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Background:In India, mutual funds are gaining popularity however they account for less than 

5% of the GDP in India.  Mutual fund companies are trying to penetrate the market further with 

constant restructuring of models in an attempt to increase efficiency and investor satisfaction. It 

is, thus, important to study the effect of management style on the fund performance. It would be 

useful for fund investors to evaluate managers based on a known characteristic that would affect 

the fund return. 

Purpose:The aim of this research paper is to investigate the significance of portfolio turnover on 

mutual fund return which would provide an indication to investors on how to invest in funds 

based on management style. 

Data:In this research paper, only open ended diversified growth oriented equity funds are taken 

into consideration. Accordingly, dividend paying equity schemes are not considered. 

Result: Portfolio turnover has a statistically significant effect on scheme returns. It is weakly but 

positively correlated. That is, with higher portfolio turnover, there is a possibility that manager 

will be able to outperform the index. 
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1. INTRODUCTION 

1.1 Industry Background 

Mutual funds date back to 1924 with its origination in USA. However, they were introduced in 

the Indian market relatively late in 1963 as an initiative by the Government of India and Reserve 

Bank of India. Unit Trust of India (UTI) was the only mutual fund available to investors till 

1987, after which public sector banks and Life Insurance Corporation of India set up their own 

mutual funds. In 1987, SBI Mutual Fund was the first non-UTI mutual fund established in the 

Indian mutual fund market. Subsequently, 1993 was marked by the entry of private mutual funds 

in the Indian market. 

The Indian mutual fund industry has come a long way and has bright future prospects as investor 

awareness increases and fund houses try to penetrate the capital markets through constant 

product innovation in hope for better performance of their schemes. The total asset under 

management as on March 31, 2010 was     Rs. 613,979 crore whereas the total assest under 

management as on March 31, 2015 was Rs. 1,082,757crore, representing a growth of  76.35% in 

the industry. 

1.2 Problem Definition 

Many research papers have focused on various factors affecting mutual fund performance. Some 

studies have had a definitive result concluding the impact of a factor on fund performance. For 

example, it is an established fact that high risk seeks higher returns or higher expense ratio leads 

to lower fund returns.  Not much focus has been placed in finding a relation between portfolio 

turnover and fund returns, especially in the Indian market, thus the attempt has been to 

empirically find a relation between these two factors which would be used as an additional 

guiding point for investors while investing funds in a mutual fund. Moreover, portfolio turnover 

is a non-conventional factor that affects fund return but remains controversial with respect to its 

relationship and significance with fund returns. The main question this research paper tries to 

answer is: Does portfolio turnover have a significant effect on fund returns? And if yes, what 

kind of relationship do the two factors hold?  
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1.3 Concept Definition: What is Portfolio turnover? 

Portfolio turnover, by definition, measures the rate at which assets are traded within a fund by a 

portfolio manager in a given period of time. In other words, portfolio turnover shows how 

actively is a fund managed by the fund manager and how often does he trade the assets within 

the fund in an attempt to out-perform the benchmark.  Portfolio turnover is computed by taking 

the lower of purchases or sales and dividing that by the average monthly net assets of the fund. 

Portfolio Turnover = 
𝐿𝑜𝑤𝑒𝑟  𝑜𝑓  𝑇𝑜𝑡𝑎𝑙  𝑃𝑢𝑟𝑐 𝑎𝑠𝑒𝑠  𝑜𝑟  𝑇𝑜𝑡𝑎𝑙  𝑆𝑎𝑙𝑒𝑠

𝐴𝑣𝑒𝑟𝑎𝑔𝑒  𝑉𝑎𝑙𝑢𝑒  𝑜𝑓  𝑡𝑒  𝑝𝑜𝑟𝑡𝑓𝑜𝑙𝑖𝑜  
*100 

A portfolio turnover of 100% represents that all stocks in the portfolio were sold and replaced by 

other stocks in the given period (usually one year). On the other hand, a portfolio turnover of 

20% shows an average holding period of 5 years. 

