INVESTMENT

, I COMPANY
V %40 0 INSTITUTE®

2013 Investment Company Fact Book

A Review of Trends and Activities in the U.S. Investment Company Industry

53rd edition

WWW.ICIFACTBOOK.ORG



2012 Facts at a Glance

Total worldwide assets invested in mutual funds $26.8 trillion

U.S. investment company total net assets* $14.7 trillion
Mutual funds $13.0 trillion
Exchange-traded funds $1.3 trillion
Closed-end funds $265 billion
Unit investment trusts $72 billion

U.S. investment companies’ share of:
U.S. corporate equity
U.S. municipal securities
Commercial paper
U.S. government securities

U.S. household ownership of mutual funds
Number of households owning mutual funds 53.8 million
Number of individuals owning mutual funds 92.4 million
Percentage of households owning mutual funds 44.4%
Median mutual fund assets of fund-owning households $100,000

Median number of mutual funds owned 4

U.S. retirement market
Total retirement market assets $19.5 trillion
Percentage of households with tax-advantaged retirement savings 68%

IRA and DC plan assets invested in mutual funds $5.3 trillion

*Components do not add to the total because of rounding.
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LETTER FROM THE CHIEF ECONOMIST

Brian Reid

Chief Economist of the Investment Company Institute

Every few years, my Aunt Joan travels from her home in Wisconsin to visit
us in Washington, DC. Over the years, she has met many of my friends and
colleagues, and forged her own friendships. During her last visit, we invited
a few of these friends to our home for dinner so that she could catch up with
them. As we were getting dinner ready, | didn’t hear much talking and was
beginning to wonder if the party was getting off to a slow start. A moment
later, a burst of laughter broke the quiet. As | stuck my head out from the
kitchen, | saw my aunt perched on the edge of the couch with a big smile

on her face, regaling the group with a story.



My aunt knows that a well-told story is a great way to begin a conversation with old friends or new
acquaintances. Through such stories, we share something about ourselves. But more importantly,
the listeners can imagine that they are part of the story and often will be reminded of similar ones.
Soon, everyone is sharing their own stories, and the conversation carries itself as we begin to learn
new things about each other.

ICI’s Fact Book also serves as a conversation starter. In these pages, stories are told through words
and data. Like my aunt’s story, it provides the reader with an opening to our larger research and
some insight into how we understand what we observe. The reader can then relate our story back
to what they know, and see themselves or their firm in the narrative.

| was reminded of this recently when two acquaintances emailed me about a video clip they had
seen on our website. In that clip, which was related to material found in chapter 7 of the Fact Book
(“Retirement and Education Savings”), | explained that people prepare for their retirements by
combining a variety of resources, including Social Security, homeownership, employer-sponsored
retirement plans, individual retirement accounts (IRAs), and other assets. We refer to these assets
as the five layers of a retirement resource pyramid.

Like the listeners to my aunt’s story, these two women compared themselves to our description of
how other people prepare for retirement and then shared their own stories. Their backgrounds are
quite different: one is a real estate agent in Maryland, the other a backcountry guide in Alaska. In
other respects, however, their stories are quite similar. Neither of them has a pension, and for both,
as for many retirees, homeownership is an important component of their retirement resources.

Their stories are excellent examples of why ICl Research now refers to the pyramid of retirement
resources in our discussions of the U.S. retirement system. The old analogy of a three-legged stool
(where the legs represent Social Security, employer plans, and personal savings) was too limiting
to describe how people actually prepare for retirement. The analogy omitted the crucial role that
homeownership plays for a large majority of retired Americans. What’s worse, the image implied
that all retirement savers had to depend equally on each resource, lest their retirement strategy
be “unbalanced.” The pyramid captures the fact that retirement security is built slowly over our
working years, and that different people can rely more or less on different resources without
throwing their retirement security out of “balance.”

viii LETTER FROM THE CHIEF ECONOMIST



These two acquaintances’ stories illustrate an important component of our work. It is through such
conversations—with our members, researchers, policymakers, and, yes, friends—that we at ICI
Research gain a deeper and fuller understanding of the public policy issues that we study. Though
each chapter has a primary author, the Fact Book reflects our collective understanding of these
issues, based on data, research, and dozens of conversations inside and outside of ICI.

Your story is our story. Your feedback helps us gain deeper insight into a topic, and it is always
rewarding to hear how what we have written has contributed to your understanding of an

issue. The Fact Book is a living document that changes as ICl Research seeks to bring together

the highest-quality data and scholarship about investment companies, fund shareholders, and
individuals saving for retirement. This work is the essential focus of every member of the ICI
Research staff. We dedicate months each year to publishing the Fact Book as part of our mission
to facilitate sound, well-informed public policies affecting investment companies, their investors,
and the retirement markets. Thank you for your continued interest in and feedback on our research
and publications.
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U.S. mutual fund assets exceeded $13 trillion
for the first time in 2012

$13 trillion j
at year-end 2012




CHAPTER ONE

Overview of

U.S.-Registered
Investment Companies

U.S.-registered investment companies play a significant role in the U.S.
economy and world financial markets. These funds managed $14.7 trillion

in assets at the end of 2012 for nearly 94 million U.S. investors. Funds supplied
investment capital in securities markets around the world and were among

the largest groups of investors in the U.S. stock, commercial paper, and
municipal securities markets.



This chapter provides a broad overview of U.S.-registered investment companies—mutual funds, closed-end
funds, exchange-traded funds, and unit investment trusts—and their sponsors.

Investment COmMPAanY ASSELS iN 20L2........oooeiiei et e et e et e e st s e e be st e st e st e st et ssessessessesbssrnsresaeas 8
Americans’ Continued Reliance on Investment COMPANIES ........c.oviiiiiiiicececee e 8
Role of Investment Companies in Financial Markets...........cooveiiioeiiiceeceeec e 12
Types of Intermediaries and Number of Investment COMPANIs...........cccoovvveieiiciiiieicccceee e 13
Investment Company EMPIOYMENT ........ooiiuieieeeeeee ettt st et se et e e st e s be st s ste st e seesaeseesnannas 19

Investment Company Assets in 2012

U.S.-registered investment companies managed $14.7 trillion at year-end 2012 (Figure 1.1), a

$1.7 trillion increase from year-end 2011. Major U.S. stock indexes rose more than 10 percent

over the year, contributing to the increase in total net assets of funds invested in domestic

equity markets. Double-digit increases in stock prices also were recorded abroad, and had a
corresponding effect on funds invested in international equities. In addition, a weaker U.S. dollar—
and the resulting increase in the dollar value of nondomestic securities—led to an increase in the
value of equity and bond funds that held international assets.

Overall, mutual funds reported $196 billion of net inflows in 2012, the first annual net inflow since
2008; other registered investment companies also recorded positive inflows. Investors added

$196 billion to long-term mutual funds. Money market funds saw little change in assets during 2012
after three years of outflows, relieving downward pressure on the total level of U.S. fund assets.

In addition, mutual fund shareholders reinvested $194 billion of income dividends and $93 billion
of capital gains distributions that mutual funds paid out during the year. Investor demand for
exchange-traded funds (ETFs) strengthened relative to recent years, with a record-high net share
issuance (including reinvested dividends) of $185 billion in 2012. Unit investment trusts (UITs) had
new deposits of $43 billion, up from 2011, and closed-end funds issued $15 billion in new shares
during 2012.

