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Abstract

The purpose of this paper is to investigate the abnormal returns achieved by institutional investors.
Distinguishing between institutional investors operating with a specific mandate to invest and those that operate
their own choices independently from such a specific delegation, we show that the former achieve higher
abnormal returns than the latter. The conceptual explanation of this result is attributable to the use of the
fundamental analysis that the first type of institutional investors realized in a higher and more effective way than
the second. This different approach in selecting securities might be due to the relationship between the
institutional investor and the savers who provided capital. This different agency relationship might have been
reflected in the institutional investor's investment policies through the agent behaviour, which changes depending
on the nature of the principal who has given the mandate. The empirical analysis has been conducted on a
sample of 5,500 institutional investors operating all around the world in 2014, drawing data from institutional
investor's annual report, from their investment relations and from Bloomberg, Thomson Reuters, Bankscope,
Eurostat and through Computer Assisted Telephone Interviews.
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1. Introduction

Contractual relations are the heart of all economic activities. Contracts have indeed been the centre of many
theoretical analyses since the time of Adam Smith. The reason why the contract is an important tool for
understanding economic phenomena, is related to the greater or lesser capacity to regulate relations between
subjects who might have different interests and, at the same time, act in a more or less direct and cooperative
relationship (Hart, Holmstrom, 2016).

The way in which the behaviour of contractors are brought in to balance will depend on how these contracts,
more or less complete or explicit, will be able to regulate the way in which remuneration and risks, arising from
property rights, will be allocated among the parts that are normally characterized by divergent interests (Coase,
1937, 1960; Alchian, 1965; Alchian and Kessel, 1962; Demsetz, 1967; Alchian and Demsetz, 1972; Monsen and
Downs, 1965; Silver and Auster, 1969; McManus, 1975).

Jensen and Meckling (1976), studying the capital structure, analyzed the behavioural implication of property
rights in the contracts. Scholars, questioning about optimal composition of funding sources, defined the agency
relationship as a contract by which one or more parties, defined principal, engage another person, called agent, to
carry out some work in their interest, involving the reassignment of some authority in terms of decision-making
autonomy. Authors state that, in this type of contract, if both parties tend to maximize their own utility function,
there are good reasons to believe that the agent does not always behave in the best interests for the principal. For
this reason, agency costs may arise and authors lead back them to three categories: monitoring expenditure by
the principal, bonding expenditures by the agent and residual loss.

What let arise agency costs is therefore, essentially, the uncertainty, the resulting condition of information
asymmetry, actual or perceived, and the attempt to reduce it (Campanella et al., 2013). The principal suffers the
uncertainty related to the actions and decisions taken by the agent and the agent suffers the uncertainty regarding
the results of his actions. The contracts will be made more complex in order to reduce information asymmetry
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and uncertainty that generate the known opportunistic behaviour such as adverse selection and moral hazard.

As claimed by Jensen and Meckling, agency relationships do not occur only at company lewvel but in all
relationships that involve cooperative efforts (public offices, governments, cooperatives, etc.).

In addition, the agency relationships are identifiable not only in the simple principal-agent relationship, typical of
the relation between a single owner and the manager, but also in cases of widespread ownership.

In addition, the arising of agency costs for the shareholder would not eliminated even in the case in which the
firmis partially financed by debt capital.

Even if in this case there are some advantages in terms of control, because of the need to inform the lender of
capital about company's capacity to ensure the debt service, there are several possible types of disadvantages for
the principal. The indebted company is exposed, in addition to the bonding cost and to the costs of increased
reporting, to the risk of bankruptcy. To avoid this risk, and at the same time to safeguard its role in the enterprise,
the manager may choose less risky investment projects that ensure the company's survival, reducing the return
on equity. On the other hand the cost of capital for an indebted company will be lower than in the case of a
company financed only with equity, given that the cost of debt reduces the weighted average cost of capital.
Therefore, in such a financial structure, the pressure on higher performance, given by the financial structure,
which is inevitably linked to the risk of investment projects, will be less strong than in cases where the company
is financed exclusively through equity.

For all these reasons it appears evident that the capital structure will affect in some way the managerial
behaviour and, consequently, firm's performance.