Average Holding Period = 
12 𝑚𝑜𝑛𝑡 𝑠

𝐴𝑣𝑒𝑟𝑎𝑔𝑒  𝑎𝑛𝑛𝑢𝑎𝑙  𝑡𝑢𝑟𝑛𝑜𝑣𝑒𝑟  𝑟𝑎𝑡𝑒
 

The topic of portfolio turnover remains controversial till date. On one hand, many people believe 

that high portfolio turnover rates can be associated with higher fund returns but on the other 

hand, people believe that the hidden costs associated with high portfolio turnover rates reduces 

the net return of the fund. 

It is important to study portfolio turnover because of the possible effect it can have on the net 

return on the investment. High portfolio turnover indicates higher trading expenses which are not 

shown in the fund’s annual total expense ratio. However, if the fund manager is able to 

outperform and generate a higher return due to his decisions then portfolio turnover may be 

preferred than a ‘buy and hold strategy’.  

1. LITERATURE REVIEW 

Many studies have looked at the fund performance as a factor of management style, expense 

ratio, turnover ratio, manager replacement and other factors. Carhart (1997) suggested that 

mutual fund performance is significantly and negatively related with mutual fund expenses and 

turnover ratio. He analyzed this using Capital asset pricing method (CAPM) and his own 

developed 4 factor model. He concluded that on an average every buy and sell trade reduces 

mutual fund performance by 0.95%. 

Sheng-Ching Wu (2014) attempted to investigate determinants of mutual fund performance 

under possible endogeneity using 170 open ended equity funds in Taiwan from 2003 to 2012. 

They also concluded that mutual funds with higher turnover and expenses have relatively lower 
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fund returns. Moreover, he suggested that underperforming funds are more likely to higher 

turnover ratio, indicating that not only is turnover a determining factor in fund performance but 

also that fund performance is a determining factor for turnover. 

However, Grinblatt and Titman (1994) show that performance is positively related to portfolio 

turnover. In support, Wermers (2000) finds that index funds underperform as compared to funds 

with higher turnover ratio on a net return basis. Karlsson and Persson (2005) investigated 

whether an investor can find fund attributes influencing return in the Swedish mutual fund 

market. They reviewed 44 funds between 2000 and 2004 and reconfirmed that factors such as 

risk, fund size, fund age and management tenure significantly affect performance whereas fund 

expenses and turnover ratio are insignificant determinant factors of fund performance. 

2. METHODOLOGY 

3.1 Data Collection 

For this study purpose, the data that is used is completely secondary data taken from the software 

ACEMF. The study considers 27 diversified open ended equity mutual fund schemes with 

growth option. The sampled funds have been analyzed on a monthly basis for a period of 5 years 

from January 2010 to May 2015. All funds selected have at least 90% of their AUM (Asset under 

Management) invested in domestic equities. Equity funds with dividend option have not been 

considered.  Benchmark selected was S&P BSE 200 for all funds because S&P BSE 200 uses 

equity shares of 200 selected companies based on current market capitalization. Respective 

benchmarks were not taken for ease of comparison among all funds. This data formed basis for a 

panel data analysis which can further used to run statistical tests in order to reach to the 

conclusion. 

3.2 Statistic Methodology 

A series of statistical methods were used to reach an approximately accurate answer. This section 

briefly describes the tests used and the rationale behind using them. Quantitative measures are 

used to establish validity of our conclusion. Quantitative methodology provides us with an 

efficient way to process data and helps us understand the numerical figures using statistical tools. 

All the following statistical models were performed in E-views.  

To begin with, a time series should be tested for non-stationarity. Stationarity refers to a time 

series that has a constant mean and variance and where the auto-covariance does not depend on 

time. It is important to check for non-stationarity to validate our regression analysis, non-
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stationary regression parameters can strongly influence the analysis and may not follow the t-

distribution which may make our result highly flawed. Hence, it is important to ensure that our 

data is stationary. Since, this research deals with panel data; I have used the Levin’s and 

Augmented Dickey Fuller test (ADF) to check for non-stationarity.  In ADF, the null hypothesis 

(Ho) states that the data has a unit root and the alternate hypothesis (H1) is stationary. 