Americans’ Continued Reliance on Investment Companies

Households are the largest group of investors in funds, and registered investment companies
managed 23 percent of households’ financial assets at year-end 2012, up slightly from 2011
(Figure 1.2). As households have increased their reliance on funds over the past decade, their
demand for directly held equities has decreased (Figure 1.3). Household demand for directly held
bonds has been weak since the financial crisis, and household assets in directly held bonds fell
by $51 billion in 2012. In contrast, households made net investments in registered investment
companies in 10 of the past 11 years. Households invested an average of $349 billion each year,
on net, in long-term registered investment companies versus average annual sales, on net, of
$230 billion in directly held equities and bonds.
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FIGURE 1.1

Investment Company Total Net Assets by Type
Billions of dollars, year-end, 1995-2012

Mutual funds'  Closed-end funds ETFs? UITs Total3
1995 $2,811 $143 $1 $73 $3,028
1996 3,526 147 2 72 3,747
1997 4,468 152 7 85 4,712
1998 5,525 156 16 94 5,790
1999 6,846 147 34 92 7,119
2000 6,965 143 66 74 7,247
2001 6,975 141 83 49 7,248
2002 6,383 159 102 36 6,680
2003 7,402 214 151 36 7,803
2004 8,095 253 228 37 8,613
2005 8,891 276 301 41 9,509
2006 10,398 297 423 50 11,167
2007 12,001 312 608 53 12,975
2008 9,604 184 531 29 10,348
2009 11,113 224 777 38 12,152
2010 11,832 238 992 51 13,113
2011 11,627 243 1,048 60 12,979
2012 13,045 265 1,337 72 14,719

! Mutual fund data include only mutual funds that report statistical information to the Investment Company Institute. The data
do not include mutual funds that invest primarily in other mutual funds.

2ETF data prior to 2001 were provided by Strategic Insight Simfund. ETF data include investment companies not registered
under the Investment Company Act of 1940 and exclude ETFs that invest primarily in other ETFs.

3 Total investment company assets include mutual fund holdings of closed-end funds and ETFs.
Note: Components may not add to the total because of rounding.
Sources: Investment Company Institute and Strategic Insight Simfund

The growth of individual retirement accounts (IRAs) and defined contribution (DC) plans,
particularly 401(k) plans, explains some of households’ increased reliance on investment companies
during the past two decades. At year-end 2012, 9 percent of household financial assets were
invested in 401(k) and other DC retirement plans, up from 7 percent in 1992. Mutual funds managed
57 percent of the assets in these plans in 2012, up from 16 percent in 1992 (Figure 1.4). IRAs made
up 10 percent of household financial assets, and mutual funds managed 46 percent of IRA assets

in 2012. Additionally, mutual funds managed $1.1 trillion in variable annuities outside of retirement
accounts, as well as $4.4 trillion of assets in taxable household accounts.
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FIGURE 1.2

Share of Household Financial Assets Held in Investment Companies
Percentage of household financial assets, year-end, 1980-2012

1980 1985 1990 1995 2000 2005 2012

Note: Household financial assets held in registered investment companies include household holdings of ETFs, closed-end
funds, UITs, and mutual funds. Mutual funds held in employer-sponsored DC plans, IRAs, and variable annuities are included.

Sources: Investment Company Institute and Federal Reserve Board

FIGURE 1.3

Household Net Investments' in Funds,2Bonds, and Equities
Billions of dollars, 2002-2012

M Registered investment companies
M Directly held bonds
¥ Directly held equities

2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012

T Net new cash flow and reinvested interest and dividends are included.
2 Data for funds include mutual funds, variable annuities, ETFs, and closed-end funds.
Sources: Investment Company Institute and Federal Reserve Board
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Businesses and other institutional investors also rely on funds. Many institutions use money
market funds to manage a portion of their cash and short-term assets. Nonfinancial businesses
held 21 percent of their cash in money market funds at year-end 2012. Institutional investors also
have contributed to the growing demand for ETFs. Investment managers, including mutual funds
and pension funds, use ETFs to manage liquidity. This strategy allows them to help manage their
investor flows and remain fully invested in the market. Asset managers also use ETFs as part of
their investment strategies, including as a hedge for their exposure to equity markets.

FIGURE 1.4

Mutual Funds in Household Retirement Accounts
Mutual fund percentage of retirement assets by type of retirement vehicle, 1992-2012

DC plans*

55 56 57
51 51

46 45
38
30
23
16

1992 1994 1996 1998 2000 2002 2004 2006 2008 2010 2012

IRAs

1992 1994 1996 1998 2000 2002 2004 2006 2008 2010 2012

*DC plans include 401(k) plans, 403(b) plans, 457 plans, Keoghs, and other DC plans without 401(k) features.
Sources: Investment Company Institute, Federal Reserve Board, Department of Labor, National Association of Government
Defined Contribution Administrators, American Council of Life Insurers, and Internal Revenue Service Statistics of Income
Division
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Role of Investment Companies in Financial Markets

Investment companies have been among the largest investors in the domestic financial markets for
much of the past 20 years. They held a significant portion of the outstanding shares of U.S.-issued
equities and money market securities at year-end 2012. Investment companies as a whole were one
of the largest groups of investors in U.S. companies, holding 28 percent of their outstanding stock
at year-end 2012 (Figure 1.5).

Investment companies continued to be the largest investors in the U.S. commercial paper market—
an important source of short-term funding for major U.S. and international corporations. Mutual
funds’ share of the commercial paper market slightly decreased to 42 percent of outstanding
commercial paper at year-end 2012 from 43 percent at year-end 2011. Money market funds
accounted for the majority of funds’ commercial paper holdings, and the share of outstanding
commercial paper these funds held tended to fluctuate with investor demand for prime money
market funds and the overall supply of commercial paper. While 2012 marked the sixth year in a row
that the total dollar amount of outstanding commercial paper contracted, mutual funds saw only
moderate declines in prime money market fund holdings and in other mutual fund holdings.

FIGURE 1.5

Investment Companies Channel Investment to Stock, Bond, and Money Markets
Percentage of total market securities held by investment companies, year-end 2012

W Mutual funds
[ Other registered investment companies

42

28 28
42

24 16

! 12 25
5 =<0.5 3 0
U.S. corporate U.S.and U.S. Treasury U.S. municipal Commercial
equity international and government securities paper

corporate bonds agency securities

Note: Components may not add to the total because of rounding.
Sources: Investment Company Institute, Federal Reserve Board, and World Federation of Exchanges
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At year-end 2012, investment companies held 28 percent of tax-exempt debt issued by U.S.
municipalities (Figure 1.5). Funds’ share of the tax-exempt market has remained fairly stable in the
past several years despite changes in the demand for tax-exempt funds and the overall supply of
tax-exempt debt. Funds held 12 percent of U.S. Treasury and government agency securities at year-
end 2012. Funds’ role in the corporate bond market continued to expand in 2012, holding

16 percent of the outstanding debt securities in this market compared with 15 percent at

year-end 2011.

Types of Intermediaries and Number of Investment Companies

A variety of financial service companies offer registered funds in the United States. At year-
end 2012, 76 percent of fund complexes were independent fund advisers (Figure 1.6), and
these firms managed 63 percent of investment company assets. Non-U.S. fund advisers,
banks, thrifts, insurance companies, and brokerage firms are other types of fund complexes
in the U.S. marketplace.

In 2012, 776 financial firms from around the world competed in the U.S. market to provide
investment management services to fund investors (Figure 1.7). Historically, low barriers to entry
have attracted a large number of investment company sponsors to the fund marketplace in the
United States. These low barriers to entry led to a rapid increase in the number of fund sponsors

FIGURE 1.6

About Three-Quarters of Fund Complexes Were Independent Fund Advisers
Percentage of investment company complexes by type of intermediary, year-end 2012

10%
Non-U.S. fund advisers 59%
Insurance companies
6%
Banks or thrifts
2%
Brokerage firms

76%
Independent fund advisers

Note: Components do not add to the total because of rounding.
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in the 1980s and 1990s. However, competition among these sponsors and pressure from other
financial products reversed this trend in the early 2000s. From year-end 2002 to year-end

20009, 347 fund sponsors left the business while 304 new firms entered, for a net reduction of

43 sponsors. The decline in the number of sponsors is due to larger fund sponsors acquiring some
smaller fund families, some fund sponsors liquidating funds and leaving the business, and several
large sponsors selling their fund advisory businesses. The number of fund companies able to retain
assets and attract new investments generally has been lower since 2000 than during the 1990s
(Figure 1.8).