A large number of studies on capital structure, having as their object the relationship between corporate
governance and financial performances, has shown that the presence of an institutional investor, as an equity
holder, is associated with better performance because monitoring by this kind of principal is an important
governance mechanism. As noted by Almazan et al. (2004), theory and empirical evidence suggest that active
monitoring capabilities are difficult for smaller or less- informed investors (Kaplan and Minton, 1994; Kahn and
Winton, 1998; Del Guercio and Hawkins, 1999; Gillan and Starks, 2000; Almazan and Suarez, 2003).
Monitoring activities, therefore, is reflected, also and abowe all, in the fundamental analysis performed by
institutional investors in selecting their portfolios and that leads them to realize greater abnormal returns
(Campanella, Mustilli, D'Angelo, 2016).

This paper investigates the abnormal returns achieved by institutional investors, distinguishing them according to
the more or less specific mandated to invest that has been received by savers who provided them the capital.
Therefore we argue that the type of agency relationship explains the more effective use of fundamental
analysis and therefore the abnormal return achieved by institutional investors.

The paper falls into four further sections. The first section contains the theoretical framework and the research
hypotheses of the study. The second section is dedicated to the methodology and to the description of sample and
variables. The third section shows the results of the study and the last section is dedicated to the discussion and
to conclusions.

2. Theoretical Framework and Research Hypothesis

According to the Italian Stocks Exchange definition, institutional investors are classified as follows: collective
investment companies, investment funds (real estate, stocks and hedge funds), pension funds and insurance
companies.

The investing activity carried out by such institutional investors can derive from an explicit mandate given by
savers, therefore the investment is done on a collective basis, as in mutual funds, or may be disjoined from the
saver’s invested capital, as in the case of insurance companies. Therefore, for the purposes of our research, it is
possible to identify two distinct categories of institutional investors:

1) Institutional investors whose activity is derived from an explicit and detailed contract, so the investment is
made on a collective basis, as in mutual funds. In this case the mandate comes from savers who are fully aware
of the market risk derived from the investment activity made by the fund. The willingness of the saver is to
invest in the financial market and the mandate details the investment strategies that will be used by the fund. In
this case savers delegate the professional institutional investor to carry out an investment activity on their behalf.
Institutional investors who fall into this category are following named "Banks".

2) Institutional investors whose investing activity is not linked to a specific mandate given by the savers, as in
the case of insurance companies. In this case, the institutional investor operates without a specific mandate, with
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a greater freedom in choosing their investment strategies. Institutional investors who fall into this category are
following named "Insurance Companies".

Essentially, moving from the position of the saver, we will have two possible solutions: indirect investment
through a vehicle (Banks) or direct investment (insurance companies), as shown in the example described in the
figure 1

A

h 4

A 4

Figure 1. The flow of capital and rewards in the case of specific mandate or non-specific mandate

In the first case (Bank), money flows directly into an investment vehicle that employs it in the purchase of stocks.
The compensation provided by the investment made by the wvehicle, typically dividends and capital gains, net
commissions paid for purchasing operations and any capital losses, will coincide with the return of the investor,
net fund’s management fee that will be held periodically by the fund.

In the other case, the saver will sign a contract with the Insurance Company and its remuneration is essentially
described in the contract. Money given by the savers to the Insurance Company will be, in the end, partly
invested in shares, but this time the remuneration arising from such purchase of shares will be only a prerogative
of the Insurance Company that has invested and not any more given to the personal saver.

Therefore, in both cases, the money provided by the savers may be finally invested in a portfolio of shares, but,
in the case of Bank, saver’s reward is tied to the investment in shares, while, in the second case, the one of the
Insurance Company, the remuneration taken by the saver will be linked to another contract and therefore will be
independent from the share’s equity return on investment.

From a theoretical point of view, the difference between the two cases taken into consideration is mainly
connected to the different type of multiple agency relationships that arises along the investment chain. These
differences will push the Bank, unlike the Insurance Company, to adopt fundamental analysis in their portfolio
selection and, thanks to this approach, to achieve higher abnormal returns. This condition will guarantee both a
higher returnin terms of fees and a higher reputation for the institutional investor.

Two different positions may arise according to agency theory. In the case of Banks, the position of the saver who
gave money to the institutional investor, with a binding mandate to invest in shares, is equivalent to the one of
a minority principal, while in the case of Insurance Companies, the position of the saver that gave money to the
institutional investor is equivalent to the one of a debt holder.

