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Appendix (continued)
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R-sguared presented in our results is based on the average R-sguared

of edch fund

4. The Ratio of the Average Policy Return to the Average Actual
Return

The fund policy return as a percentage of the actual return is
average policy return / average actual return

Using the standard way to calculate sample mean, averages are calcu-
lated as
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When the average policy return is greater than the average actual
return, this ratio s greater than |00 percent.

5. The Ratio of Policy Volatility to Actual Volatility

The fund policy volatility as a percentage of the actual return volatility
is
standard deviation of the policy return/standard deviation of the
actual return
The standard way to calculate sample standard deviation is
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b. Cross-Sectional Regression of Actual Returns Against Policy Returns

To compare what portion of actual returns can be explained by
policy returns, we calculated an R-sguared by regressing the actual
returns against the policy returns of all funds at a gven point in time
{lbbotson and Kaplan 2000
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where
a is the excess return on the fund that cannot be attributed to
policy return
B is the sensitivity of changes in fund return to changes in policy
return
g ' is the residual, or error term, that cannot be explained by policy
return

This cross-sectional regression reveals what portion of actual returns
in ane period is explained by policy returns. Ve ran the cross-sec-
tional regression for each month over the period stated The aggre-
gate R-sguared presented in our results is based on the average of
the monthly regression calculations. See |bbotson and Kaplan (2000)
for a similar approach.
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S u 3 i 3 | This approach allows us to account for long-term policy shifts that
(HZHM : “ﬂ"vgff’wﬂl] HE et "WE(fMJ]l] reflect changes in a fund’s risk tolerance or assessment of long-
term changes in risk premioms. Any short-term deviation from the
five-year policy iz considered active management.
When policy volatility is smaller than actual return volatility, this ratio
is less than |00 percent.
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