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A test in the Canadian market

Actuality of the study: Mutual funds are a favourite investment product among many investors. They provide a simple means of diversification,
especially for those with smaller amounts of capital, and the popularity of mutual funds has increased with the success of the marketing efforts
behind them.

Purpose: This study evaluates the performance of actively managed and index mutual funds within the Canadian equities market.

Findings: As index investing has increased in popularity, and other markets have become more connected and open, there is a need for
research on equity mutual funds in countries outside the US.

Originality / Value: The majority of previous research on index funds and actively managed mutual funds is focused on the US market and
related indexes such as the S&P 500.

Practical implications: This study suggests that, on average, active funds in Canada fail to beat their benchmarks net (but not gross) of the
common fee or management expense ratio. Surprisingly, this research finds no positive relationship between higher fees and better gross
performance. Actively managed funds also have poorer performance over the long term. This study finds that investors would be better off

purchasing low cost index funds as they provide a more secure
return. tChristopher Alteen, M.A.,

HTW University of Applied Sciences Berlin, Germany,
phone: +49 15154157377, e-mail: chrisalteen@gmail.com

Future research: This study endorses research on other markets with
inclusion of additional variables in order to explain gross

performance and secure returns. # Veit Wohlgemuth, Dr. rer. pol., professor,

professor of international business,
Keywords: Funds; index funds; performance; equity; market index. HTW University of Applied Sciences Berlin, Germany,
phone: +49 30 5019 2548, e-muil: veit.wohlgemuth@htw-berlin.de

JEL Classification M10; Noo; L2.

VO



ISSN 2409 7101. BicHuK /lHinponeTpoBcbKoro yHiepcuteTy. Cepia: MeHegXMeHT iHHOBaLii. — 2016. — TOM 24, BUNYCK 7

Y1 € poHAM aKTMBHOIO KEpPYBaHHA
edeKTUBHILLI, HIXX IHAEKCHI?
AocnigKeHHA KaHaACbKOro pUHKY

K. AameeH, ®. Bonbzemym
YHisepcumem npuknadHux Hayk XTB, bepsiH, Himeu4uHa

BigkpuTi oHAM — HaMbi/bLL NOMYyAAPHUI IHBECTULIMHUIA NPOAYKT
AnA Baratbox iHBecTOpiB. BOHM MNpOMoOHYOTb NpoCTUit cnocib
avBepcudikallii, 0c06/MBO A/1A TUX, XTO MA€E HEBE/MKUIA KaniTa.
MonynAapHicTb  BigKpUTUX GOHAIB 3pocCTazna 3aBAAKM  YCMixy
MapKeTUHrOBUX iHBECTULil, MOB’A3aHUX i3 HUMM.

Uinb poboTv - ouiHUTM ePeKTMBHICTL (OHAIB  aKTUBHOrO
ynpaBaiHHA Ta [HAEKCHUX BigKPUTMX (OHAIB Ha KaHaACbKil
doHg0BIl BipKi.

BusAB/eHO, WO B TOM 4Yac AK iHAeKCcHi iHBecTuuii cTaBasn Giablu
nony/ApHUMM, a [HWI PUHKKM CTaBaau Ginbll nos’A3aHMmK |
BifKPUTUMU, BUHMKA/IA HEOOXiAHICTb B A40AATKOBUX A0CAIAMKEHHAX
WoAo BiaKPUTMX GOHAIB B KpaiHax nosa mexamu CrnoayveHmx
WraTis.