The next step of the investing flow chain regards the contractual relationship between Bank and Insurance in
relation to the targeted company. The institutional investor positions, that we have defined Insurance on one hand
and Bank on the other, in this case are rather similar. For both solutions, a typical position of principal -agent
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relationship may arise.

Therefore, in order to demonstrate our theoretical framework, it is not necessary to concentrate on the agency
relationship that binds the second part of the investment chain (principal-agent), in other words the one through
which Bank and Insurance Company are linked to targeted company, but to the first relationship, which links the
saver and the institutional investor that invests in target (figure 2).

T |

ouomy [ Fcpardoen  [¥_Toeet ]

Figure 2. Agency relationships in the investing chain

If the relationship between the saver and the institutional investors were the same, there will be no different
results in terms of abnormal returns gained by the target stocks, since there would be no difference in the way in
which the management of Bank and Insurance Company would elaborate their investment policies. Conversely,
since the capital structure is different, this may result in influencing the management of the two type of
institutional investors when it comes to their portfolio selection.

More in detail, the agency relationship associated with debt (Insurance Companies) leads to a higher cost of
monitoring held by the investment company. In this condition, the investor will face, on one hand, the
monitoring costs for the equity holders and, on the other, will incur into bonding costs.

It is clear that a capital structure that includes a financial debt (which is guaranteed by an insurance benefit) will
have a weighted average cost of capital lower than in the case of an investor exclusively financed by an equity
holder. The risk of bankruptcy will also lead the institutional investor to select stocks characterized by a lower
risk-return trade off. The costs arising from the additional monitoring arising from debt, will have the effect of
consuming cash flows that otherwise would be used to run a highly cost consuming fundamental analysis on
target stocks. Conwersely, the principal-principal relationship, typical of the relationship between savers and
Bank, pushes the latter, characterized by a higher cost of capital, lower agency costs and the absence of the
bankruptcy risk, to use fundamental analysis in the composition of its securities portfolio, taking higher risks in
terms of risk-return trade off and thus to outperform interms abnormal returns.

This leads us to the following hypotheses:

H1: Institutional investors with a specific mandate of investors (Banks) show abnormal returns higher than the
other (Insurance Companies).

H2: Institutional investors with a specific mandate of investors (Banks) use fundamental analysis in formulating
their investments strategies.

3. Materialsand Method

The sample used in this research is made of 5500 institutional investors located all over the world and is
composed of 2.645 institutional investors named as ‘banks” and 2.855 institutional investors named “Insurance
Companies” as described in section number one of the paper.

To erify the research hypotheses, we employed the classification analysis method. The classification rule for a
research sample has to be defined before building the classification tree (Andone and Sireteanu, 2009). The
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classification rule for this research is to make the distinction between “Banks” and “Insurance Companies”. This
classification rule is reflected in the Y variable for the classification tree. Variable Y has been structured as
follows:

Y = is a dummy variable which assumes value 0 or 1 depending if the institutional investor is a “Insurance
Company” or a “bank”.

At this point, a recursive partition technique was applied to assign each statistical unit to one of the classes
defined a priori by Y. The sample units were repeatedly split into groups, which were increasingly more
homogeneous with respect to the dependent variable Y. The splitting procedure was conducted with reference to
the explanatory variables X=(Xy, X,,..., Xs,...,.X;).

In line with the aim of their research, the authors had to define the variables (X) that have a bearing on “Bank”
and “Insurance”.

Accordingly, we defined the following independent variables:

- Abnormal returns, =r - E(r); where: r = portfolio return at time t; E(r) = portfolio expected return at time t-1.
The abnormal return has been measured through the difference between the portfolio’s effective return and the

expected return measured using the “market model”. The effective return has been measured as follows: r = Log
(P; / P,4) where: P, = price of the security at time of dividend announcement; P,.;= price of the secuPty at time t-1.
The expected return has been measured as follows: E(r) = a; + J;mmt oy Where: g = Jensen’s a; J j, = Covj /
Vary, = (0j O Gj,m)/ O’ ; Iy = daily index of the reference market. The variable takes value 1 if  r — E(r) >0 and

0 otherwise.

- (Dy1/ Eqy) = (Book value of the indebtedness;.; / Book value of equity,.,). This variable reflects the leverage
of the firm concerned and is a proxy of the financial risk. This variable takes the value 1 if the institutional
investor has used a high level of this variable as choosing criteria for the targeted company.

