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We have all seen mutual fund ads promoting spectacular results in the pages of magazines and newspapers. The ads typically
boast a top Morningstar rating, eye-popping returns or other claims of superior performance. Do funds that are advertised by
mutual fund companies subsequently produce superior results or do fund companies’ advertisements merely attract new capital
to funds that fail to live up to their past results? How do the advertised funds perform relative to their peers before and after the
advertisment comes out? A new study published in April 2000 edition of The Journal of Finance helps shed some light on these
questions.

Prem C. Jain of Tulane University, and Joanna Shuang Wu of the University of Rochester, examined 294 advertised US equity
mutual funds. In their controlled study, they measured the performance of the mutual funds one-year prior to the first advertise-
ment date, and one year after. The study concluded that the advertised funds performed well above average prior to the adver-
tisement date, but below average in the in the post-advertisement period (the below-average returns were not statistically
significant). The study also found that advertised funds attracted significantly more capital than similar funds in the post-
advertisement period, even though the results of all funds going forward were very close to a random event.

Jain and Wu measured the results of the advertised funds in three ways; first, they compared the results to the return of the S&P
500. Second, the group was compared to a universe of similar funds using Jensen’s alpha. Third, the group was compared to the
fund universe using a four-factor model, which was basically a Fama-French three factor model with a momentum measure
added on. All three measures of performance showed that the 294 funds achieved superior returns prior to the first advertisement
and elements of under-performance in the twelve months after the first advertisement. The average one-year pre-advertised
return of the 294 funds was 6% higher that the median return of all comparable funds during the period of July 1994 - June
1996. In the twelve months that that followed the first advertisement, the average advertised fund returned 0.8% below the
median return of all comparable funds, although the under-performance was not statistically significant.

The Jain and Wu study has strong policy implications for the investment industry. It is clearly evident that past performance is
not a strong indicator of future returns. Several leading researchers have documented this fact over the years. Yet mutual fund
companies insist on using ad campaigns whose sole purpose is to promote past performance. Are the fund companies acting in
an ethical manner? Are they encouraging the public to invest a way that is to the detriment of the average investor and to the
benefit of the investment industry? Are the Board of Directors of these mutual funds, whose responsibility is to protect share-
holders, looking the other way as marketing department takes charge? These questions and more need to be answered by the
fund industry.
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