
3. Data and Methodology 

3.1 Data description 

The data we use consist of two parts. First, in order to verify the trees which we 

build are steady enough to evaluate and predict the performance of mutual funds, we 

study monthly returns of open-end funds in Taiwan mutual fund market from January 

2004 to December 2006, in total 7945 observations. All of these data are observed 

from the database of Taiwan Economic Journal (TEJ). 

Second, after verifying that the trees are steady and useful, we study its 

predictive capability. Therefore, we use monthly returns from January 2006 to 

November 2006 as learning sample to build a tree, and use monthly returns in 

December 2006 as testing sample. As above, we use the same method to build another 

tree to verify the tree’s performance. The learning sample we use is from January 

2006 to December 2006 and testing sample is in January 2007. The two trees show 

good predictive capability because of the empirical results. Note that because of the 

lack of information in some mutual funds, such as total net asset, we dismiss eighteen 

mutual funds per month, in order to hold out its degree of precise 

 

3.2 Methodology 

In this paper, we adapt the RPA method organized by Kao and Schumaker (1999) 
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to measure the mutual fund thirteen factors. Normally, we may use the single factor 

individually to evaluate the performance of mutual funds; however, the correlation 

between these factors and return is astatic in different time zones. 

Therefore, we use a nonparametric method to classify the mutual fund and select 

outperforming mutual funds efficiently. The classifying rule is called as Classification 

and Regression Tree (CART) which was developed by Breiman (1984). First, we use 

the three years data to build trees and verify its precision and usability. We will use its 

classifying rule from the trees to select the mutual funds which are classified as 

outperforming. Moreover, we calculate the average returns for these outperforming 

mutual funds and the underperforming mutual funds. Then, we can calculate the 

spreads between the outperformance and underperformance to verify whether the 

classifying rule is precise or not.  

Second, we verify the trees’ prediction capability. We will use the learning 

sample to build tree and test sample to verify its precision. Therefore, we would like 

to create a largest tree to see its stability, and then we use two kinds of learning 

sample to verify its prediction. After that, we can get several mutual funds which are 

classified outperforming by the classification rules from learning sample to be a fund 

of funds. In other words, we will utilize the CART to pursue an efficient method to 

build a fund of funds. 
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