- EPS,, = earnings per share at (t-1) = (After-tax profit,, / Number of shares,;). This variable reflects the
profit that was distributed to the shareholders in the form of dividends and capital gains for each share held by
each of them. This variable takes the value 1 if the institutional investor has used a high level of this variable as
choosing criteria for the targeted company.

- ROE.; = Return on equity (t-1) = (After-tax profit., / Equity,.,). This variable reflects the book value of the
returns accruing to shareholders. This variable takes the value 1 if the institutional investor has used a high level
of this variable as choosing criteria for the targeted company.

- Current ratio,; = (Current assets;.; / Current liabilities,.;). This variable indicates whether the amount of the
assets that will be recovered in cash within the year exceeds the amount of the debt to be repaid over the same
period of time. This variable takes the value 1 if the institutional investor has used a high level of this variable as
choosing criteria for the targeted company.

- (NFP.4 / Total assets;.;) = (Net financial position,; / Total book value of assets;.;). This variable indicates
the proportion of the company’s investments that was financed with borrowed funds and, hence, illustrates the
composition of its sources of funds. The net financial position is defined as debt minus liquid assets. This
variable takes the value 1 if the institutional investor has used a high level of this variable as choosing criteria for
the targeted company.

- (EBITy; / Financial expenses.;) = (Earnings before interests and taxes,; / Financial expenses.). This
variable reflects the part of the costs of its financial resources that the firm is able to finance out of its own
earnings before interest and taxes. This variable takes the value 1 if the institutional investor has used a high
level of this variable as choosing criteriafor the targeted company.

- (Pu1 ! Eq)= (Market cap,.; / Net earnings,.;). This variable measures the number of years over which the
monetary value of the price is recovered if the security concerned generates a theoretically perpetual flow of
annual net earnings of the level postulated at the time of the measurement. This variable takes the value 1 if the
institutional investor has used a high level of this variable as choosing criteriafor the targeted company.

- (Py.1 / Cash flow,;) = (Market cap;; / Cash flow,;). This variable measures the number of years over which
the monetary value of the price is recovered if the security concerned generates a theoretically perpetual cash
flow. This multiple can effectively help solve the greatest shortcoming of the P/E ratio, i.e. the fact that the net
earnings of a company are dependent on its budget policies. This variable takes the value 1 if the institutional
investor has used a high level of this variable as choosing criteria for the targeted company.

- (Pyq/ Sales,y) = (Market cap,., / Sales,;). This variable measures the number of years over which the value
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of the price is recovered if the security concerned generates a theoretically perpetual cash flow. It is especially
useful to evaluate the performance of start-ups, since these are firms that due to substantial front-end investments
tend to operate at a loss. Considering that it would hardly make sense to determine their P/E ratios and the fact
that the primary aim of a firm is to boost its sales, it is interesting to establish what chances the market is
prepared to take on their prospective sales potential. This variable takes the value 1 if the institutional investor
has used a high level of this variable as choosing criteria for the targeted company.

- (Pu1/ BV,,) = (Market cap.; / Book \alue,.;). This variable indicates the ratio between the market value of
equity and the book value of it. This variable takes the value 1 if the institutional investor has used a high level
of this variable as choosing criteria for the targeted company.

- Size Effect,., = A variable which measures the sizes of the firms and is equal to the book value of the firm’s
total assets. This variable takes the value 1 if has been used by the institutional investor as choosing criteria for
the targeted company.

- Industry = Avariable which measures the industry in which the firms conducts the business. This variable
takes the value 1 if has been used by the institutional investor as choosing criteriafor the targeted company.

- GDP = It reflects the growth rate of the real GDP (Real Gross Domestic Product) of the country in which
the institutional funds conducted their operations. This variable takes the value 1 if has been used by the
institutional investor as choosing criteria for the targeted company.

- Inflation = It reflects the mean inflation rate of the country where the institutional funds were operating in
2012-2013. This variable takes the value 1 if has been used by the institutional investor as a choosing criteria for
the targeted company.

