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ABSTRACT

Mutual Fund Tournament: Risk-Taking Incentives
Induced by Ranking Objectives

There is now extensive empirical evidence showing that fund managers have
relative performance objectives and adapt their investment strategy in the last
part of the calendar year to balance their performance in the early part of the
year. Emphasis was, however, put on returns in excess of some exogenous
benchmark return. In this Paper, we investigate whether fund managers have
ranking objectives (as in a tournament). First, in a two-period model, we
analyse the game played by two risk-neutral fund managers with ranking
objectives. We show that ranking objectives provide incentives for an interim
loser to increase risk in the last part of the year. In the second part of the
Paper, we test some predictions of the model. We find evidence that funds
ranked in the top decile after the first part of the year have risk incentives
generated by ranking objectives and that risk induced by ranking objectives is
mainly systematic.

JEL Classification: G11, G24
Keywords: interim performance, ranking-based objectives, risk-taking
incentives
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NON-TECHNICAL SUMMARY

There is now extensive empirical evidence showing that fund managers have
relative performance objectives and adapt their investment strategy in the last
part of the calendar year to balance their performance in the early part of the
year. A particular feature of these studies is the assumption that managers are
evaluated against some index return.

Information presented to the crowd, however, often refers to rankings as a
measure of relative performance. For example, in the ‘Managed and Personal
Investing’ section of the Wall Street Journal Europe, the ‘Fund Scorecard’
provides the return of the top fifteen performers in a category. Furthermore,
empirical studies also suggest that ranking is a measure of relative
performance, which investors take into account. As pointed out by Patel,
Zeckhauser and Hendricks (1994): ‘the inclusion of ranks drives out the
significance of other performance measures’. Therefore, since open-end fund
managers receive asset-based compensation and investors take ranking into
account when choosing funds, it generates ranking-based objectives for
managers.

The risk-taking incentives generated by ranking objectives are different from
risk-taking incentives generated by excess return (i.e. returns in excess of the
market return) objectives. If funds are evaluated with respect to the market
return, the benchmark is exogenous. Conversely, if ranking matters, then the
benchmark against which a fund is evaluated is endogenous. How much
money a fund attracts depends on the performance of its competitors.
Therefore, portfolio selection is the outcome of a game played between funds.

The goal of this Paper is to investigate how ranking objectives influence
managers’ investment strategies, and test empirically whether managers
respond to ranking objectives. To study the influence of ranking objectives on
investment strategies, we develop a model in which, during two investment
periods, two risk-neutral managers compete for funds to manage in the future
and observe their interim relative performance.  In each period, managers
have one unit of money to invest and  there is a continuum of investment
strategies which differ in their expected returns and variances.

In the basic model, we assume that returns are uncorrelated. It follows that
managers cannot influence the covariance of the returns. We show that in the
first period, managers maximize their expected return, while in the second
period, the riskiness of the investment strategy chosen by managers depends
on their relative interim performance: an interim loser increases risk in the last
part of the year while an interim winner locks in his gain, i.e. chooses a
conservative strategy. Moreover, the loser’s incentives to gamble for
resurrection and the winner’s incentives to lock in the first-period relative gain
are increasing in the difference in first-period performances.



These results also hold when managers choose portfolios with (possibly)
correlated returns. In such a case, in the second period, the optimal strategy
of the interim winner is to choose the same portfolio as the loser since, in such
a case, the interim winner wins the contest with probability 1. Conversely, the
objective of the interim loser is to choose a portfolio that generates a return
correlated as little as possible with the return of the interim winner. It follows
that such a game has only equilibria in mixed strategies. For some of these
equilibria, we can derive results about the relative amount of risk undertaken
by the two managers. We show that on average, the interim loser takes more
risk than the interim winner.

A second extension of the basic model we look at is the case in which
managers’ compensation depends also on their performance relative to some
market return. We show that the results of the basic model still hold.
Furthermore, we establish that when the weight of the ranking component in
the objective function is large relative to the weight of the excess return
component, then the risk-taking incentives of the interim loser are increasing
with the distance to the interim winner. Also, the larger the weight of the
ranking component, the larger the risk-taking incentives for an interim loser for
a given difference in performance.

In the second part of the Paper, we test some empirical predictions of the
model. The data set we use comes from Morningstar Incorporated. It consists
of monthly returns of three categories of US funds: growth, aggressive growth
(including small company funds) and  growth-and-income funds from 1976 to
1994. The data set  includes the funds that ceased to exist since the
beginning of 1989. Thus, our data are not survivorship biased during the
period 1989–94.

For funds in the top decile at interim stage, we find evidence of a significant
positive relation between the distance to the top performer at interim stage
(i.e. the difference in interim performance between the top interim performer
and the considered fund) and the change of risk in the last part of the year.
These results suggest that a good interim performance (i.e. belonging to the
top decile) generates strong incentives to take risks in order to end the year
ranked first.

One could argue that there is an alternative explanation for our results: the
allocation of money into funds is convex in excess return (i.e. return in excess
of the chosen benchmark), hence generating a compensation convex in
performance and risk-taking incentives for managers. We test for such a
possibility. We do not find any evidence that the sensitivity of change in risk to
excess return is different for funds well ahead of the market and for funds
slightly ahead of the market.
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