In recent years, there has been renewed growth in the number of sponsors. From year-end 2009
to year-end 2012, the number of fund sponsors increased, on net, by 95, with 224 new fund
sponsors entering the business and 129 firms leaving (Figure 1.7). Many of the firms entering the
business took advantage of a cost-effective model: the series trust. The series trust model offers
a management solution in which the fund’s sponsor arranges for a third party to provide certain
services (e.g., audit, trustee, some legal) through a turnkey setup. This allows the sponsor to focus
on portfolio management and asset gathering. The overall cost of operating the series trust is
spread among the various funds within the trust.

FIGURE 1.7

Number of Fund Sponsors
2002-2012

— Total number of fund sponsors at year-end (right axis)
Bl Fund sponsors leaving (left axis)
Fund sponsors entering (left axis)
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FIGURE 1.8

Fund Complexes with Positive Net New Cash Flow to Equity, Bond, and Hybrid Funds
Percentage of fund complexes, selected years

72

1990 1992 1994 1996 1998 2000 2002 2004 2006 2007 2008 2009 2010 2011 2012

Competitive dynamics also affect the number of funds offered in any given year. In particular,
fund sponsors create new funds to meet investor demand, and they merge or liquidate funds that
do not attract sufficient investor interest. The pace of newly opened funds decreased slightly to
628 funds in 2012, which, although below the recent peak of 725 in 2007, is close to the average
over the previous 10 years (Figure 1.9). The rate of fund mergers and liquidations declined slightly
to 493 in 2012 from 510 in 2011.

FIGURE 1.9

Number of Mutual Funds Leaving and Entering the Industry*
2002-2012

M Opened mutual funds
M Merged mutual funds

M Liquidated mutual funds
869

725
665 680 704 678 712 362 649
536 534

628

2002 2003 2004 2005 2006 2007 2008 2009 2010 20M 2012

*Data include mutual funds that do not report statistical information to the Investment Company Institute. Data also include
mutual funds that invest primarily in other mutual funds.
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Unit Investment Trusts

Unit investment trusts (UITs) are registered investment companies with some characteristics
of both mutual funds and closed-end funds. Like mutual funds, UITs issue redeemable
shares (called units). Like closed-end funds, UITs typically issue only a specific, fixed

number of shares. In contrast to both open-end and closed-end funds, however, UITs have

a predetermined termination date that varies according to the investments held in the
portfolio. UITs investing in long-term bonds may remain outstanding for 20 to 30 years. UITs
that invest in stocks may seek to capture capital appreciation over a period of a year or a few
years. When these trusts are dissolved, proceeds from the securities are either paid to unit
holders or reinvested in another trust.

UITs fall into two main categories: bond trusts and equity trusts. Bond trusts are divided into
taxable and tax-free trusts. Equity trusts are divided into domestic or international/global
trusts. The first UIT, which was offered in 1961, held tax-free bonds and, historically, the
majority of UIT assets have been invested in bonds. However, beginning in the late 1990s,
assets in equity UITs generally have exceeded assets in both taxable and tax-free bond trusts
(Figure 1.10). The number of trusts outstanding decreased from the mid-1990s through the
mid-2000s due to a slowdown in the number of trusts created by sponsors combined with
existing trusts reaching their preset termination dates.

UITs employ a buy-and-hold investment strategy; once the trust’s portfolio is selected, its
securities typically are not traded. However, UITs may sell or replace a security if questions
arise concerning the financial viability of the issuer or the security’s creditworthiness. Most
UITs hold a diversified portfolio of securities, with the extent of each trust’s diversification
described in its prospectus. The securities in a UIT, which are listed in its prospectus, are
professionally selected to meet a stated investment objective such as growth, income, or
capital appreciation.

Investors can obtain UIT price quotes from brokerage or investment firms, and some but not
all UITs list their prices on NASDAQ’s Mutual Fund Quotation Service. Some broker-dealers
offer their own trusts or sell trusts offered by nationally recognized independent sponsors.
Units of these trusts may be purchased through their registered representatives. Investors
also may purchase units from the representatives of smaller investment firms that sell trusts
sponsored by third-party bond and brokerage firms.

16
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While only a specific number of units of a UIT is sold in an initial public offering, many
trust sponsors voluntarily maintain a secondary market in which outstanding units are

repurchased from initial investors and subsequently resold to other investors. Even in the
absence of a secondary market for UITs, trusts are required by law to redeem outstanding

units at their net asset value (NAV), which is based upon the current market value of the
underlying securities.

FIGURE 1.10

Total Net Assets and Number of UITs
Year-end, 1997-2012

— Total trusts (right scale)

[ Tax-free debt trust assets (left scale)
I Taxable debt trust assets (left scale)
M Equity trust assets (left scale)

Billions of dollars Number of trusts

160 115,000
140

1,593 112,000

19,000

1 6,000

3,000

0
’97 ’98 ’99 °00 °01 ’02 03 ’04 ’05 06 ’07 ’08 ‘09 10 ‘M 12
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The total number of investment companies has increased since 2005 (the recent low point), but
still remains well below the recent peak at year-end 2000 (Figure 1.11). This overall decline is
attributable to sponsors of UITs creating significantly fewer new trusts between 2000 and 2005,
and the effect of preset termination dates of UITs, which naturally leads to some attrition each year.
From 2005 to 2011, the number of UITs hovered around 6,000; however, this number declined to
well below 6,000 in 2012 with the closing of 256 trusts, on net. The total number of closed-end
funds has changed little since 2004, remaining above 600 funds. This level was sustained in 2012,
despite a net reduction of 30 funds. New ETFs have continued to open at a fair pace with 73 new
funds opened, on net, in 2012. There were 1,239 ETFs at year-end 2012, more than 15 times the
number of ETFs at year-end 2000.

FIGURE 1.11

Number of Investment Companies by Type

Year-end, 1995-2012

Mutual funds’  Closed-end funds ETFs? UITs Total

1995 5,761 499 2 12,979 19,241
1996 6,293 496 19 11,764 18,572
1997 6,778 486 19 11,593 18,876
1998 7,489 491 29 10,966 18,975
1999 8,003 511 30 10,414 18,958
2000 8,370 481 80 10,072 19,003
2001 8,518 491 102 9,295 18,406
2002 8,511 544 113 8,303 17,471
2003 8,426 583 119 7,233 16,361
2004 8,415 619 152 6,499 15,685
2005 8,449 635 204 6,019 15,307
2006 8,721 646 359 5,907 15,633
2007 8,746 0663 629 6,030 16,068
2008 8,880 642 743 5,984 16,249
2009 8,612 627 820 6,049 16,108
2010 8,540 624 950 5971 16,085
2011 8,678 632 1,166 6,043 16,519
2012 8,752 602 1,239 5,787 16,380

! Data include mutual funds that invest primarily in other mutual funds.

2ETF data prior to 2001 were provided by Strategic Insight Simfund. ETF data include investment companies not registered
under the Investment Company Act of 1940 and ETFs that invest primarily in other ETFs.
Note: Investment company data include only investment companies that report statistical information to the Investment
Company Institute.
Sources: Investment Company Institute and Strategic Insight Simfund
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Investment Company Employment

Fund sponsors and third-party service providers offer advisory, recordkeeping, administrative,
custody, and other services to a growing number of funds and their investors. From 1997 to 2011,
fund industry employment in the United States grew 39 percent, from 114,000 workers to 159,000
workers (Figure 1.12). Based on results of an ICI biennial survey, employment peaked in 2007

at 168,000.

FIGURE 1.12

Investment Company Industry Employment
Estimated number of employees of fund sponsors and their service providers, selected years*

168,000 157,000 159,000

149,000 154,000 146,000
| I I I I l

1997 1999 2000 2005 2007 2009 20M

*These are the years in which the ICl employment survey was conducted.
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The largest group of workers provides services to fund investors and their accounts, with

34 percent of fund employees involved in these activities in March 2011 (Figure 1.13). Shareholder
account servicing encompasses a wide range of activities to help investors monitor and update
their accounts. These employees work in call centers and help shareholders and their financial
advisers with questions about investor accounts. They also process applications for account
openings and closings. Other services include retirement plan transaction processing, retirement
plan participant education, participant enrollment, and plan compliance.