The figures used for this research were collected from annual report, investment relations, Bloomberg, Thomson
Reuters, Bankscope and Eurostat. Moreower, the dataset has been enriched by data resulting from 7,845
interviews (70,11% response rate) conducted, via CATI system, in 2013 to banks and insurance managers, in
order to get information concerning their investing strategies. The sample of 5,500 institutional funds is
progressively split into smaller and smaller partitions with increasing internal homogeneity in terms of the
dependent variable. Using the CART (Classification And Regression Tree) each segmentation (called node) is
characterized by a high level of homogeneity because of the application of Gini index. In this study the minimum
rate of Gini Index is 0.0001.

A terminal node is described as “pure” when the value of the dependent variable is the same for 100% of the
cases in the node. In other words, based on the CART procedure, the database was split into ever more Y-
homogeneous subsets (Campanella, 2014).

CART is widely held to be particularly suited to empirical studies (Olshen et al., 1984; Campanella, 2014; Del
Giudice et al., 2016; Campanella et al., 2016; Campanella et al., 2016; Brida et al. 2009; Brida et al. 2010) for
many reasons. First of all, it offers the chance of using both qualitative and quantitative dependent variables;
second, the data set can be split using combinations of quantitative and qualitative variables as predictors and the
splitting criterion itself is defined by minimizing the impurity level of a node. Finally, the algorithm can be used
to prune large-size trees down to optimal dimensions (Razi & Athappilly, 2005).

According to these characteristics, this method is particularly suitable for our purposes because of the presence
of qualitative and quantitative variables.

Lastly, CART method allows the possibility to conduct robustness tests splitting the dataset in training sample
(60%) and test sample (40%).

The owerall efficiency of the proposed model was evaluated by the Receiver Operating Characteristic Curve
(ROC Curwe).

4. Results and Discussion

The model specifications and the results of our analysis are given in Table 1. The section on ‘Specifications’
provides information on the criteria for building the tree model, including the analysed variables, whereas the
values reported in the section on ‘Results gives the number of aggregate nodes, the number of terminal nodes
and the tree depth.
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Table 1. Model summary

Specifications Growing Method CRT
Dependent Variable Bank _Insurance
Independent Variables Suze, NFP_Asset, Inflation, P E,

Abnormal return, GDP, EBIT Financial,
P Cash, P BV, Industry, EPS, ROE,
Current_ratio, D_E

Vabdation Split Sample

Maximum Tree Depth 5

Mimimurm Cases m Parent 1)
Noxle

Mimimum Cases m Child 50
Node
Results Independem Variables Abnormal_retum, NFP_Asset, P_E,
Included Current_ratio, D E, Industry, ROE, Inflation
EPS, Size, EBIT Financial, GDP, P_Cash,

P BV

Number of Nodes 21

Number of Terminal 1
Nodes

Depth 5

We initially identified fifteen independent variables. All variables were included in the model. Figure 1 shows
the tree diagram of the training sample at the end of the pruning process. The optimal sub-tree is shown in Figure
3. The ‘Abnormal return’ variable splits the data into two nodes, node 1 and node 2. Data show that node 1 has a
composition of 76.8% of Banks and 23.2% of Insurance (this means that 77.6% of banks have a positive
abnormal return and 21.4% of insurance have a positive abnormal return), while node 2 displays a composition
of 79.4% of Insurance and 20.6% of banks (this means that 22.4% of banks have a negative abnormal return and
78.6% of insurance have a negative abnormal return).

The subsequent best classification variable for funds in node 1 is leverage (node 3). Data show that node 3 has a
composition of 85.8% of Banks and 14.2% of Insurance (this means that 83.8% of banks and 46.0% of insurance,
which achieved a positive abnormal return, choose an higher leverage).

Another best classification variable is ROE (node 7). Data show that node 7 has a composition of 92.4% of
Banks and 7.6% of Insurance (this means that 90.0% of banks and 45.0% of insurance, which achieved a
positive abnormal returnand a high leverage, choose an higher ROE).

