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Forecasting the Correlation among Equity
Mutual Funds

Rocer C. Y. CHEN, LanFenc KAO, HsiaANGLAN WU~

ABSTRACT

Previous studies show that a multi-fund portfolio is far less risky than its single-fund counterpart and will
enable investors to diversify effectively. To successfully implement diversification strategies, investors must
obtain accurate estimates of the correlation among mutual fund returns. This paper forecasts mutual fund
correlation using the models discussed in Ahmed (2001). Moreover, following Buetow, Johnson and Runkle
(2000), we use an industry-based style index model to capture the characteristics of trading behavior in
Taiwan’s stock market. We evaluate the performance of each model in forecasting correlation among equity
mutual funds in Taiwan.

Results show that the estimate of future correlation from the industry-based style index model has the
lowest prediction errors. Such result is consistent with the findings of Buetow, Johnson and Runkle (2000),
which shows that the return-based style analysis is a useful tool when the investment philosophy of the
portfolio manager is properly captured by a set of asset classes. The multi-style index model, Fama-French
3-factor model and dynamic model also perform well in forecasting future correlation among mutual funds. In
short, most of the models examined by this paper perform better than the historical model. It shows that we can
forecast the correlation among mutual funds more precisely through some techniques than using the historical
correlation directly.

Keywords: correlation forecasting, mutual fund, style index
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