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Abstract 
The purpose of this study is to measure the conditional performance of 

equity mutual funds of Pakistan and to identify how far the 

management skills of the managers concerned qualify for superior 

stock selection and market timing abilities. The novelty of the study is 

based upon the initiality in the estimation of conditioned information of 

performance of equity mutual funds in the context of Pakistan. The 

current study captures the monthly returns of equity funds over the time 

period January 2011 to December 2013.Conditional performance 

model used by Christopherson, Ferson, and Glassman (1998) is 

employed to evaluate managerial abilities of fund managers. The 

results of the study report that most of the mutual funds do not disclose 

statistically significant results affirming the suggestion that the 

managers of Pakistan equity mutual funds lack the required stock 

selection and market timing abilities. The deficient role of the 

managers cannot provide the market premium to the investors and fails 

to beat the market consistently. The study has unearthed the facts as 

are useful for the mutual fund managers and investors for more 

pragmatic decisions while placing money in the funds. 

 

Keywords:  Conditional Performance, Stock selection, Market timing, Equity funds, 
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I. Introduction 
Mutual fund is a company that collects the money from investors with the 

intention of pooling this money in a fund with the help of expertise in fund management. 

To further its investment objectives, the mutual fund issues its own shares to the 

investors. Primarily, mutual funds are created to provide investors an opportunity of 
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indirect investment that is to be taken care of by fund managers. These managers are 

responsible to invest the pooled money and make necessary investment decisions to 

ensure that investment objective of mutual fund through optimal returns (Northcott, 

2009). 

 

Performance of mutual fund is measured in order to find whether the investment 

objective of mutual fund is achieved or not. Through performance evaluation, investors 

come to know if the mutual fund managers were successful in adding value to existing 

pooled wealth or not, which in turn, influences the investor’s decision of allocating 

savings to existing funds. As the fund managers are exclusively responsible for the 

management of the fund, therefore, mutual fund performance measurement is a mode of 

evaluating the managerial skills of the fund managers (Nofsinger, 2002). Mutual funds 

handled by the managers vested with superior skills are likely to achieve the set 

investment objectives outstandingly and outperform in the long run (Luckoff, 2011). The 

implication suggests that the mutual funds supervised by managers with poor skills are 

less likely to achieve the investment objectives as per desires of the investors. 

 

A number of modelshave been developed in past to conclude about the skills of 

the fund managers. Jensen (1968) appears as an influential model in early investigations 

to analyze managerial skills in stock selection ability. The limitation associated with this 

model is that it assumes the funds’ total performance as stock selection ability. Treynor 

and Mazuy (1966) is another method that decomposes funds total performance into stock 

selection and market timing abilities. A model by Henriksson and Merton (1981), on the 

other hand, separates the part of performance into stock picking skills and market timing 

abilities. All these methods are acknowledged as unconditional performance measures 

because these models contain unconditional alpha and beta. 

 

Christopherson, Ferson and Turner (1998) objected that these unconditional 

performance models do not take into account the information about the changing nature 

of economy. These measures assume that alpha and beta remain constant over time. Thus, 

unconditional performance methods in accurately measure the expected excess return for 

portfolios whose managers use dynamic trading strategies. This is because managers, 

using dynamic trading strategies, respond to information about economy by adjusting 

their fund’s alphas and betas. Conversely, conditional performance methods assumes that 

portfolio alphas and betas change with the changing market conditions and the fund 

managers have ability to adjust portfolio alphas and betas in response to information 

about economy conditions. Hence, the addition of conditional performance feature makes 

the model comprehensive to produce accurate prediction of excess return and risk about 

investment. Comparatively the estimations of conditional performance method are better 

than that of traditional methods (Christopherson, Ferson and Turner, 1998; Prather and 

Middleton, 2006; Agudo, Magallon, and Sarto, 2006; Leite and Cortez 2009). 