Finally, funds with lower abnormal return than other funds are classified in node 2. The subsequent best
classification variable of node 2 is node 6, which has the following composition: 87.4% insurance and 12.6%
banks. This means that 85.2% of the insurance and 47% of the banks with negative abnormal return doesn’t use
the return of equity as a discriminatory variable.
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Bank_Insurance

Mode
Category % n
Fe————- 1 Inzurance 52,2 1720
: Insurance 1 B Bank 47 7 1580
Bk Total 10003309
FAbnormmal_retum
Improvement=0,158
10 D]D
Mode 1 Mode 2
Category % n Category % n
Insurance 232 370 Insurance 70,4 1350
B Bank 6.8 1237 M Bank 06 353
Total 483 1607 Total 1.7 1712
= —
0_E ROE
Improvement=0,023 Improwvemert=0,023
10 Dll] 10 D|D
Mode 2 Hode 4 Mode § Mode 6
Category % n Category % n Category % n Category % n
Inzurance 14,2 170 Insurance 0,1 200 Inzurance 519 201 Inzurance 87,4 1158
M Bank 5.5 1028 M Bank 429 199 B Bank 42,1 126 B Bank 126 167
Total 36,2 1198 Tatal 13,1 394 Total 1.7 387 Total 0,0 1326
= = =
ROE P_E Size
Improvermerit=0,017 Improwemerit=0,000 Improwement=0,000
1]I] oo 1]D I]|D 10 D]D
Mode 7 Mode 2 Mode 9 Mode 10 Mode 11 Mode 12
Category % n Category % n Category % n Cateqory % n Category % n Category % n
Insurance 76 TH Insurance 400 04 Insurance 529 109 Inzurance 472 01 Insurance 47,3 22 Insurance 86,2 112
® Bank 92 4 930 = Bank 510 92 ¥ Bank 471 97 B Bank 528 102 = Bank 537 02 ™ Bank 438 82
Tutal 30,4 1006 Total 58 192 Total .2 206 Total 58 193 Tatal 5.6 186 Total 6.1
- = =
EP% EP% Industry
Improy ement=0,001 Improvermerit=0,000 Improw emerit=0,000
10 oo 1|I] Dlﬂ D[D 10
Mode 12 Mode 14 Mode 15 Mode 16 Mode 17 Mode 12
Category % n Category % n Category % n Category % n Category % n Category % n
Inzurance 567 55 Insurance 41,1 30 Insurance 530 54 Insurance 4007 37 Insurance 408 31 Inzurance 515 57
B Bank 42 B Bank 539 M Bank 47 1 B Bank 5.3 ® Bank 50% 45 B Bank 2 63
Total 18 97 Total 149 95 Tatal 3.1 102 Total 8 91 Total 23 76 Total 3.3 110
EBIT_Financial
Improvement=0,000
1.0 D.|D
Node 19 Node 200
Category % n Category % n
Insurance 506 34 Insurance 434 I3
B Bank 23 B Bank 56 6
Tatal 1.7 a7 Total 16 &3

Figure 3. Training sample
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Bank_Insurance

Node O
Category % n
Fe————= 1 B Inzurance 51,4 1126
: ¥ Inzurance | B Bank 45 6 1065
Bk ] Totsl 1000 2191
Abnormal_retum
Improwement=0,158
1|D D]D
Hode 1 Node 2
Category % n Category % n
¥ Inzurance 139 242 W nsurance 79,4 873
B Bank T 837 W Bank 206 238
Total 40,5 1085 Total 50,5 1106
| = | =
0O_E ROE
Improvement=0,023 Improvement=0,023
1|D D|D 1|D D|D
Node 3 Node 4 Hode § Node 6
Category % n Category % n

Category % n Category % n

" Insurance 53

136 ¥ Insurance 57,3 742

™ nsurance 1345 113 ¥ nzurance 542 134
W Bank 865 7I2 W Bank 458 114 B Bank 46,9 120 B Bank 12,7 108
Total 382 836 Total 1.4 240 Total 1.7 256 Total 38,8 850
| = | = | E
ROE P_E Size
Improvemerit=0,017 Improwemerit=0,000 Improwement=0,000
1]D D|D 1 ]D D|D 1|El D]D
Node 7 Node & Node 8 Node 10 Node 11 Node 12
Category % n Category % n Category % n Category % n Category % n Category % n
" nsurance 90 66 ¥ Insurance 46,1 47 " Insurance 562 63 " Insurance 52,3 67 " Insurance 509 59 ®insurance 550 77
B Bank 91,0 662 = Bank 539 &5 B Bank 428 52 B Bank 477 61 B Bank 491 &7 ™ Bank 450 62
Total 334 T34 Total 47 102 Total 54 13 Total 5.8 18 Total 53 16 Total 6.4 140
= = =
EPS EPS Industry
Improvemernt=0,001 Improvemerit=0,000 Improvemert=0,000
10 D|IJ 10 D|IJ 0.0 1|D
Node 13 Node 14 Node 15 Node 16 Node 17 MNode 18
Category % n Category % n Category % n Category % n Category % n Category % n
®insurance 489 23 " nsurance 436 24 ®insurance 469 30 " Insurance 578 37 ¥ Insurance 552 37 " Insurance 449 12
= Bank 511 24 B Bank G642 ™ Bank 531 34 B Bank 422 27 = Bank 448 30 B Bank 55,1 27
Total 21 47 Total 25 &5 Total 28 64 Total 20 64 Total 31 67 Total 2 4
EBIT_Financial
Improwement=0,000
1,0 oo
Hode 10 Mode 20