HaykoBa HOBM3HA AOC/NIANKEHHA — TonepeaHi  A0C/igXeHHA
KOHLLEHTPYBa/IMCA TO/I0OBHUM YMHOM Ha iHAEKCHMX BiAKPUTMX
doHgax Ta poHAaxX aKTUBHOMO yrpaB/iHHA Ha puHKY CLUA, a Takox
NOB’A33aHUX i3 HUMM iHAEKCaX, AK-TO S&P 500. [laHe A0CiAKEHHA
6a3yBa/z0cA Ha MOKasHMKax ePpeKTUBHOCTI MO 3ara/bHil Komicil abo
KoeiLlieHTy ynpaBAiHCbKMX BUTPAT.

lpaKT4He 3acTOCyBaHHA — AOCIIAMKEHHA MOKas3ano, Wo, B
cepeaHbOMY, POHAM aKTUBHOrO ynpas/iHHA B KaHagi MatoTb ripLui
HeTTo (ane He BGpyTTO) MOKasHUKKM edeKTUBHOCTI MO 3ara/bHii
Komicii abo KoediuieHTy ynpaBaiHCbKMX BUTpaT. BogHoyac He
BMAB/IEHO TMO3UTMBHOIO BigHOLWIEHHA MiX BULLOK KOMICi€El i
6pyTTO  MoKasHuMKamu  edeKTUBHOCTI.  POHAM  aKTMBHOroO
yNpaB/iHHA TaKOX MatoTb riplWi MOKasHUKKM edeKTUBHOCTI B
fOBrOCTPOKOBiii  nepcriekTuBi. 3pob/eHO  BMCHOBOK, L0
iHBecTopam BurigHille iHBeCTyBaTM B HeAopoOri iHAeKcHi doHaK,
TOMY LU0 BOHM 3a6e3nevytoTb 6i/bll HagiMHWI AoXia,.

HanpAMKM MalbyTHIX goc/ifxKeHb — Lie AO0C/AiAKEeHHA NiATPUMYE
noganblli AOC/NIAXEHHA Ha IHWMX PUHKaX i3 BUKOPUCTAHHAM

AOAATKOBUX MEpPEeMiHHMX 3 MeTOK MOACHUTM  MOKa3HWUKM
epeKTUBHOCTI Ta HagilHicTb goxopiB.
Kawouvoei  cnoea:  $oHaW;  iHAEKCHI  PoHAKM;  edeKTUBHICTb;

aKLIOHEPHMI KaniTa/; PUHKOBUI iHAEKC.
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ABAAKOTCA M GOHABI AKTUBHOIO
ynpaB/neHus 3ppekTUBHEE UHAEKCHBIX?
UccnepoBaHne KAaHAACKOTO PbIHKA

K. AaimeeH, ®. Bonbzemym
YHusepcumem npuk/aadHeix Hayk XTB, bep/uH, Fepmarus

OTKpbITble  GOHAbI  ABAAIOTCA  Hambosee  MoOMy/AAPHbLIM
MHBECTULIMOHHBLIM MPOAYKTOM A48 MHOMMX WMHBECTOpPOB. OHM
npeg/iaraloT npocTol crnocob auBepcudmKaLmu, 0cobeHHO AnA
TeX, KTO MmeeT Hebo/bloNM Kanutaa. [onyAAapHOCTL OTKPbITbIX
doHAOB pocna Bnarogapa ycrnexy MapKeTUHrOBbIX MHBECTULMN,
CBA3AHHBIX C HUMM.

Lenb paboTbl — oueHWUTb 3PPeKTUBHOCTL (POHAOB aKTUBHOMO
yNpaB/eHUA U MHAEKCHbIX OTKPbITbIX (OHAOB HA KaHaACKOM
$oHaoBOI Brpxe.

BbifiB/€HO, 4TO B TO BpeMA KaK WHAEKCHble WHBeCTULMU
CTaHOBW/UCHL Bo/1ee MoMy/NAPHBIMU, @ APYrHe PbIHKM CTaHOBU/NCH
60/1€ee CBA3aHHLIMU U OTKPbITHIMM, BO3HMKA/ZIA HEOOXOAUMOCTbL B
£0MO/IHUTE/IbHBIX UCC/IeA,0BAHUAX Ha OTKPbITbIX GOHAAX B CTPaHax
OT/IM4HbIX OT CoeamMHeHHbIX LLTaToB.

