MTG +
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Il Results
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Cross-Sectional Performance

Unconditional Alpha
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Cross-Sectional Performance

A manager's t—statistic depends on her skill-to-luck ratio:

Timing Gains

A 1; 2 Us\kz\
taa(1) = (—1) e /2 22L
gs

Timing Gains+ 2

g + prof
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Skill-to-Luck Ratio
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Cross-Sectional Performance

What is the maximum level of statistical significance in a REE?
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Cross-Sectional Performance
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Cross-Sectional Performance

What is the maximum level of statistical significance in a REE?

2 02|k
tmax,t = lim tat(n) = \/705|t¢ \/IE [(At +’Yotcet)2] < oo.
t

n—o00 ™ U%—‘,—of

@ In a standard REE with a Brownian flow of information (He and Wang (1995) in
continuous time), the average rate of information arrival is ¢; = t and

. T
(1) 2 fundamental noise (1) . 1 (1)
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Cross-Sectional Performance

What is the maximum level of statistical significance in a REE?

. 2 o2 ke |
tmax,t = lim ta,t(n): \/>S|t\/E At—&—ﬂyof@t) ] Q0.
n— o0

05+Of¢t

@ In a standard REE with a Brownian flow of information (He and Wang (1995) in
continuous time), the average rate of information arrival is ¢+ = t and

. T

1) 2 fundamental noise —(1) 1 (1)

t =4/=———————— and t = lim — t ds=0
gl 7w  total noise MO T T T fy TP

@ In this model with Network A only, the average rate of information arrival is
¢t = exp(n’*t) and

T—o0

. 1
(D o=l and  Eoo= tim T / (2 ds—2\/nP/m.
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Cross-Sectional Performance

Unconditional T-Statistics
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Cross-Sectional Performance

Unconditional T-Statistics

| | | | | | | | | | | | | | | |
3
g .
. | | | | | | | | | E | | | | | | |
Q2 01_7 RN [EE [N | S 7%7J77L7J77L7J77L7J7
e : | | | | | | | | | | | | | | | |
®ooskd L L L 11 [;J,:, T mem

| |
PROPORTION OF 1 PROPORTION OF | PROPORTION OF
UNSKILLED FUNDS=23% | ZERO-ALPH? FUNDS=75% | SKILLED FUNDS=2%

Panel B: Cross-sectional t-statistic distribution

|
|
“The proportion of significant funds |
is equal to 20.3% \

| The proportion of significant funds

But are all these funds truly unskilled? is equal to 5.4%

But are all these funds truly skilled?

N “ n L L 1 L 1
2. 15 -1 05 0 05 1 15K2 25 3 35 4 45 5 55 6
Threshold= -1.65 t-statistic Threshold=+1.65

SOURCE: BARRAS, SCAILLET & WERMERs (JF, 2010)

Social Interactions & Performance J. Cujean LAEF 2016 12 / 14



The Role of Luck

0.4 F
5 02}
[a
ON | | | | | | | | | | | | |
6-5-4-3-2-10 1 2 3 4 5 6
'éo.z~
010
ON | | | | | | | | | | | | |
6-5-4-3-2-10 1 2 3 4 5 6

Social Interactions & Performance J. Cujean LAEF 2016 13 / 14



The Role of Luck
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The Role of Luck

Consider the conditional t—statistic:

t'o.é,t = sign (G't) SR
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The Role of Luck

Consider the conditional t—statistic:

P [sign (04) SR> o]

Social Interactions & Performance J. Cujean

LAEF 2016

13/ 14



The Role of Luck

Consider the conditional t—statistic:
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The Role of Luck
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The Role of Luck

0.3 - = Entire Population
===+« Average Manager
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Persistence
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Persistence
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