Category % n

Category % n

Figure 4. Test sample

W Insurance 46,2 12 ®nsurance 435 10
B Bank 53,8 14 ™ Bank 56,5 13
Total 1.2 26 Total 10 23

The Risk and Classification Tables (Tabs 2 and 3) show that the classification error risk rate of the model is 20.3%
with a 0.007 standard error value and that the correct classification rate obtained for the training sample is

79.7%.

Table 2. Risk
Sample Estimate Std. Error
Training 0.203 0.007
Test 0.215 0.009

Growing Method: CRT - Dependent Variable: Bank_Insurance
Table 3. Classification

Predicted

Sample Observed Insurance Bank Percent Correct

Training Insurance 1523 206 KR 1%
Bank 463 1115 M.6%
Overall Percentage 60.1% 39.9% 79.7%

lest Insurance 952 174 85
Bank 296 769 T2.2%
Overall Percentage 57.0% 43.0% TR 5%

Table 4 summarizes the gain for nodes and shows the number of nodes, the number of cases, the average profit
and ROI (Returnon Investment). Node 7 performs best, node 6 worst.
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Table 5 refers to the target variable “Bank” and it includes the gain in percentage, the response rate and the
percentage index (lift) per node.

Figures 3 and 4 illustrate their relative node performance compared to the gain and the index. In Figure 3, the
gain chart increases rapidly towards 100% then falls along the diagonal. This graph indicates that the model is
quite reliable. It can be seenthat a model that does not provide information follows the baseline of the diagonal.

In Figure 5, the cumulative indexes plots tend to start above 100% and gradually decrease until they reach 100%.
This graph shows that the model is reliable. Indeed, in a reliable model, the value of the index starts well above
100%, and then rapidly drops to 100%. For a model that does not provide information, the line will overlap the
100% line for the whole chart.

Table 4. Gain Summary for Nodes

Sumple Node N Percent P'rofit L
Training 7 1006 I04% 4471 < 0%
{0 v K% 2,154 3.5%
17 T i 2,145 3.5%
14 5 2,126 3,5%
b1 b3 | % (RN 1 3%
0 2060 Hh2% 1,296
Is 2 3% 1L
12 0 [N 1 065
I3 L 200 13 r B
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Figure 6. Target category: Bank — Node performance: index

The owerall efficiency of the optimal tree was evaluated through the Receiver Operating Characteristic Curve
using the predicted probability of the model (Table 6, Table 7 and Figure 7).

Table 6. Case Processing Summary

ROI Valid N (listwise)
Positive 2645
Negative 2855

Notes: Larger values of the test result variable(s) indicate a stronger evidence for a positive actual state; (a.) the
positive actual state is Bank.

The Area Under the Curve (AUC) in Figure 5 is equal to 0.863. The best cut offis at 0.5185
(Youden’s index = 0.579) (Table 7 and Table 8).
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Figure 7. ROC Curve
Table 7. Area Under the Curve (AUC)
Asymptotic 95% Confidence
Interval
Area Std. Error” Asymptotic Sig." Lower Bound| Upper Bound
0.863 0.005 0.000 0.853 0873

Notes: Predicted Probability for Bank_Insurance=1 has at least one link between the positive actual state group
and the negative actual state group. Statistics may be biased; (a.) Under the nonparametric assumption; (b.) Null
hypothesis: true area= 0.5

Table 8. Coordinates of the curve

Positive if

Greater Than |Sensitivity] 1 - Specificity

or Equal To"
L0000 1,000 1,000
2648 896 335
4182 882 318
4354 857 291
4542 K00 225
A707 169 195
S18S5 J12 133
ST77R8 696 022
S908 663 099
S928 635 076
L1589 604 050
1,0000 00 000

Notes: Predicted Probability for Bank _Insurance=1 has at least one link between the positive actual state group
and the negative actual state group; (a.) The smallest cut-off value is the minimum observed test value minus 1,
and the largest cut-off value is the maximum observed test value plus 1. All the other cut-off values are the
averages of two consecutive observed test values.