Hay4Haa HOBM3HA MCCeA0BaHMA — Mpeablayline UCCAeq0BaHMA
KOHL,@HTPMPOBA/INCh [/1aBHbIM 06Pa3OM Ha MHAEKCHBIX OTKPbITbIX
doHaax 1 poHAax aKTUBHOrO ynpas/eHUA Ha pbiHKe CLUA, a Takxke
CBA3AHHbIX C HUMW MHAEKCaM, KaK, Hanpumep, S & P 500. /laHHoe
nccnegoBaHue 6asnMpoBasioch Ha NoKasaTe/1AX IGPeKTUBHOCTM Mo
obLeit KOMUCCUM UK KOSPPULIMEHTE YyNPAB/IEHYECKUX PACXOAOB.
lpaKkTn4eckoe npuMeHeHWe — UCC/leg0BaHWe MOKasasno, 4YTo, B
cpeaHeM, OHAbI aKTMBHOrO ynpas/ieHuMA B KaHage umetoT
Xyglume HetTo (HO He 6pyTTO) MoOKasaTen 3PPEeKTUBHOCTU MO
obLeit KOMUCCUU UM KOIPPULMEHTY yripaB/IeHYeCKUX PAacXo/0B.
B TOXe BpemMA MO3UTMBHOE B3aMMOOTHOLUEHME Mmexgy bosee
BbICOKOM KOMMUCCHeN U BpyTTO nokasatenamu 3pPeKTUBHOCTU He
BblAAB/IEHO. POH/AbI aKTUBHOrO YNPaB/IeHUA TaKKe UMetoT XyALume
nokasatenn 3PEKTUBHOCTM B AO0/NFOCPOYHOM MepcrneKTuBe.
CaenaH BbIBOA, YTO MHBECTOpPaM BbIrOAHEE MHBECTMPOBATb B
Hezoporue uHAeKcHble GOHADI, TaK Kak OHU obecneunBatoT bosee
HageXHblI1 40X04,.

Hanpasienua pana  Oyaylumx — ucciegoBaHuid - gaHHoe
ucc/iea0BaHue MoAAep:KUBaeT ga/lbHelllne UCC1eA0BaHUA Ha
APYrMX PbIHKaX C UCrMO/Ib30BAaHUEM /,0MO/IHUTE/IbHbIX MepeMeHHbIX
C Lenblo 06BACHUTL NoKasaTenn 3PpPEeKTUBHOCTU U HAfEKHOCTb
£,0XOA0B.

Katouesble cnosa: GoHAbl; MHAEKCHbIE GOHAbI, 3PPEKTUBHOCTb;
AKLMOHEPHBIW KanuTas; pbIHOYHbIV MHAEKC.
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Introduction

investors. They provide a simple means of diversification,

especially for those with smaller amounts of capital, and the
popularity of mutual funds has increased with the success of the
marketing efforts behind them (Houge, & Wellman, 2006) [1].
Index funds also have the backing of many influential and well-
known individuals within the investment community, such as
Warren Buffet and John C. Bogle; but is there enough research to
assume index funds are the superior choice in all countries?

:: utual funds are a favorite investment product among many

The performance of actively managed mutual funds in the US
market has been evaluated before by individuals such as Treynor,
& Mazuy (1966) [2], Jensen (1968) [3], Malkiel (1995) [4], Bogle
(2002) [5]. However, there are conflicting opinions on the
performance of these funds, for example, Bogle (2002) [5] and
Minor (2001) [6] debated the superiority of index funds over
actively managed funds during different time periods.
Furthermore, the majority of previous research on index funds
and actively managed mutual funds is focused on the US market
and related indexes such as the S&P 500. As index investing has
increased in popularity, and other markets have become more
connected and open, there is a need for research on equity
mutual funds in countries outside the US. According to Sinha, &
Jog (2005) [7] the Canadian mutual fund industry grew by more
than ten times its size during the 1990s, and the increase in tax-
deductible savings for retirement may grow this number ever
further. Therefore, Canada is an appropriate research setting.