 

This paper contributes to the literature of mutual fund performance by evaluating 

the Pakistan based equity funds using conditioning information in order to identify 

dexterity of the fund managers in exploitation of information in their respective field of 

action. The remaining part of the paper is arranged in the following design. Second two 

covers literature review and section three presents data description and methodology. The 

second last section contains results and discussion and the last section carries conclusion 

of the study.  
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II. Literature review 
Past literature shows reasonable amount of studies on conditional performance 

evaluation of mutual funds. Ferson and Scahdt (1996) measured the conditional 

performance of 67 open ended funds and found evidence that risk exposures of mutual 

funds changes as a response to public information on economy. Moreover, they used 

Henriksson and Merton (1981) model with conditional beta and found weak evidence in 

respect of positive market timing ability of fund managers. Christopherson, Ferson and 

Glassman (1998) measured the conditional performance of Spanish equity funds using 

time varying conditional alpha and conditional beta model. Results disclosed the poor 

performance of fund managers resulting in lower future returns. Moreover, the 

researchers found that poor performing managers are persistent in their practices and 

reluctant to change. 

 

Bessler, Drobetz and Zimmermann (2009) investigated the performance of 

German equity funds and identified the worse performance of these funds. They found 

that these funds earn only enough return to cover their expenses. Furthermore, the study 

concluded that active management of these funds is not adding any value in the wealth of 

investors. Leite and Cortez (2009) measured the performance of Portuguese equity fund 

using conditional models and revealed that these funds failed to outperform in the market 

indicating that the managers of these funds possess inferior skills. The lasted study by 

Zabiulla (2014) investigated the performance of Indian equity funds using conditional 

performance model and surfaced that fund managers are inefficient in stock selection and 

market timing abilities. The fund managers are unsuccessful in overtaking the market by 

hitting the accurate equity market timing.  

 

Keeping in view the previous studies about conditional performance evaluation on 

equity funds of various countries, it is seems worth investing to measure the performance 

of equity funds of Pakistan by using conditional performance model. The application of 

this model would be assistive in identifying the managerial proficiency of the equity fund 

managers of Pakistan. The model is also supposed to estimate the competence of the 

managers in exploiting of market information in support of fund performance. The 

thorough survey of the existing literature the regarding to measurement of conditional 

performance in mutual fund in Pakistan reveal that empirical study of this phenomenon is 

yet waiting. 

 

III. Methodology 
This section explains which model selected for estimation of the data. It also 

informs about sources of data collection.   

 

A. Conditional performance evaluation model 

Henriksson and Merton (1981) presented unconditional measure of portfolio 

performance that is as follows: 

 

 
 

In above model, Rp,t is return on mutual fund ‘p’in time period ‘t’; Rf,t is return on 

risk free asset in time period ‘t’;Rm,t is return on market portfolio ‘m’ in time period ‘t’;α 

is a measure of stock selection ability; γ is a measure of market timing ability; and D is a 
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dummy variable whose value is equal to 1 if managers forecast is Rm,t>Rf,t and equal to 0 

if forecast is Rm,t≤Rf,t. In above equation stock selection and market timing abilities 

exhibited by the fund manager is based on publicly available information. Ferson and 

Schadt (1996) pointed that stock selection and market-timing ability is actually gathering 

private information, anticipating price fluctuations of equities on the basis of this 

information, and forming portfolio according to these anticipations. As a result α and β 

values vary over time, which were assumed to remain constant in unconditional measure. 

In order to incorporate changes in beta, Ferson and Schadt (1996) assumed that available 

public information is fully reflected in market prices. This information is measured by a 

vector of lagged market information Zt-1. Beta in above model will be replaced by 

following expression 

 

 
Where, 

 

βp= is a vector with same dimension as Zt-1 and its elements measures the 

sensitivity of conditional beta to the deviations of the Zt-1 from their average;  

 

b0,p= average beta of mutual fund 

zt-1= Zt-1-E(Zt-1)  

zt-1= is a vector that measures the deviation of Zt-1from the unconditional means. 