At the same time, 32 percent of the industry’s workforce was employed by a fund’s investment
adviser or a third-party service provider in support of portfolio management functions such as
investment research, trading and security settlement, information systems and technology, and
other corporate management functions. Jobs related to fund administration, including financial

and portfolio accounting and regulatory compliance duties, accounted for 10 percent of industry
employment. In 2011, distribution and sales force personnel together accounted for 24 percent of
the workforce. Employees in these areas may be involved in marketing, product development and
design, or investor communications and may include sales support staff, registered representatives,
and supermarket representatives.

FIGURE 1.13

Investment Company Industry Employment by Job Function
Percentage of employees of fund sponsors and their service providers, March 2011

32%
Fund management

34%
Investor servicing

10%
Fund administration

24%
Sales and distribution

Total employment: 159,000 employees
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For many industries, employment tends to be concentrated in locations of the industry’s origins,
and investment companies are no exception. Massachusetts and New York served as early hubs
of investment company operations, and remained so in March 2011 (Figure 1.14), employing

30 percent of the workers in the fund industry. As the industry has grown from its early roots,
other states have become significant centers of fund employment—including California,
Pennsylvania, and Texas. Fund companies in these states employed about one-quarter of

all fund industry employees as of March 2011.

FIGURE 1.14

Investment Company Industry Employment by State
Estimated number of employees of fund sponsors and their service providers by state, March 2011
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One-third of mutual fund assets were in domestic
equity mutual funds

33 percent

were in domestic equity funds




CHAPTER TWO

Recent Mutual Fund

Trends

With $13 trillion in assets, the U.S. mutual fund industry remained the largest

in the world at year-end 2012. Total net assets increased $1.4 trillion from the
level at year-end 2011, boosted by growth in equity, bond, and hybrid fund
assets. Demand for mutual funds increased in 2012 with net new cash flows

of all types of mutual funds totaling $196 billion. Investor demand for certain
types of mutual funds appeared to be driven, in large part, by a continued trend
toward investment diversification, the demographics of the U.S. population, and
uncertainty surrounding the year-end fiscal cliff. Inflows to bond funds were quite
strong and net withdrawals from equity funds picked up—their fifth consecutive
year of outflows. Hybrid funds remained popular with inflows increasing again
in 2012. After three years of sizable outflows, money market funds experienced
a small net outflow of less than $500 million. This slowdown in net redemptions
owed in large part to investors moving to cash at year-end because of fiscal cliff
concerns.



This chapter describes recent U.S. mutual fund developments and examines the market factors that affect the

demand for equity, bond, hybrid, and money market funds.

Investor Demand for U.S. MUTUAI FUNAS ...........coiiiiiiiice e 24
ULS. MUBUAT FUNG ASSEES ... 24

Developments in MUTUGI FUNG FIOWS ... ..ottt st st eene e 26

Demand for Long-Term MUtUAl FUNGS ..........ocooviviiiiiiiiecce e 27
EQUitYy and HYDrid MULUGE FUNGAS ....eeieieee ettt sttt ettt e e st e st st e st e te e eanannas 27
BONG MUTUAT FUNGS ..o 34
INAEX MULUAT FUNAS ... 36

Demand for Money Market FUNGS .............ooooioiiiiiiicicccc ettt en 38
REtail MONEY MATKEE FUNGS ...ttt ettt sttt e st st e st st e st et e e et e s s e e be st e sae st e sae st e seesnans 40
INSEItUTIONAl MON@Y MATKEE FUNUS....oiviieiceiceecee ettt sttt sttt et st s st e e eneaneas 41

Investor Demand for U.S. Mutual Funds

Investor demand for mutual funds is influenced by a variety of factors, not least of which is funds’
ability to assist investors in achieving their investment objectives. For example, U.S. households
rely on equity, bond, and hybrid mutual funds to meet long-term personal financial objectives such
as preparing for retirement. U.S. households as well as businesses and other institutional investors
use money market funds as cash management tools because they provide a high degree of liquidity
and competitive short-term yields. Changing demographics and investors’ reactions to changes

in U.S. and worldwide economic and financial conditions play important roles in determining how
demand for specific types of mutual funds and for mutual funds in general evolves over time.

The U.S. mutual fund market—with $13 trillion in assets under management at year-end 2012—
remained the largest in the world, accounting for 49 percent of the $26.8 trillion in mutual fund
assets worldwide (Figure 2.1).

The majority of U.S. mutual fund assets were in long-term funds. Equity funds made up 45 percent
of U.S. mutual fund assets at year-end 2012 (Figure 2.1). Domestic equity funds (those that invest
primarily in shares of U.S. corporations) held 33 percent of total industry assets. World equity funds
(those that invest primarily in non-U.S. corporations) accounted for another 12 percent. Bond funds
accounted for 26 percent of U.S. mutual fund assets. Money market funds (21 percent) and hybrid
funds (8 percent) held the remainder of total U.S. mutual fund assets.

More than 700 sponsors managed mutual fund assets in the United States in 2012. Long-run
competitive dynamics have prevented any single firm or group of firms from dominating the
market. For example, of the largest 25 fund complexes in 1995, only 15 remained in this top
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FIGURE 2.1
The United States Has the World’s Largest Mutual Fund Market

Percentage of total net assets, year-end 2012

Percentage of U.S. mutual fund assets
By type of fund

& -
Other Americas .. I

13% - Domestic equity funds
Africa and
Asia/Pacific
(VA World equity funds
49%
United States
v/:1 Bond funds
31%
Furope. P 74| Money market funds
»»»»»»»»»»»»»»»»»»»»»»»»»»»»»»»»»»»»»» B Hybrid funds
Total worldwide mutual fund assets: Total U.S. mutual fund assets:
$26.8 trillion $13.0 trillion

Note: Components may not add to 100 percent because of rounding.

Sources: Investment Company Institute, European Fund and Asset Management Association, and other national mutual fund
associations

group in 2012. Another measure of market concentration is the Herfindahl-Hirschman Index, which
weighs both the number and relative size of firms in the industry. Index numbers below 1,000
indicate that an industry is unconcentrated. The mutual fund industry had a Herfindahl-Hirschman
Index number of 465 as of December 2012.

Nevertheless, in the past 12 years the percentage of industry assets at larger fund complexes has
increased. The share of assets managed by the largest 10 firms in 2012 was 53 percent, up from the
44 percent share managed by the largest 10 firms in 2000 (Figure 2.2). In addition, the share of
assets managed by the largest 25 firms was 73 percent in 2012 compared with 68 percent in 2000.

FIGURE 2.2

Share of Assets at the Largest Mutual Fund Complexes
Percentage of industry total net assets, year-end, selected years

1995 2000 2005 2010 20M 2012
Largest 5 complexes 34 32 37 40 40 40
Largest 10 complexes 47 44 48 53 53 53
Largest 25 complexes 70 68 70 74 73 73
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Several factors likely contributed to this development. One factor is the acquisition of smaller fund
complexes by larger ones. Second, total returns on U.S. stocks* averaged 3.5 percent annually

from year-end 2000 to year-end 2012 and likely held down assets managed by fund complexes
that concentrate their offerings primarily in domestic equity funds—many of which tend to be
smaller fund complexes. In addition, domestic equity mutual funds have had outflows for seven
consecutive years. Third, in contrast, total returns on bonds* averaged 6 percent annually in the
past 12 years. Finally, strong inflows over the decade to bond funds, which are fewer in number
and have fewer fund sponsors than equity mutual funds, helped boost the share of assets managed
by those large fund complexes that offer bond funds.