Research Question

banks and financial advisors, whom they rely on to provide

sound investment advice, but who may often provide
misleading or incorrect information as advisors promote mutual
fund products with high expenses commonly associated with
higher commissions paid to those advisors. This troubling conflict
of interest introduces many important questions: Do actively
managed funds beat their benchmark indexes gross or net of
fees? Do the fees charged by actively managed funds result in
superior performance? Are low cost active funds or low cost index
funds the best option? By addressing these questions, this study
seeks to provide the reader with information on the highest
performing type of Canadian equity mutual funds, whether it be
actively managed funds or index funds. This research evaluates
the performance of actively managed mutual funds and index
funds within the Canadian equities market by comparing the
average measure of risk-adjusted return, gross return, and net
return between key groups. Both five and ten-year periods are
analyzed to determine consistencies and identify differences
across both the medium and long term.

:: any individuals seek investment solutions through their

Method and Data

ata was obtained from Morningstar.ca, one of the most
@recognized and reliable databases in finance worldwide.

Morningstar data has been used in a variety of other studies
such as Bogle (2002) [5], Chevalier, & Ellison (1999) [8], Minor
(2001) [6], Sirri, & Tufano (1998) [9], among many others.
The period covered for the five-year analysis is 30 April 2011 to 30
April 2016 and for the ten-year analyses, 30 April 2006 to 30 April
2016. All MPT statistics were calculated by Morningstar and were
obtained for this data set.

Funds were selected that had a history of at least five years of
total return data and at least an 80 percent holding in Canadian
equities. This process resulted in a sample of 181 Canadian equity
mutual funds.

Next, the index fund sample was separated from the mutual
funds sample, by selecting all funds that track or mirror the
performance of the S&P/TSX Composite Index, This is the main

VO

market index in Canada. This process resulted in a list of 37 index
funds.

All remaining funds were classified as actively managed mutual
funds as they do not claim to track any particular index. This
resulted in a sample of 144 actively managed funds for the 5-year
sample. The 10-year sample was smaller as not all funds had 1o-
year historical data available.

Low cost funds were filtered to only include those with a MER less
than or equal to 1.49 percent, while high cost funds were filtered
with an MER greater than or equal to 1.5 percent. A sensitivity
analysis was included where high cost fund MERs were filtered to
only include those greater than or equal to 2.5 percent. Low and
high cost MER figure selections were based on Bogle (2002) [5]
study.

Total return (net return) was calculated by Morningstar as
follows: «Expressed in percentage terms, Morningstar’s
calculation of total return is determined by taking the change in
price, reinvesting, if applicable, all income and capital gains
distributions during the period, and dividing by the starting
price» [10]. It is also important to note that Morningstar’s
calculation already accounts for the MER. Therefore, for the
purposes of making gross return comparisons in this research, the
MER was added back to the total return for each fund in order to
arrive at a gross return figure.

MER is the fee charged to shareholders on an annual basis and is
inclusive of administrative fees, 12b-1 fees, management fees,
operating costs and any other asset-related costs that are
incurred by the mutual fund [11]. This fee is expressed in
a percentage form and is a vital component in this research in
determining the gross return as well as comparing funds based on
their respective costs.

Annualized standard deviation is calculated separately for two
different uses. First, standard deviation is calculated for individual
sample groups and displayed in the results to analyze the spread
for each sample group’s MER, gross and net return, and Sharpe
Ratio. Secondly, it is calculated by Morningstar for individual
mutual funds in order to calculate the Sharpe Ratio. Standard
deviation is «the statistical measurement of dispersion about an
average, which depicts how widely a stock or portfolio’s returns
varied over a certain period of time» (Bogle, 2002) [5; 12].