The model of unconditional measure will become 

 

 
 

In the absence of abnormal performance, conditional alpha will be equal to zero. 

In order to incorporate changes in alpha, alpha in above model will be replaced by 

following expression. 

 
 

The model of unconditional measure after replacing both alpha and beta will be 

written as 

 
 

In this study, three macroeconomic variables are used that affect investment 

environment and it is assumed that fund managers use information about these variables 

to anticipate fluctuation in prices of equities. These lagged variables include 1 month t-

bill rate, monthly return on KSE 100 index, and difference between 10 year Pakistan 

investment bond (PIB) rate and 3 month t-bill rate. 1 month t-bill rate is used to represent 

money market. Usually, researchers use dividend yield of index to represent equity 

market. Because of unavailability of dividend yield data of KSE 100 index, return on 

KSE 100 index is used to represent stock market. Difference between 10 year PIB and 3 

month t-bill rate is used to represent slope of term structure. 1 month t-bill rate and slope 

of term structure was also used by Ferson and Schadt (1996),Christopherson, Ferson and 
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Glassman (1998). Using these information variables, the equation of αp and βp now 

become: 

 

 

 
 

After putting conditional alpha and beta, the conditional version of Henriksson 

and Merton (1981) model is as follows: 

 
 

In above equation, returns are calculated as follows: 

 

 
 

B.  Test of the Residuals 

As OLS regression was used in this study to measure the conditional performance 

of equity funds, therefore, it is important to test the assumptions of OLS. This regression 

method assumes that residuals must have characteristics such as expected value equal to 

zero, normal distribution, serial independence and homoskedasticity. In this study, 

Jarque-Bera test was used to test the null hypothesis of normal distribution of residuals, 

Breusch-Godfrey serial correlation LM test was used to test the null hypothesis of no 

serial correlation in residuals, and White Heteroskedasticity Test (Breusch-Pagan-

Godfrey test) was used to test the null hypothesis of homoskedasticity. 

 

C. Data collection 

There are 21 conventional equity mutual funds currently working in Pakistan. 

Monthly returns of equity funds over the time period January 2011 to December 2013 

were used in this study to examine the manager’s stock selection and market timing 

abilities. Two funds were excluded from the study because they were launched after 

January 2011. Net asset values and payout history for remaining 19 equity funds were 

obtained from the website of Mutual fund association of Pakistan.KSE 100 index data 

was obtained from Yahoo finance, t-bill rates and PIB rates data were obtained from the 

website of State Bank of Pakistan (SBP). 

 

IV. Results and Discussion 
This section presents analysis of the data and interprets derived results.  

 

A. Descriptive Statistics of residuals 

Table 1 shows that expected value of residuals is equal to zero for all equity funds. 

On the basis of Jarque-Bera and its probability value, null hypothesis that residuals are 
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normally distributed is rejected for four funds namely Atlas stock market, JS Large Cap, 

Lakson Equity and United stock advantage fund. Null hypothesis of normal distribution 

of residuals was not rejected for remaining fifteen funds. 

 

Table 1: Descriptive Statistics of residuals 

Name of Fund Mean 
Std. 
Dev. Skewness Kurtosis 

Jarque-
Bera Prob. 

