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Letter to the Editor – Luck versus Skill  
in Active Mutual Funds 

August 12, 2008 
 

 
The following letters are in response to our article Luck versus Skill in Active 
Mutual Funds, which appeared on August 5, 2008. 
 
 
Dear Editor: 
 
Our industry suffers from the misperception that statistical significance is 
synonymous with skill. We need to be aware that the evaluation process can only 
tell us who has succeeded and who has failed, and attribution analyses can tell 
us why. And yes it is possible to either succeed or fail in a short period of time, 
although regression analyses preclude this possibility. The assessment of skill 
can then proceed from this determination of success or failure.  
 
Both evaluation and attribution are only clues that skill might exist, whatever 
“skill” means. “Skill” is presumably whatever it takes to deliver superior results 
into the future, and may in fact be mistaken for any number of unrelated factors, 
but a reasonable and traditional starting point for developing this expectation is a 
history of success. We can wait for decades to establish this history, as 
Professor Wermers has, or we can use what little data we have in a cross-
sectional hypothesis test called Portfolio Opportunity Distributions. There are no 
other choices. Most who saw Tiger play amateur golf recognized his talent 
immediately. If we were using traditional financial tools to evaluate Tiger, namely 
regression analyses, we’d still be waiting to declare him a winner.  
 
Professor Wermers’ work is legendary, but I fear that the desire for a quick 
answer has lead us to misinterpret apparent success, or lack thereof, as skill or 
chicanery.   
 
Wermers’ research addresses success or failure, not skill. Semantics maybe, but 
I think success still needs to be carefully examined before we declare a winner 
skillful.  Ditto a loser.  No set of numbers, including PODs or FDRs, should be 
relied upon exclusively as a skill identifier. What if the lead analyst has left the 
firm or the firm was acquired? And what if the “False Discovery Rate” has false 
positives?  And until someone checks out these unquantifiable aspects all we 
have are numbers.  
 
I’ve put my thoughts on this in writing. See for example “A Fresh Look at 
Investment Performance Evaluation: Unifying Best Practices to Improve 
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Timeliness and Reliability.”  Journal of Portfolio Management, Summer 2006. 
The introduction is as follows, with emphasis added. The point is that it’s the 
People, Process & Philosophy that deliver skill, as evidenced by the 
Performance, Relying exclusively on this 4th P is not a good thing, especially 
since we don’t yet have it right. Perhaps FDR is a better differentiator of the 
performance “P”, and for that I congratulate Professor Wermers, but someone 
needs to assess the viability of the other three Ps. 
 
 

The jury is still out on the use of active investment managers, over the 
alternative of passive index funds. Research indicates that active 
managers don’t add value, but common practice suggests that investors 
don’t believe this research and/or that there are other benefits beyond 
performance that investors derive from active management. Consultants 
give clients what they want, so they try to find skillful investment 
managers, but this is a difficult task that is complicated by the use of 
performance evaluation tools that suffer from documented deficiencies. An 
integral part of the search for skill is getting the numbers to tell their most 
important stories, confirming subjective judgments about the talent of the 
people and the wisdom of their processes and philosophy.  This story is 
virtually always told by contrasting a manager’s investment return to an 
appropriate peer group and index. It’s time to recognize the deficiencies of 
these popular approaches so we can open up consideration to new 
contemporary methodologies.   

 
 
Ron Surz 
PPCA Inc, TDA LLC, and RCG LLC 
San Clemente, CA 
 
 
Russ Wermers, one of the authors of the study cited in the article, responds: 
 
Ron, 
 
I agree with what you are saying--there are effective ways to use portfolio 
holdings to decompose and attribute short-term performance to understand much 
more about the skill vs. luck question--including your PODs.  
 
Our paper did not address a complete breakdown using portfolio holdings, nor 
were we looking for very short-term skills, which I am sure exist.  
 
We were concerned with whether we could simply use returns in conjunction with 
a well-understood and simple 4-factor model to determine whether long-term 



 
 

© Copyright 2008, Advisor Perspectives, Inc. All rights reserved. 

skills exist, where "long-term" means at least five years.  We found very little of  
this during recent years.  This is not to say that very short-term skills do not exist-
-I believe that they do.  But, for an unsophisticated investor, I would still 
recommend that they hold either index funds or low-expense active funds since 
these investors really do not have the tools to do better.  
 
 
Contrary to your statements, our statistical approach does separate skillful 
results from lucky results (or unskillful results from unlucky results).   The "False 
Discovery Rate" does a very good job of estimating the presence of luck vs. skill-
-as long as there are a lot of funds with a long history of returns to examine.  
 
You are right that it is dangerous to examine a single successful fund manager 
and conclude that he or she is skilled (or to conclude that he/she is lucky).  The 
power of such a test is low, as well as the bias in looking at a high-flyer (I have 
another paper in the Journal of Finance during 2006 that addresses this).  But, if 
we examine the entire group of funds in the right tail of alphas, then we can 
control quite effectively for the presence of luck. This is the statistical “magic” of 
the False Discovery Rate (FDR) procedure. 
 
One caveat, however:  
 
As noted in the article, since we do this in a group setting, we cannot (with the 
FDR) identify which specific funds with high alphas are skillful vs. lucky.  We can 
only say that a certain percentage of the high alpha funds were skillful (and not 
simply lucky).  To restate, the procedure works very well in estimating the 
prevalence of skill in a group, but not in identifying exactly which managers are 
the skilled ones.  You may be thinking of this problem, which our approach 
admittedly does not address. As you state, other methods may be helpful for 
analyzing individual funds or small groups of funds. 
 
Russ Wermers 
Associate Professor of Finance 
Robert H. Smith School of Business 
University of Maryland 
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