The Sharpe Ratio is one of the most commonly used ways of
measuring not only risk-adjusted return but also the performance
of mutual fund managers (Goetzmann et al., 2002)[13]. High raw
returns may not be the result of good management decisions, but
rather the idea that management may have taken extra risk in
order to reach those returns. The higher the Sharpe Ratio, the
better the risk adjusted performance and, therefore, the more
attractive the portfolio or asset. Morningstar’s calculated
annualized Sharpe Ratios for mutual funds were utilized.

After retrieving the data for net return, MER and Sharpe Ratio,
and calculating the gross return for each fund, averages of the
different sample groups were calculated in order to make
comparisons between the means of each grouping. If the data
was parametric a T-Test was performed, if the data was non-
parametric a Mann Whitney U Test was performed.

Results and Discussion

Canadian equities mutual fund industry along with Deaves

(2004) [14], Sinha, & Jog (2005)[7]. It has also drawn some
connections with research focused on the US market such as
Jensen (1968) [3], Malkiel (1995) [4], Bogle (2002) [5]. Jensen (1968)
[3] found that actively managed funds failed to outperform their
benchmark indexes and Treynor, & Mazuy (1966) [2] claim that
active fund managers have no ability to outguess the market. This
research found that actively managed Canadian Equity mutual
funds do, on average, beat the market gross of fees, but not net

C his study has contributed to previous research on the
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of fees, providing some support for Wermers (2000) [15]. When
observing these funds gross of fees, of the 144 large
capitalization, blended Canadian equity funds, only 26 funds, or 18
percent, were unable to meet or exceed their
benchmark over the five-year period.Over the ten-year analysis
these actively managed funds performed less favourably, but on
average were still able to beat their benchmarks gross but not net
of fees. In terms of gross figures, 17 funds or 30 percent of the 56
funds analyzed failed to beat their benchmark return of 4.33
percent. These figures suggest the performance of actively
managed funds worsens over longer periods, as we see a 12
percent increase in the number of funds unable to beat the
benchmark gross of fees between the five- and ten-year periods.

The results of the benchmark analysis confirm that actively
managed Canadian equity mutual funds beat their benchmark
index, on average, gross but not net of fees. Given the foregoing,
it is expected that index tracking assets would not provide a
superior return to actively managed funds gross of fees. This was
evident in the results of the five-year period. Table 1 shows that
actively managed funds enjoy a superior gross return to index
funds. Perhaps surprisingly, index funds on average also had a
higher management expense ratio and a poorer risk-adjusted
return. These results provide some support for Minor (2001) [6]
argument that one simply cannot assume over a short time period
that index funds provide superior performance. Furthermore, the
ten-year results were similar to those of the five-year results,
yielding higher gross returns for actively managed funds at 4.98
percent to index funds 4.42 percent. However, the performance
of actively managed funds over the longer period suffered in
comparison to index funds, as noted in the benchmark results.
The most significant discovery in comparison between all index
funds and actively managed funds was the high management
expense ratios associated with Canadian equity index funds. Due
to the nature of index funds, there is little reason to include a high

fee. They are, after-all, passively managed index-tracking assets
that do not require the same amount of oversight and control as
an actively managed fund. They are generally expected to be low
cost. However, considering the unsophistication outlook of many
mutual fund investors, and despite the fact that high fees are
unnecessary to ensure performance, some of these high cost
index funds have thrived (Randall, 2014) [16]. Index funds during
the five- and ten-year periods in this research had higher fees on
average than actively managed funds. These high fees caused net
returns to suffer, providing superior returns for actively managed
funds as outlined in Tables 1 and 2 in the results. Considering index
fund gross returns are consistent with the index, there is a low
standard deviation between funds. The return of index funds was
impacted the most by the fee associated with them.

Therefore, it does not make financial sense to purchase high cost
index funds as there are no benefits in doing so compared to that
of purchasing a low cost index fund.

