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A pervasive fact in the mutual fund industry

04— T T

T T T T T T

74.3% Alpha=0

o
w
T

20.3% Alpha<0 5.4% Alpha>0

DENSITY
o
N
T

o | | L RS- ‘ ‘ !
-5 -4 -3 -1.65-1 0 1 1.65 3 4 5 6
T-STATISTIC

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.:
@ Chevalier and Ellison (1999): SAT effect
e Coval and Moskowitz (2001): Local Informational Advantage
e Cohen, Frazzini, and Malloy (2008): Educational Networks
e Christoffersen and Sarkissian (2009): Knowledge Spillovers
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A Standard Rational-Expectations Setup
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Continuous trading on [0, T)
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Crowd of managers 1) Risky Claim P to Announcement
J €[0,1] with CARA=~
utility @
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Continuous trading on [0, T)

@ @ T <o0
Crowd of managers 1) Risky Claim P to Announcement
J €[0,1] with CARA=~
utility @

2) Bond (r=0) M~N(0,02)
§ ~N(0,02)

(cannot learn)

No fund flows: managers maximize E[U[W%-]|]-"{] je{l,i}
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Setup

1) Risky Claim P to. A”“OU"Ceme”t]
2) Bond (r = M~N(0,02)
§ ~N(0,02)

(cannot learn)

Noise Traders <—
noisy supply ©

dO; = —agO.dt +0odB?Y
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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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Model

Introducing Social Dynamics

1—(/.]t

switch informed
at n> K at n> N

# of ideas n:  [1,....K —1] K,...,N—1] 00

Main Purpose: allow managers to longer preserve their informa-
tional advantage by clustering their information
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Word-of-Mouth Learning
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Time-Series Momentum Factor
Moskowitz, Oii & Pedersen (2011)
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Performance (Dollar Value vs. Alpha)
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Another Useful Interpretation of Portfolios

A manager /'s portfolio can be decomposed as:
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