Developments in Mutual Fund Flows

Investor demand for mutual funds as measured by net new cash flow—the dollar value of new fund
sales less redemptions combined with net exchanges—strengthened significantly in 2012 due to a
slowdown in outflows from money market funds and an increase in demand for long-term funds.
Overall, the industry had a net cash inflow of $196 billion (Figure 2.3). Investors added $196 billion,
on net, to long-term funds, while withdrawing less than $500 million, on net, from money market
funds.

FIGURE 2.3

Net New Cash Flow to Mutual Funds
Billions of dollars, 1998-2012

W Money market funds
M Equity, bond, and hybrid funds

879

-150 -283
1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012*

*In 2012, less than $500 million was withdrawn from money market funds.
Note: Components may not add to the total because of rounding.

* Measured by the Wilshire 5000 Total Market Index.
T Measured by the Citigroup Broad Investment Grade Bond Index.
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Global financial markets were fairly calm in 2012 and stock prices worldwide were bolstered by
developments that turned out to be less negative than feared. In the summer, market participants’
concerns about a splintering of the European Union were abated when the European Central Bank
pledged to do “whatever it takes to preserve the euro.” In the fall, the Federal Reserve announced
another round of aggressive quantitative easing to keep long-term interest rates low in a bid to
spur borrowing by U.S. households and businesses. The Fed also indicated that short-term interest
rates would remain low into 2014. By year-end, market participants’ worries about a collapse in
economic growth in China had eased somewhat. Even the threat of the U.S. federal government
falling off the “fiscal cliff” did not derail financial markets at the end of 2012, although some
investors took actions to protect themselves in case of such an event.

In the United States, economic conditions showed signs of improvement in 2012. Growth, although
still below full capacity, picked up in 2012 with gross domestic product (GDP) expanding at a

2.2 percent pace, up from 1.8 percent in 2011. In addition, the start of a recovery in the housing
market looked promising as home prices rose 7 percent from year-end 2011 to year-end 2012 and
sales of existing and new homes increased 10 percent. The employment picture brightened as well,
with the unemployment rate declining from 8.5 percent at year-end 2011 to 7.8 percent at year-end
2012. After-tax corporate profits increased nearly 16 percent in 2012 and stock prices ended the
year with double-digit gains. The S&P 500 index climbed 13 percent and the NASDAQ composite
index increased nearly 16 percent.

In the rest of the world, economic and financial conditions improved over the course of 2012.
Growth in emerging and developing countries strengthened, while bond spreads in the euro-area
periphery declined. World stock prices* rose about 13 percent in 2012, with stock prices in Europet
up 15 percent.

Demand for Long-Term Mutual Funds

Investors added $196 billion in net new cash to equity, bond, and hybrid funds in 2012, up
substantially from only $26 billion in 2011 (Figure 2.3). Increased investor demand for bond
and hybrid funds more than offset larger outflows from equity funds in 2012.

Investors withdrew cash from equity funds in 2012 at a faster pace than in 2011. In 2012,
net withdrawals from all equity funds amounted to $153 billion for the year, more than the $128
billion investors withdrew, on net, the previous year. Some of the outflow from equity funds

* Measured by the Morgan Stanley Capital International All Country World Ex-U.S. Index.
T Measured by the Morgan Stanley Capital International Europe Index.
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likely reflected opportunistic selling in the last months of 2012 by investors concerned about the
repercussions of the fiscal cliff and anticipating higher capital gains tax rates. Net redemptions
from equity funds picked up in November and December and totaled $54 billion. Through the first
10 months of the year, investors withdrew $99 billion, on net, from equity mutual funds.

Generally, demand for equity mutual funds is strongly related to performance in the stock markets
(Figure 2.4). Net flows to equity funds tend to rise with stock prices and the opposite tends to occur
when stock prices fall. This historical relationship, however, appears to have weakened in the past
several years, particularly for domestic equity mutual funds. In 2012, U.S. stocks* returned a total of
about 16 percent (including dividend payments) and investors withdrew, on net, $156 billion from
domestic equity funds. Domestic equity funds have had seven consecutive years of withdrawals
totaling $613 billion, more than would be expected based on the historical relationship between
returns on U.S. stocks and demand for domestic equity mutual funds.

FIGURE 2.4

Net New Cash Flow to Equity Funds Is Related to Global Stock Price Performance
Monthly, 1998-2012
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' Net new cash flow to equity funds is plotted as a six-month moving average.
2The total return on equities is measured as the year-over-year change in the MSCI All Country World Daily Total Return Index.
Sources: Investment Company Institute and Morgan Stanley Capital International

* Measured by the Wilshire 5000 Total Market Index.
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Asset-Weighted Turnover Rate

The turnover rate—the percentage of a fund’s holdings that have changed over a year—is a
measure of a fund’s trading activity. The rate is calculated by dividing the lesser of purchases
or sales (excluding those of short-term assets) in a fund’s portfolio by average net assets.

To analyze the turnover rate that shareholders actually experience in their funds, it is
important to identify those funds in which shareholders are most heavily invested. Neither
a simple average nor a median takes into account where fund assets are concentrated.

An asset-weighted average gives more weight to funds with large amounts of assets,

and accordingly, indicates the average portfolio turnover actually experienced by fund
shareholders. In 2012, the asset-weighted annual turnover rate experienced by equity fund
investors was 48 percent, well below the average of the past 33 years (Figure 2.5).

Investors tend to own equity funds with relatively low turnover rates. In 2012, about half of
equity fund assets were in funds with portfolio turnover rates under 26 percent. This reflects
the propensity for funds with below-average turnover to attract shareholder dollars.

FIGURE 2.5

Turnover Rate* Experienced by Equity Fund Investors
1980-2012
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*The turnover rate is an asset-weighted average.
Note: Data exclude mutual funds available as investment choices in variable annuities.
Sources: Investment Company Institute, Center for Research in Security Prices (CRSP), and Strategic Insight Simfund
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Although sizable, these outflows from domestic equity funds by no means suggest a wholesale
abandonment of the U.S. stock market by fund investors. Data on equity exposure for participants
in 401(k) plans show that across all age groups, the percentage of participants who held no equities
in their 401(k) accounts actually declined over the 10-year period from 2001 to 2011 (Figure 2.6).
Rather, the data are indicative of a rebalancing of equity exposure for 401(k) participants aged

40 years or older. For example, among 401(k) participants in their fifties in 2001, 46 percent had
more than 80 percent of their 401(k) accounts invested in equities. As of 2011, only 25 percent of
401(k) participants in their fifties had more than 80 percent of their accounts invested in equities.
In contrast, the proportion of participants in their fifties with between 60 percent and 80 percent of
their accounts invested in equities more than doubled from 15 percent in 2001 to 31 percent in 2011.
401(k) participants aged 40 or older continued to hold equities in their accounts in 2011, but at less
concentrated levels than similarly aged participants in 2001.

FIGURE 2.6

Concentrated Exposure to Equities Has Declined Among Older 401(k) Participants
Percentage of 401(k) participants by age, year-end 2001 and 2011
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Note: Equities include equity funds, company stock, and the equity portion of balanced funds. Funds include mutual funds,
bank collective trusts, life insurance separate accounts, and any pooled investment product primarily invested in the security
indicated. Components may not add to 100 percent because of rounding.

Source: Tabulations from EBRI/ICI Participant-Directed Retirement Plan Data Collection Project. See /C/ Research Perspective,
“401(k) Plan Asset Allocation, Account Balances, and Loan Activity in 2011.”
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Factors such as lower investor risk tolerance, investor demographics, a trend toward greater
investment diversification, and product development appear to be playing an important role in
investors’ reduced demand for domestic equity mutual funds. In the past decade, households
have endured two of the worst bear markets in stocks since the Great Depression. U.S. household
surveys show that within specified age groups, willingness to take investment risk is lower relative
to 2001 (after the bursting of the dot-com bubble) and relative to 2008 (prior to the nadir of the
financial crisis) (Figure 2.7). For example, 26 percent of households headed by someone younger
than 35 were willing to take above-average or substantial investment risk in 2012, about the same
percentage as such households in 2008, but below the 30 percent of such households in 2001.
For households headed by someone between 50 and 64 years of age, only 19 percent were
willing to take above-average or substantial investment risk in 2012, compared with 24 percent

of such households in 2008 and 23 percent in 2001.