ABL Stock Fund 0 0.0185 0.5552 3.3535 2.0370 0.3611 

AKD Opportunity 
Fund 0 0.0332 0.4627 2.6488 1.4699 0.4795 

Alfalah GHP Alpha 
Fund 0 0.0206 -0.4150 3.0066 1.0335 0.5964 

Atlas Stock Market 
Fund 0 0.0225 0.1615 5.8054 11.9626 0.0025 

Crosby Dragon 
Fund 0 0.0219 -0.1827 2.3741 0.7878 0.6744 

First Capital Mutual 
Fund 0 0.0183 -0.3522 2.6284 0.9511 0.6215 

First Habib Stock 
Fund 0 0.0153 -0.1261 2.7724 0.1730 0.9171 

HBL Stock Fund 0 0.0200 -0.0323 3.7208 0.7856 0.6751 

IGI Stock Fund 0 0.0239 0.2095 2.6436 0.4539 0.7969 

JS Growth Fund 0 0.0287 0.4077 3.0825 1.0079 0.6041 

JS Large Cap Fund 0 0.0553 0.2804 10.225 78.7803 0 

JS Value Fund 0 0.0262 0.0607 2.7549 0.1122 0.9454 

Lakson Equity Fund 0 0.0179 -0.1737 4.9817 6.0720 0.0480 

NAFA Stock Fund 0 0.0190 -0.2683 2.7443 0.5299 0.7672 

National Investment 
Unit Trust 0 0.0211 -0.5543 3.4326 2.1239 0.3457 

Pakistan Stock 
Market Fund 0 0.0185 -0.0617 3.4069 0.2712 0.8731 

Pakistan Strategic 
Allocation Fund 0 0.0166 -0.4782 4.1231 3.2638 0.1955 

PICIC Energy Fund 0 0.0165 -0.1292 3.0977 0.1144 0.9443 

United Stock 
Advantage Fund 0 0.0214 0.0146 3.0140 0.0214 0.0146 

 

 

B. Results of Breusch-Godfrey serial correlation and White test of Residuals 

On the basis of results of Breusch-Godfrey Serial Correlation LM Test shown in 

Table 2, null hypothesis of no serial correlation was rejected for three funds namely 

Crosby Dragon, JS Large cap and United stock advantage fund (p-value of chi square is 

less than 0.05). Null hypothesis of no serial correlation is accepted for remaining 16 

equity funds because p-value of chi-square is greater than 0.05 for all these funds. 

 

On the basis of results of White Heteroskedasticity Test(Breusch-Pagan-Godfrey 

test) shown in Table 2, null hypothesis of homoskedasticity was rejected for two funds 



Ghulam Ali Bhatti, MubasharTanveer, Maqbool Hussain Sial  687 

namely National Investment Unit trust and PICIC energy fund (p-value of chi-square is 

less than 0.05. Null hypothesis of homoskedasticity is accepted for remaining 17 equity 

funds. 

 

Table 2: Breusch-Godfrey serial correlation and White test of Residuals 

Name of Fund 
Serial Correlation 

test 
Homoskedasticity 

test 

 

Chi-square 
P-

value Chi-square 
P-

value 

ABL Stock Fund 1.0342 0.5962 4.5164 0.8078 

AKD Opportunity Fund 0.2985 0.8613 9.7782 0.2809 

Alfalah GHP Alpha Fund 5.0047 0.0819 4.2362 0.8352 

Atlas Stock Market Fund 1.3683 0.5045 4.9836 0.7593 

Crosby Dragon Fund 7.7107 0.0212 7.1913 0.5161 

First Capital Mutual Fund 1.9773 0.3721 10.5458 0.2288 

First Habib Stock Fund 1.3583 0.507 5.8295 0.6663 

HBL Stock Fund 1.4099 0.4941 4.7411 0.7849 

IGI Stock Fund 3.0102 0.222 10.6901 0.2199 

JS Growth Fund 4.0107 0.1346 11.8807 0.1566 

JS Large Cap Fund 6.8470 0.0326 5.1731 0.7389 

JS Value Fund 3.3892 0.1837 5.7213 0.6784 

Lakson Equity Fund 3.9698 0.1374 3.2253 0.9194 

NAFA Stock Fund 3.2042 0.2015 6.6074 0.5795 

National Investment Unit Trust 4.3055 0.1162 18.9278 0.0153 

Pakistan Stock Market Fund 1.5575 0.459 11.1665 0.1924 

Pakistan Strategic Allocation Fund 0.9861 0.6107 6.1376 0.6318 

PICIC Energy Fund 2.5165 0.2841 20.0409 0.0102 

United Stock Advantage Fund 7.3365 0.0255 9.9598 0.2679 

 

C. Conditional Performance Model Results 

Table 3 shows the OLS regression results of equity funds using the conditional 

performance model. Model is found to be statistically significant for all equity funds. 