In fact, index funds that have charged higher fees in the US have
only done so to provide commissions to the brokerages that sell
them (Randall, 2014) [16]. Actively managed funds, on the other
hand, may include a variety of reasons for purchase and the fee
they charge, such as management expertise or focusing on
different industries or sectors. A sensible investor would expect
that with higher fees come higher returns. However, this study
confirms just the opposite. The significant and negative impact of
mutual fund expenses becomes clear when analyzing higher cost
actively managed funds with low cost index funds. The results in
Tables 1 and 2 show that index funds are a clear winner net of
expenses during both the five and ten-year analyses. The net
return earned by low cost index funds was 0.65 percent more
during the five-year period and even greater at 1.55 percent more
during the ten-year period. Index funds also had higher risk
adjusted returns, with a more favourable Sharpe Ratio.

Table 1
Comparison of Performance (5 year)
Avg. Gross Return % Avg. MER % Avg. Net Return % Avg. Sharpe Ratio Sample Size

Actively Managed Funds 4.63 2.03 2.61 0.23 144 AMF

Std. Dev.: 2.15 Std. Dev.: 0.93 Std. Dev.: 2.54 Std. Dev.: 0.24
High Cost AMF: 4.25 2.61 1.65 0.14 91 AMF
MER 2 1.5% Std. Dev.: 2.25 Std. Dev.: 0.60 Std. Dev.: 2.43 Std. Dev.: 0.22
High Cost AMF: 3.69 3.06 0.63 0.05 49 AMF
MER = 2.5% Std. Dev.: 2.55 Std. Dev.: 0.42 Std. Dev.: 2.60 Std. Dev.: 0.22
Low Cost AMF: 5.29 1.03 4.26 0.39 53 LCAMF
MER < 1.49% Std. Dev.: 1.80 Std. Dev.: 0.40 Std. Dev.: 1.77 Std. Dev.: 0.19
S&P/TSX Comp. Idx. 3.05 - 3.05 0.27 1
Index Funds 3.01 2.46 0.56 0.02 371F

Std. Dev.: 0.13 Std. Dev.: 0.95 Std. Dev.: 0.98 Std. Dev.: 0.10
Low Cost IF: 3.06 0.76 2.30 0.19 71F
MER < 1.49% Std. Dev.: 0.06 Std. Dev.: 0.27 Std. Dev.: 0.28 Std. Dev.: 0.03
Comparison T-Test T-Test T-Test T-Test 144 AMF
AMF vs. IF tValue: 8.892 t Value: -2.503 t Value: 7.719 t Value: 8.329 371F

p-value: .000 p-value: .013 p-value: .000 p-value: .000 181 Total
Comparison T-Test T-Test Mann Whitney U T-Test 91 AMF
High Cost AMF: MER 2 1.5% t Value: 5.041 t Value:15.245 Score:269.50 t Value: -2.059 7IF
vs. Low Cost IF: MER < p-value: .000 p-value: .000 p-value: .499 p-value: .043 98 Total
1.49%
Comparison T-Test Mann Whitney Mann Whitney U T-Test 49 AMF
A High Cost AMF: MER > t Value:1.731 U Score: 000.00 Score: 86.50 t Value: -4.303 71F
2.5% vs. Low Cost IF: MER < p-value: .090 p-value: .000 p-value: .035 p-value: .000 56 Total
1.49%
Comparison Mann Whitney T-Test T-Test T-Test 91 HC AMF
High Cost AMF: MER 2 1.5% U Score: 1794.0 t Value:18.787 t Value: -6.848 t Value: -6.869 53 LCAMF
vs. Low Cost AMF: MER < p-value: .o11 p-value: .000 p-value: .000 p-value: .000 144 Total
1.49%