FIGURE 2.7

Willingness to Take Above-Average or Substantial Investment Risk by Age
Percentage of U.S. households by age of head of household, selected years

30 i 31

01 08 ' 12 01 08 11 12 01 ’08 ' 12 01 ’08 ' 12
Younger than35 35t0 49 3 50 to 64 3 65 or older
Age of head of household

Note: Age is based on the sole or co-decisionmaker for household saving and investing.
Sources: Investment Company Institute and Federal Reserve Board
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The aging of the population likely also has contributed to a reduction in the demand for equity
funds. As investors grow older, willingness to take investment risk tends to decline and they
gradually shift their assets away from equity products and toward fixed-income products. In 2012,
only 7 percent of households headed by someone aged 65 or older were willing to take above-
average or substantial investment risk, compared with 25 percent of households in which the
household head was between 35 and 49 years old (Figure 2.7).

Older investors also tend to have larger account balances than younger investors, as they have

had more time to accumulate savings and take advantage of compounding. In 2012, households
headed by someone aged 65 or older held 19 percent of households’ mutual fund assets; whereas,
households headed by someone younger than 35 held only 7 percent (Figure 2.8). The vast majority
of the Baby Boom Generation are in households headed by someone between the ages of 45 and
64, and these households held 62 percent of all mutual fund assets in 2012. Therefore, as Baby
Boomers have begun to pare back their exposure to equities, this shift likely has restrained flows
into equity funds. This pattern is expected to continue for some time to come.

FIGURE 2.8
Mutual Fund Assets by Age Group

Percentage of households” mutual fund assets held by each age group, selected years

65 or older
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Note: Age is based on the age of the sole or co-decisionmaker for household saving and investing.

Perhaps related to lower risk tolerance and investor demographics, investors increasingly have
diversified their portfolios. Investor demand for hybrid funds, which invest in a combination of
stocks and bonds, strengthened further in 2012, with investors adding $46 billion, on net, to these
funds, up from $29 billion in 2011. Over the past four years, investors increasingly have turned to
hybrid funds with net inflows amounting to $116 billion. Also, over the past decade, funds of funds
have become a popular choice with investors and flows into these funds are directed to underlying
equity and bond funds. Funds of funds received $97 billion in net new cash flow in 2012 and $859
billion over the past 10 years.
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Funds of Funds

Funds of funds are mutual funds that primarily hold and invest in shares of other mutual
funds. The most popular type of these funds is hybrid funds—a little more than three-
quarters of funds of funds’ total net assets were in hybrid funds in 2012. Hybrid funds of
funds invest their cash in underlying equity, bond, and hybrid mutual funds.

Assets of funds of funds have grown rapidly over the past decade. By the end of 2012, the
number of funds of funds had grown to 1,156, and total net assets were nearly $1.3 trillion
(Figure 2.9). About 60 percent of the net inflow to funds of funds since year-end 2002 is
attributable to increasing investor interest in target date funds (also known as lifecycle
funds) and lifestyle funds (also known as target risk funds). The growing popularity of these

funds, especially for retirement investing, likely reflects their automatic rebalancing features.

In addition, target date funds often are used in defined contribution plans when participants

are automatically enrolled, particularly since the Pension Protection Act was passed in 2006.

Target date funds follow a predetermined reallocation of risk over time, and lifestyle funds
maintain a predetermined risk level.

For more information on target date and lifestyle funds, see page 134.

FIGURE 2.9

Total Net Assets and Number of Funds of Funds
Billions of dollars, 1998-2012

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012

Number of funds of funds
175 212 215 213 268 301 375 475 603 720 858 949 985 1,087 1,156
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Investors also have sought to diversify within the equity mutual fund space. In contrast to domestic
equity funds, world equity funds have received inflows each year, with the exception of 2008,

for the past seven years. In 2012, international stock prices were up about 17 percent (including
dividend payments)* for the year, and world equity funds received $3 billion in net new cash. Over
the past seven years, investors have purchased $300 billion, on net, of world equity funds.

The development of other investment products likely has diverted cash away from domestic
equity mutual funds. Asset allocation strategies used by funds of funds and hybrid funds have
resonated with investors. In addition, exchange-traded funds (discussed in detail in chapter 3)
are being used increasingly by retail investors and their advisers.

Bond Mutual Funds

In 2012, investors added $304 billion to their bond fund holdings—a strong pace, up from $125
billion in 2011, but still below the record $380 billion pace of net investment in 2009. Traditionally,
cash flow into bond funds is highly correlated with the performance of bonds (Figure 2.10). Bond
prices, one component of bond performance, are inversely related to interest rates. Thus, the U.S.
interest rate environment typically has played a prominent role in the demand for bond funds.

FIGURE 2.10

Net New Cash Flow to Bond Funds Is Related to Bond Returns
Monthly, 1998-2012
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' Net new cash flow to bond funds is plotted as a three-month moving average of net new cash flow as a percentage of
previous month-end assets. The data exclude flows to high-yield bond funds.

2The total return on bonds is measured as the year-over-year change in the Citigroup Broad Investment Grade Bond Index.
Sources: Investment Company Institute and Citigroup

* Measured by the Morgan Stanley Capital International Total All Country World Ex-U.S. Index.
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Movements in short- and long-term interest rates can significantly impact the total returns offered
by these types of funds and, in turn, influence retail and institutional investor demand for bond
funds.

Total returns on fixed-income securities were mixed in 2012, with U.S. government securities
returning far less than corporate bonds. The continuation of “Operation Twist” by the Federal
Reserve—exchanges of short-term Treasury securities for longer-term Treasury securities—helped
to keep long-term rates on Treasury securities low and fairly stable. The announcement of a third
round of quantitative easing in September helped boost bond prices a bit, but much of these gains
evaporated in the last two months of the year as the federal government approached the fiscal cliff
without a resolution. Because prices of Treasury securities ended 2012 little changed from year-end
2011, much of the total return on U.S. government securities came from their yields. At year-end
2012, the four-week Treasury bill yielded just 2 basis points at an annual rate and the annual yield
on the constant maturity 10-year Treasury security was 178 basis points. In contrast, prices of most
corporate bonds, particularly those rated BBB and below, continued to rise through 2012. Coupled
with the higher yields corporate bonds offer relative to Treasuries, total returns on corporate bonds
ranged from around 10 percent* to nearly 16 percent® at an annual rate, depending on the credit
quality of the bonds.

The pace of inflows into taxable bond funds was strong through the first 10 months of 2012

($23 billion average monthly rate), but slowed in November and December ($14 billion average
monthly pace) as investors most likely reacted to the fiscal cliff and the potential for higher income
taxes and higher capital gains taxes in 2013. For the year as a whole, taxable bond funds had net
inflows of $254 billion in 2012. Strategic income bond funds, which have the flexibility to invest in
multiple bond asset classes to obtain broad exposure to the bond market, received $114 billion, or
45 percent, of total net new cash flow to taxable bond mutual funds. Corporate bond funds, which
focus primarily on investing in debt securities of U.S. companies, received $44 billion (17 percent).
Investors have become more interested in global bond funds in the past few years, likely for the
same reasons that they have been attracted to global equity mutual funds. Global bond funds
received $38 hillion (15 percent) of net new cash flow in 2012. Bond funds focusing on mortgage-
backed securities and high-yield bonds garnered $30 billion (12 percent) and $24 billion

(9 percent), respectively. Funds focusing on U.S. government bonds had only $3 billion (1 percent)
in net new cash flow.