 ADF test can be determined by the following equation, 

∆𝑦𝑡 =  𝛼 + 𝛽𝑡 + 𝛾𝑦𝑡−1 + 𝛿∆𝑦𝑡−1 + ⋯+ 𝜀𝑡  

Where α is the constant and β is the coefficient on a time trend. 

In my study, ADF and Levin’s have a probability ofless than the critical value of 0.05; therefore 

we could conclude that the data we used was stationary after the first difference. 

 

Table 1: Panel Unit test checking for stationarity. 

Panel data specification provides for large number of observations, which allows more degrees 

of freedom, and reduce co linearity among independent variables, and increased probability of 

getting more reliable parameter estimates (Wooldridge, 2002).Further, with panel data it is 

possible to control fund-specific, time-invariant characteristics using fixed effects or random 

effects models, which is not possible with cross-section specification. 

The use of both the fixed and the random effects models could provide better estimates than the 

OLS method, since it takes into account the characteristics of each fund that are likely to be 

present in any fund study. This way, including a time difference across regions through 
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differences in the constant term, we obtain the fixed effects model.Secondly, considering the 

fund specific effect as a component of the error term, the random effects model with a 

correlation process between error terms is obtained. In order to choose the most accurate 

estimation method, the F-statistic, Hausman tests are considered (Greene, 1993; Baltagi, 1995). 

 

Fixed effect and Random effect are regression models used to analyze the impact of variables 

that vary over time. Fixed effect model, primarily, deals with establishing a relationship between 

two variables within an entity (in our case, within a fund). Each entity may have its own 

individual characteristics that may or may not affect the outcome. Under Fixed effect model, we 

assume that there may be a bias resulting from individual characteristics of the fund. In my 

research study, I found that under this model, PTR has a p-value of more than 0.05, hence we can 

say that portfolio turnover has insignificant relationship with scheme returns. Other factor like 

the return on benchmark has a significant relation with scheme return. This model is reliable 

since the probability value of F-statistic is 0 which implies that the overall model result is 

dependable. 

 

Table 2: Fixed Effect model 
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Random Effect model is also regression model but it differs from the fixed effect model because 

it assumes variation across funds to be random and uncorrelated with the variables included in 

the model. In Random effect model, we can include time invariant variables which may act like 

explanatory variables. We can thus generalize inferences beyond the sample used in the model. 

Random Effect model produced rather surprising results as it concluded that portfolio turnover 

has a significant effect on scheme returns. However, the significance Index returns has on 

scheme return is stronger than portfolio turnover. Since the p-value, under this test, is less than 

0.05 the relation between portfolio turnover and scheme returns can be deemed as significant. 

The probability of F-statistic is 0 implying reliability, just as under the Fixed Effect model. 

 

Table 3: Random Effect model 

To reach to a conclusion, I performed the Hausman test to determine if the Fixed effect test or 

Random Effect test was more reliable. Hausman test helps to determine which among the two 

tests should be relied upon, if the probability is more than 0.05 then Random Effect test is better 

and if the probability is less than 0.05 then Fixed Effect test should be taken into consideration. 