OO0
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Table 2
Comparison of Performance (10 year)
Ten Year Period Ended - 30 April 2016
Avg. Gross Return % Avg. MER % Avg. Net Return % Avgéasggrpe Sample Size
Actively Managed Funds 4.98 1.95 3.03 0.18 56 AMF
Std. Dev.: 1.39 Std. Dev.: 0.99 Std. Dev.: 1.87 Std. Dev.: 0.13
High Cost AMF: 4.71 2.62 2.08 0.1 32 AMF
MER 2 1.5% Std. Dev.: 1.40 Std. Dev.: 0.74 Std. Dev.: 1.59 Std. Dev.: 0.11
High Cost AMF: 4.61 3.21 1.40 0.06 16 AMF
MER 2 2.5% Std. Dev.: 1.64 Std. Dev.: 0.55 Std. Dev.: 1.77 Std. Dev.: 0.12
Low Cost AMF: 5.35 1.06 4.29 0.27 24 LCAMF
MER < 1.49% Std. Dev.: 1.33 Std. Dev.: 0.41 Std. Dev.: 1.42 Std. Dev.: 0.11
S&P/TSX Comp. Idx. 4.33 - 4.33 0.27 1
Index Funds 4.42 2.50 1.91 0.09 30IF
Std. Dev.: 0.08 Std. Dev.: 1.03 Std. Dev.: 1.02 Std. Dev.: 0.07
Low Cost IF: 4.39 0.76 3.63 0.22 7 IF
MER < 1.49% Std. Dev.: 0.06 Std. Dev.: 0.27 Std. Dev.: 0.27 Std. Dev.: 0.02
Comparison Mann Whitney T-Test T-Test T-Test 56 AMF
AMF vs. IF U Score: 522.50 t Value: -2.407 t Value: 3.581 t Value: 3.893 301IF
p-value: .004 p-value: .018 p-value: .001 p-value: .000 86 Total
Comparison T-Test T-Test T-Test T-Test 32 AMF
High Cost AMF: MER > 1.5% vs. t value:1.290 t Value: 11.221 t Value: -5.167 t Value: -5.168 71F
Low Cost IF: p-value: .207 p-value: .000 p-value: .000 p-value: .000 39 Total
MER < 1.49%
Comparison T-Test T-Test T-Test T-Test 16 AMF
A High Cost AMF: MER 2 2.5% vs. tvalue: 1.434 t value:14.273 t value: -4.908 tvalue: -5.048 71F
Low Cost IF: p-value: .172 p-value: .000 p-value: .000 p-value: .000 23 Total
MER < 1.49%
Comparison T-Test T-Test T-Test T-Test 32 HCAMF
High Cost AMF: MER = 1.5% vs. t value: -1.744 t value: 10.129 t value: -5.375 t value: -5.514 24 LC AMF
Low Cost AMF: MER <1.49% p-value: .087 p-value: .000 p-value: .000 p-value: .000 56 Total

Of course, as many past studies suggest, some high cost Canadian
equity funds managed to beat the index funds’ return, but in this
study, only 41 percent of actively managed funds were able to
achieve this result. During the sensitivity analysis, where even
higher cost funds were put to the test, only 24 percent were able
to beat the index funds’ average return over a five-year period.
These findings confirm there is little chance of a positive result for
investors paying a higher fee; in fact, just the opposite, as higher
fees resulted in worsened performance gross and net of fees.
These findings are consistent with Gil-Bazo, & Ruiz-Verdu
(2009) [17]. still, some active funds performed better than their
benchmark net of fees.

This raises the question of whether there is any possibility in
selecting the highest performing funds in advance, perhaps based
on past performance? Performance persistence among active
funds has been researched by others including Carhart (1997) [18]
who found, among other important discoveries, that funds with a
history of higher returns in the past do not result in long term high
performance, and even sophisticated investors (i.e. active
managers) should pursue an active investment style carefully.