Flows to tax-exempt bond funds were strong for the first 11 months of 2012 and then turned
negative in December as investors seemed worried about possible tax changes in 2013 that
would impose federal income tax on tax-exempt interest for certain taxpayers. For 2012

* Measured by the BofA Merrill Lynch U.S. Corporate Total Return Index.
T Measured by the BofA Merrill Lynch U.S. High Yield Total Return Index.
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as a whole, tax-exempt bond funds had $50 billion in net inflows, likely supported by attractive
yields on municipal bonds relative to Treasury securities and by improved state tax revenues from
higher GDP growth and lower unemployment. Total returns on tax-exempt bonds averaged about
7 percent* in 2012.

Inflows to bond funds surged in 2012; in fact, inflows since 2004 have been stronger than
expected based on the historical relationship between bond returns and demand for bond funds
(Figure 2.10). Some of the same secular and demographic factors that appear to be restraining
flows to equity funds may have served to boost flows into bond funds: the aging of the U.S.
population, the reduced appetite for investment risk, and the increasing use of target date and
other asset allocation funds, many of which are offered in a funds of funds structure. First, the
leading edge of the Baby Boom Generation has started retiring, and because investors’ willingness
to take investment risk tends to decline as they age (Figure 2.7), it is natural for them to allocate
their investments increasingly toward fixed-income securities. These investors also hold the
majority of mutual fund assets (Figure 2.8) and shifts among different asset types are likely to
have a noticeable effect on equity and bond mutual fund flows. Second, lower risk tolerance for
investors aged 35 and older compared with similarly aged investors prior to the financial crisis of
2008 (Figure 2.7) likely boosted flows into bond funds over the past several years. Finally, funds
of funds remained a popular choice with investors and a portion of the flows into funds of funds
was directed to underlying bond funds.

Index funds remained popular with investors: of households that owned mutual funds, 33 percent
owned at least one index mutual fund in 2012. As of year-end 2012, 373 index funds managed total
net assets of $1.3 trillion. Similar to funds of funds, demand for index funds remained strong in
2012, with investors adding $59 billion in net new cash flow to these funds (Figure 2.11). Almost half
of the new money that flowed to index funds was invested in funds indexed to bond indexes, while
31 percent was directed toward funds indexed to domestic stock indexes, and another 20 percent
went to funds indexed to world (global or international) stock indexes. Demand for domestic
equity index funds remained steady in 2012, with these funds experiencing an aggregate inflow

of $18 billion.

Equity index funds accounted for the bulk of index mutual fund assets at year-end 2012. Seventy-
nine percent of index mutual fund assets were invested in index funds that track the S&P 500

or other domestic and international stock indexes (Figure 2.12). Funds indexed to the S&P 500
managed 33 percent of all assets invested in index mutual funds. The share of assets invested

in equity index funds relative to all equity mutual funds assets moved up to 17.4 percent in 2012
(Figure 2.13).

* Measured by the BofA Merrill Lynch U.S. Municipal Securities Total Return Index.
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FIGURE 2.11

Net New Cash Flow to Index Mutual Funds
Billions of dollars, 1998-2012

¥ Bond and hybrid
W World equity
M Domestic equity

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 201 2012

Note: Components may not add to the total because of rounding.

FIGURE 2.12

33 Percent of Index Fund Assets Were Invested in S&P 500 Index Mutual Funds
Percent, year-end 2012
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FIGURE 2.13

Equity Index Mutual Funds’ Share Continued to Rise
Percentage of equity mutual fund total net assets, 1998-2012

16.4 17.4
14.9

13'4 14-1

109 M4 N7 ns ne 1.8

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012

Demand for Money Market Funds

In contrast to the sizable outflows in the previous three years, money market funds experienced
only a small aggregate net outflow of $336 million for 2012 (Figure 2.14). This likely was the result
of fiscal cliff uncertainties near year-end. In the 10 months prior to the presidential election, money
market funds had outflows of $145 billion, a somewhat faster pace than in 2011. Some of the factors
that limited inflows to money market funds in 2011—the low short-term interest rate environment,
lingering concern about the creditworthiness of some European financial institutions, and unlimited
deposit insurance on non-interest-bearing checking accounts—continued into and throughout 2012.

In the last two months of 2012, however, money market funds received $145 billion, on net. Some
investors who had sold equity mutual funds moved to cash in the face of the uncertainties
regarding possible higher taxes and the effect on the financial markets in early 2013 from automatic
spending cuts. In addition, some corporations paid out hefty special dividends to shareholders

at the end of 2012 in advance of increases in tax rates, and part of this cash was funneled to

money market funds. It is unlikely that the impending expiration of the Federal Deposit Insurance
Corporation’s unlimited insurance coverage on non-interest-bearing transaction accounts at year-
end contributed to inflows to money market funds, as bank deposits also increased substantially

in the last two months of 2012.
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FIGURE 2.14

Net New Cash Flow to Money Market Funds
Billions of dollars, 1998-2012
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Retail Money Market Funds

Owing to Federal Reserve monetary policy, short-term interest rates continued to remain near
zero in 2012. Yields on money market funds, which track short-term open market instruments such
as Treasury bills, also hovered near zero and remained below yields on money market deposit
accounts offered by banks (Figure 2.15). Individual investors tend to withdraw cash from money
market funds when the difference in interest rates between bank deposits and money market
funds narrows or becomes negative. Retail money market funds, which principally are sold to
individual investors, saw an outflow of a little more than $1 billion in 2012, following an outflow

of $4 billion 2011 (Figure 2.14). For the first 10 months of 2012, retail money market funds had
outflows of $56 billion, but had inflows of $55 billion in November and December.

FIGURE 2.15

Net New Cash Flow to Taxable Retail Money Market Funds Is Related to Interest
Rate Spread
Monthly, 1998-2012
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T Net new cash flow is a percentage of previous month-end taxable retail money market fund assets and is shown as a
six-month moving average.

2The interest rate spread is the difference between the taxable retail money market fund yield and the average interest rate
on money market deposit accounts.

Sources: Investment Company Institute, iMoneyNet, and Bank Rate Monitor
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Institutional Money Market Funds

Institutional money market funds—used by businesses, pension funds, state and local governments,
and other large-account investors—had an inflow of nearly $1 billion in 2012, following an outflow
of $120 billion in 2011 (Figure 2.14). Similar to retail funds, the pattern of flows at the end of 2012
was driven by fiscal cliff concerns. For the first 10 months of 2012, institutional money market funds
had outflows of $89 hillion, but inflows of $90 billion in November and December.

U.S. nonfinancial businesses are important users of institutional money market funds. In 2012,
U.S. nonfinancial businesses’ portion of cash balances held in money market funds was 21 percent
(Figure 2.16). This portion reached a peak of 36 percent in 2008 and fell to 22 percent by year-end
2011.

FIGURE 2.16

Money Market Funds Managed 21 Percent of U.S. Nonfinancial Businesses’ Short-Term
Assets* in 2012
Percent, year-end, 1998-2012

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012

*U.S. nonfinancial businesses’ short-term assets consist of foreign deposits, checkable deposits, time and savings deposits,
money market funds, repurchase agreements, and commercial paper.

Sources: Investment Company Institute and Federal Reserve Board
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In 2010, the U.S. Securities and Exchange Commission (SEC) significantly reformed Rule 2a-7, a
regulation governing money market funds. Among other requirements, these reforms required
money market funds to hold significant liquidity and imposed stricter maturity limits. One outcome
of these provisions is that prime funds have become more like government money market funds.
To a significant degree, prime funds adjusted to the SEC’s 2010 amendments to Rule 2a-7 by
adding to their holdings of Treasury and agency securities. They also boosted their assets in
repurchase agreements (repos). A repo can be thought of as a short-term collateralized loan, such
as to a bank or other financial intermediary. They are backed by collateral—typically Treasury and
agency securities—to ensure that the loan is repaid. Prime funds’ holdings of Treasury and agency
securities and repos have risen substantially as a share of the funds’ portfolios from 12 percent in
May 2007 to 31 percent in December 2012 (Figure 2.17). The dip at year-end 2012 was largely driven
by a decline in repo holdings by money market funds, which stemmed from a reduction in repo
borrowing by brokers and dealers at year-end.

For more complete data on money market funds, see section 4 in the data tables on pages 178-185.