Results of the conditional performance method showed insignificant α and γ for all 19 

equity mutual funds. The value of α indicates the stock selection ability of fund 

managers. Positive alpha indicates superior stock selection ability and negative indicates 

inferior ability. In this study, insignificant negative α value was found for 16 equity funds 

and insignificant positive α value was found for 3 funds. As all these values are 

statistically insignificant, therefore, we can say that these managers do not possess stock 

selection ability. This is because of their inconsistency in selectivity, either good or bad. 

The value of γ indicates the market timing ability of fund managers. Positive value of γ 

indicates the superior market timing ability and vice versa. Results showed insignificant 
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negative value of γ for 4 funds and insignificant positive value for 15 funds. This result 

indicates that these funds managers lack in application of market timing ability. 

 

Table 3: Conditional Performance Model Results 

 Name of Fund α Γ R
2 

F- Stat 
P value 

of F D.W. 

ABL Stock Fund -0.0468 0.1581 0.8668 21.962 2.4E-05 2.117 

AKD Opportunity Fund 0.0814 0.2734 0.6953 7.704 2.4E-05 1.986 

Alfalah GHP Alpha Fund -0.0324 0.3298 0.8205 15.427 0 2.642 

Atlas Stock Market Fund -0.1012 0.4256 0.7839 12.244 0 2.267 

Crosby Dragon Fund -0.0473 -0.0137 0.7664 11.075 0 2.425 

First Capital Mutual Fund -0.0812 0.4622 0.8039 13.835 0 1.939 

First Habib Stock Fund -0.0534 -0.1403 0.8742 23.468 0 2.138 

HBL Stock Fund -0.0827 0.2229 0.8147 14.838 0 2.252 

IGI Stock Fund -0.0385 -0.2275 0.7894 12.656 0 1.652 

JS Growth Fund 0.0252 0.3427 0.7346 9.341 0 2.299 

JS Large Cap Fund -0.0692 0.9758 0.4607 2.883 0.0185 2.570 

JS Value Fund 0.0163 0.4002 0.6784 7.120 4.8E-05 1.951 

Lakson Equity Fund -0.0581 0.1447 0.8254 15.956 0 2.274 

NAFA Stock Fund -0.0594 0.3820 0.8586 20.496 0 2.421 

National Investment Unit 
Trust -0.0576 -0.0283 0.8389 17.574 0 2.20 

Pakistan Stock Market 
Fund -0.0434 0.1609 0.8441 18.284 0 2.330 

Pakistan Strategic 
Allocation Fund -0.0458 0.0121 0.8347 17.044 0 2.231 

PICIC Energy Fund -0.0268 0.2616 0.8650 21.629 0 2.343 

United Stock Advantage 
Fund -0.0516 0.2503 0.8312 16.626 0 2.405 

 

V. Conclusion 
This study focuses the conditional performance of 19 equity funds using three 

information variables that are considered as significantly influential for the performance 

of mutual funds in financial literature. The results indicate that the performance of equity 

mutual funds of Pakistan is not of commendable quality owing to deficient supervision of 

the managers in stock selection and market timing abilities which are indispensable for 

outperforming the market. The results of this study are in line with the results of Bessler, 

Drobetz and Zimmermann (2009), Leite and Cortez (2009), and Zabiulla (2014).Investors 

place their money with mutual funds with a hope of getting benefit of expert money 

management skills. This study has unearthed the facts about the skills of equity fund 

managers of Pakistan by asserting that the equity fund managers are not successful in 

adding value to their portfolio relative to the market portfolio. The investors as well as 

fund managers may benefit the results of this empirical evidence for selection criteria in 

investment decisions. 
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