The chance of consistently identifying the correct high-performing
fund is very low, similar to findings by Cuthbertson et al. (2010)
[19]. As noted by Bogle (2002) [5], it is not possible to know which
active fund will achieve the highest returns in advance. Although
this study did not carry out this specific analysis on performance
persistence, previous research has been consistent in regards to
less-sophisticated investors, for which this research is aimed.

When speaking in terms of risk adjusted returns net of fees, if:
firstly, the majority of actively managed funds do not beat the
market index; secondly, there is no way to identify which actively
managed funds will beat the market in advance; thirdly, index
funds provide a return nearly equal to the market index; and,
finally, index funds cost less than actively managed funds, then a
reasonable investor could assume that pursuing a low cost index
fund would likely provide a higher long term return than an
actively managed fund. The results of this study’s low cost index
funds versus high cost actively managed funds analyses in
Canadian equities supports index fund proponents such as Jensen
(1968), Malkiel (1995), Bogle (2002) [3; 4; 5], among many others.

Table 3

Results Summary: Winning Mutual Funds by Test & Period

Superior Net Return

Superior Sharpe Ratio Overall Winner

Time Period: 5 year 10 year 5 year 10 year 5 year 10 year
AMF vs. BM BM BM BM BM BM BM
AMF vs. IF AMF AMF AMF AMF AMF AMF
HC AMF vs LCIF LCIF LCIF LCIF LCIF LCIF LCIF
HRC AMF vs LC IF LCIF LCIF LCIF LCIF LCIF LCIF
HC AMF vs. LC AMF LC AMF LC AMF LC AMF LC AMF LC AMF LC AMF

Since it has been determined that high cost actively managed
funds did not outperform index funds net of fees, the final test in
assessing active fund fees was to analyze the performance of low
cost actively managed funds. The results show that low cost
actively managed funds do indeed outperform high-cost actively
managed funds over both the five-year and ten-year periods.

VO

These low cost funds outperform in both gross return and net
return as well as risk adjusted return. Low cost actively managed
funds were top performers. The results are a clear indication that
high fees do not result in a higher return. These results are
comparable to research by Barber et al. (2003) [20] who found
households with investments in higher cost mutual fund assets
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did not result in new money in comparison to lower cost funds.
Further comparisons to Gil-Bazo, & Ruiz-Verdu (2009) [17] are
warranted; they found higher fees resulted in poorer
performance. There are also consistencies with Bogle’s (2002) [5]
study, where he analyzed the low cost quartile of funds and found
similar results with low cost funds outperforming in both return
and Sharpe Ratio (Sharpe, 1994) [21].

A comparison of low cost index funds to low cost actively
managed funds was unnecessary in the analyses underwriting
these findings, as there are a variety of reasons to not choose a
low cost actively managed fund over a low cost index fund. The
standard deviation of gross returns for low cost funds is 1.80
percent, which is extremely high in comparison to index funds.
Furthermore, as noted above, many studies have concurred that it
is not possible to choose the best performing funds based on
prior performance (Mamaysky, 2007) [22]; choosing a high-
performing low cost active fund in the long term is improbable.
Particularly applicable to less sophisticated investors is the fact
that many of the low cost actively managed funds have high initial
investment requirements or high contribution requirements that
would not be financially possible for investors with lower
amounts of capital. This study also found a decrease in the
performance of both low and high cost active funds between the
five- and ten-year periods including lower returns and Sharpe
Ratios, implying poorer performance of both high and low cost
actively managed funds over the long term.

Conclusion

his research has contributed to literature on Canadian equity
mutual funds by concluding that:

1. Actively managed funds do not beat their indexes, on
average, net of fees.

2. Actively managed funds performed worse, on average, over
longer periods, than low cost index funds.

3. Higher fees on average do not result in better actively
managed fund performance. In fact, it is just the opposite
as low cost actively managed funds performed better net
of fees than high cost actively managed funds.

4. Low cost index funds are the recommended choice among
Canadian equity mutual fund investors as they provide a
more secure long term return than active funds and have
low capital and contribution requirements for
investment.
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