The study show that institutional investors that operate under a specific mandate (Bank) achieve higher abnormal
returns, therefore Hypothesis H1 is confirmed.

Moreover the model show that institutional investors classified as ‘bank™ uses data given by the fundamental
analysis in choosing their stocks. The level of financial leverage and the return on equity seem to be the main
parameters used by the best performer in choosing their portfolios. This may lead us to confirm Hypothesis H2.
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5. Conclusion

The objective of the article was to verify whether institutional investors with a specific mandate to invest realize
or not superior performance compared to those who do not have a specific mandate and if this outcome is the
result of the use of fundamental analysis for the selection of their portfolios. Since both hypotheses are
confirmed, it seems appropriate to proceed with further specifications about the results achieved, also in the light
of the theoretical framework described in the previous section of the article.

First it is appropriate to analyse portfolios that achieved returns higher than expected. It is confirmed that
institutional investors operating under a specific mandate to invest, in most cases, gain superior performance.
This may be attributable to the use of fundamental analysis in guiding their investment decisions. More in detail
it was found that the use of some specific variable is able to better discriminate portfolios which have performed
better than others.

The research shows that two variables have been decisive in discriminating the performance of institutional
investors who have better performed: roe and financial leverage.

When an institutional investor selects a target company characterized by a high degree of financial leverage, this
may result in exposing the investor to a higher level of risk: the financial risk. This is consistent with the second
proposition of the Modigliani-Miller theorem concerning the financial structure. It is clear that the actual return
is not necessarily consistent with what was expected at the time of investment and neither with what has been
achieved in the past by the targeted company. Howeer, it was found that the return on equity was the second
variable that discriminates investments characterized by abnormal returns from the others.

This suggests that institutional investors with a higher risk propensity, in their portfolio selection, evaluate the
consistency between the higher financial risks the returns that the targeted company has been able to achieve in
the past. Selecting securities with a high lewvel of leverage and high return on equity is a symptom of the
willingness of the institutional investor to evaluate the target company's ability to successfully use financial
leverage. In other words is the indicator of the ability of the firm to catch the increasing in the return on equity
that follows a high degree of leverage when there are positive differentials between the operating income returns
and the cost of borrowed funds.

This confirms what was suggested in the theoretical framework that led us to the formulation of research
hypotheses. Institutional investors operating under a specific mandate to invest, not being subject to additional
monitoring costs, have superior financial resources to use for fundamental analysis. In addition, using such a tool,
they prefer to expose themselves to higher risk-return trade off with the aim of achieving higher returns. On the
contrary, institutional investors that operate in the absence of a specific mandate to invest, realize, in most cases,
lower returns compared to those expected. These kind of institutional investors mostly don’t use fundamental
analysis in selecting their target companies, because they can’t sustain both the cost of fundamental analysis and
the bonding costs related to the financial debt. Moreover, the cash flow expected by the Insurance Companies are
lower, as a result of a lower risk- return trade off preferred by this type of investor in order to ensure the
sustainability of debt and the corporate survival.

In conclusion, it is necessary to highlight the contribution of this research to the existing literature and its
limitations. First of all, the research highlights the importance of having distinguished institutional investors
according to the mandate received by savers. This classification, compared to previous research, allows to assess
the implications of the mandate on the performance achieved in terms of abnormal returns. Secondly, this
research allows us to examine the fundamental analysis role in determining the abnormal returns. With regard to
this second point it has revealed that the financial leverage effect has an important role in discriminating
investment, which achieved higher abnormal returns. Further research strengths are the theoretical framework
associated with the contractual requirements that discriminate institutional investors depending on their
relationship with the savers and an original methodology.

Obviously this article has limitations that could be owvercome through further study, for example with a
longitudinal analysis over a longer period of time, or taking into account the territorial peculiarities of investment
funds or the ones of the target companies.
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