Under my study, Hausman test concluded that Random Effect test is more reliable.  
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Table 4: Hausman Test 

3. ANALYSIS AND EMPIRICAL RESULTS 

Whether to invest in actively managed funds or passive funds is a quintessential question that 

may determine the return on your investment. Passive funds are like index funds that simply 

track the market without deviating much from its benchmark. On the contrary, active funds are 

actively managed by a portfolio manager and may deviate from the benchmark considerably on 

the basis of analysis carried out by the portfolio manager with the objective to outperform the 

benchmark. Portfolio turnover is one of the key styles that can be attributed to actively managed 

funds. Passive funds have a relatively low portfolio turnover ratio as the funds simply mimic the 

index, however active funds may have a high or low portfolio turnover depending upon the 

manager’s style for stock selection. 
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An actively managed fund can outperform a benchmark on basis of consistently good decisions 

taken by its manager. This not only depends upon sector allocation and stock selection but also 

upon the market timing of the manger. One way a manager can manage the fund is by churning 

the portfolio, in other words, portfolio turnover. A manager may opt to aggressively churn a 

portfolio where the securities in a portfolio are held for less than six months or a manger may 

choose to hold securities for longer time.  

High portfolio turnover is a concern because it incurs additional costs that ultimately reduce the 

net return to an investor. For every scrip bought and sold by a fund manager, the funds incurs a 

cost of 44 basis points as securities transaction tax and another 12 basis point as transaction cost 

for every buy and sell transaction. It is, thus, important to study the effect of portfolio turnover 

on mutual fund performance. 

This study of 27 diversified equity mutual fund schemes over the period of 2010 to 2015 

concluded that portfolio turnover and scheme returns are positively correlated. That is, higher 

portfolio turnover seeks higher returns because of consistent attempts by a manager to 

outperform the index. In the attempt to outperform the index and live up to the expectation of 

investors, a manager must have a detailed understanding and study of not only the market but 

also its peers. 

We can attribute this positive correlation between portfolio turnover and scheme returns to 

qualitative aspects such as portfolio attribution, stock selection, sector allocation and market 

timing. It is important for a manager to take an active position to determine how much the fund 

should deviate from the index funds. This active position calls for active trading and results in 

relatively higher portfolio turnover ratios. 

But the question remains, what is the optimal rate of portfolio turnover? Excessive trading may 

lead to churning that could adversely affect scheme returns, given its weak but positive 

correlation. On the other hand, low portfolio turnover may well imply mimicking the index 

which may not result in outperformance. In the quest to balance returns against turnover, it is 

important to establish what the optimal rate of portfolio turnover is. 

5.1 Conclusion 

The main focus of this paper was to establish whether portfolio turnover affects mutual fund 

scheme returns and if so how significant the relationship is. Our null hypothesis for the study 

was that portfolio turnover has no significant effect on scheme return whereas our alternate 
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hypothesis was that mutual fund turnover ratio impacts return. Contrary to the study where 

Carhart (1997) found a strong negative relation between turnover and scheme returns, my 

analysis is consistent with Grinblatt and Titman (1994) who found a positive correlation between 

portfolio turnover and fund performance. Therefore, I reject the null hypothesis and accept the 

alternate hypothesis. 

The major conclusion drawn from my study was not surprising; I found a strong relationship 

between scheme returns and index returns but a weak correlation between the two main variables 

under study. However, we can always find exceptions to the study, there may be funds that may 

have consistently outperformed the index due to its high or low turnover ratio, but whether that 

outperformance can be completely attributed to turnover is questionable. Consistent 

outperformance may be a result of other management styles and strategy such as market timing 

and stock selection. Unlike other studies carried out about turnover and scheme return in the 

Indian mutual fund context, my analysis is based on an extensive data set and an in depth 

statistical analysis which helps me to validate my conclusion. 

5.2 Scope for further research 

This study considered only diversified equity schemes that are growth oriented. Probably, 

considering other types of schemes may result in a different analysis. Also, the methodology 

used to reach the conclusion was solely quantitative; a more qualitative approach along with 

statistical measures could be presented for more conclusive results. Qualitative research could 

include performance attribution of all schemes that could be used to understand stock selection 

and market timing of the manager which would help to understand the cause of outperformance 

in certain schemes. Other than that, portfolio turnover could be studied in varying economic 

contexts and a relationship could be found between the macroeconomic issues affecting turnover 

and scheme returns. Further research may address the above suggestions and expand the scope of 

their research. 
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