FIGURE 2.17

Prime Money Market Fund Holdings of Treasury and Agency Securities and Repurchase
Agreements
Percentage of prime funds’ total net assets, monthly, 1998-2012
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For more information, please visit www.ici.org

» Understanding the Risks of Bond Mutual Funds: Are They Right for Me?
» Frequently Asked Questions About Money Market Funds

» “Pricing of U.S. Money Market Funds,” IC/ Research Report

» “Money Market Funds, Risk, and Financial Stability in the Wake of the 2010 Reforms,”
[CI Research Perspective

» Money Market Fund Resource Center
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Total net assets of ETFs exceeded $1.3 trillion at
year-end 2012

$1,337 billion

at year-end 2012




CHAPTER THREE

Exchange-Traded Funds

Over the past decade, demand for ETFs has grown markedly as investors—
both institutional and retail—increasingly turn to them as investment options.
With the increase in demand, sponsors have offered more ETFs with a greater
variety of investment objectives. While ETFs share some basic characteristics
with mutual funds, key operational and structural differences remain between
the two types of investment products.



This chapter provides an overview of exchange-traded funds (ETFs)—how they are created, how they differ
from mutual funds, how they trade, the demand by investors for ETFs, and the characteristics of ETF-owning
households.
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What Is an ETF?

An ETF is an investment company whose shares are traded intraday on stock exchanges at market-
determined prices. Investors may buy or sell ETF shares through a broker or in a brokerage account
just as they would the shares of any publicly traded company. Most ETFs are structured as open-
end investment companies (open-end funds) or unit investment trusts, but other structures also
exist primarily for ETFs that invest in commodities, currencies, and futures.

ETFs have been available as an investment product for 20 years. The first ETF—a broad-based
domestic equity fund tracking the S&P 500 index—was introduced in 1993 after a fund sponsor
received U.S. Securities and Exchange Commission (SEC) exemptive relief from various provisions
of the Investment Company Act of 1940 that would not otherwise allow the ETF structure. Until
2008, SEC exemptive relief was granted only to ETFs that tracked designated indexes. These ETFs,
commonly referred to as index-based ETFs, are designed to track the performance of their specified
indexes or, in some cases, a multiple of or an inverse (or a multiple of an inverse) of their indexes.

In early 2008, the SEC first granted exemptive relief to several fund sponsors to offer fully
transparent, actively managed ETFs that meet certain requirements. These actively managed ETFs
must disclose each business day on their publicly available websites the identities and weightings
of the component securities and other assets held by the ETF. Actively managed ETFs do not seek
to track the return of a particular index. Instead, an actively managed ETF’s investment adviser, like
that of an actively managed mutual fund, creates a unique mix of investments to meet a particular
investment objective and policy.
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Total Net Assets of ETFs

By the end of 2012, the total number of index-based and actively managed ETFs had grown to 1,194,

with total net assets of more than $1.3 trillion (Figure 3.1).

The vast majority of assets in ETFs are in funds registered with and regulated by the SEC under

the Investment Company Act of 1940. At year-end 2012, 9 percent of assets were held in ETFs

that are not registered with or regulated by the SEC under the Investment Company Act of 1940;

these ETFs invest primarily in commodities, currencies, and futures. Non-1940 Act ETFs that invest

in commodity or currency futures are regulated by the Commodity Futures Trading Commission
(CFTC) under the Commodity Exchange Act and the SEC under the Securities Act of 1933. Those

that invest solely in physical commodities or currencies are regulated by the SEC under the
Securities Act of 1933.

FIGURE 3.1

Total Net Assets and Number of ETFs!
Billions of dollars, year-end, 2001-2012

W Total net assets of non-1940 Act ETFs? 1,337
M Total net assets of 1940 Act ETFs?

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012

Number of ETFs
102 13 19 152 204 359 629 728 797 923 1,134 1,194

1 Data for ETFs that invest primarily in other ETFs are excluded from the totals.

currencies, and futures.
3 The funds in this category are registered under the Investment Company Act of 1940.
Note: Components may not add to the total because of rounding.

2The funds in this category are not registered under the Investment Company Act of 1940 and invest primarily in commodities,
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Creation of an ETF

An ETF originates with a sponsor, the company or financial institution which chooses the
investment objective of the ETF. In the case of an index-based ETF, the sponsor chooses both an
index and a method of tracking its target index. Index-based ETFs track their target index in one
of two ways. A replicate index-based ETF holds every security in the target index and invests its
assets proportionately in all the securities in the target index. A sample index-based ETF does not
hold every security in the target index; instead, the sponsor chooses a representative sample of
securities in the target index in which to invest. Representative sampling is a practical solution
for an ETF that has a target index with thousands of securities.

The sponsor of an actively managed ETF also determines the investment objective of the fund
and may trade securities at its discretion, much like an actively managed mutual fund. In theory,
an actively managed ETF could trade its portfolio securities regularly. In practice, however, most
actively managed ETFs tend to trade only weekly or monthly for a number of reasons, including
minimizing the risk of other market participants front-running their trades.

ETFs are required to publish information about their portfolio holdings daily. Each business day, the
ETF publishes a “creation basket,” a specific list of names and quantities of securities and/or other
assets. The creation basket is either a replicate or a sample of the ETF’s portfolio. Actively managed
ETFs and certain types of index-based ETFs are required to publish their complete portfolio
holdings in addition to their creation basket.

ETF shares are created when an “authorized participant”—typically a large institutional investor,
such as a market maker or broker-dealer—deposits the daily creation basket and/or cash with

the ETF (Figure 3.2). The ETF may require or permit an authorized participant to substitute cash
for some or all of the securities or assets in the creation basket. For instance, if a security in the
creation basket is difficult to obtain or may not be held by certain types of investors (as is the case
with certain foreign securities), the ETF may allow the authorized participant to pay that security’s
portion of the basket in cash. An authorized participant also may be charged a transaction fee to
offset any transaction expenses the fund undertakes. In return for the creation basket and/or cash,
the ETF issues to the authorized participant a “creation unit” that consists of a specified number of
ETF shares. Creation units are large blocks of shares that generally range from 25,000 to 200,000
shares. The authorized participant can either keep the ETF shares that make up the creation unit or
sell all or part of them on a stock exchange. ETF shares are listed on a number of exchanges where
investors can purchase them as they would shares of a publicly traded company.

A creation unit is liquidated when an authorized participant returns the specified number of shares
in the creation unit to the ETF. In return, the authorized participant receives the daily “redemption
basket,” a set of specific securities and/or other assets contained within the ETF’s portfolio. The
composition of the redemption basket typically mirrors that of the creation basket.
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FIGURE 3.2
Creation of an ETF
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ETFs and Mutual Funds

A 1940 Act ETF is similar to a mutual fund in that it offers investors a proportionate share in a
pool of stocks, bonds, and other assets. It is governed by the Investment Company Act of 1940
like mutual funds and is most commonly structured as an open-end investment company. For
example, like a mutual fund, an ETF is required to post the mark-to-market net asset value (NAV)
of its portfolio at the end of each trading day and must conform to the main investor protection
mechanisms of the Investment Company Act, including limitations on leverage, daily valuation
and liquidity requirements, prohibitions on transactions with affiliates, and rigorous disclosure
obligations. Despite these similarities, key features differentiate ETFs from mutual funds.

Key Differences

One major difference is that retail investors buy and sell ETF shares on a stock exchange through
a broker-dealer, much like they would any other type of stock. In contrast, mutual fund shares are
not listed on stock exchanges. Rather, retail investors buy and sell mutual fund shares through a
variety of distribution channels, including through investment professionals—full-service brokers,
independent financial planners, bank or savings institution representatives, or insurance agents—
or directly from a fund company or discount broker.
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Pricing also differs between mutual funds and ETFs. Mutual funds are “forward priced,” which
means that although investors can place orders to buy or sell shares throughout the day, all orders
placed during the day will receive the same price—the NAV—the next time it is computed. Most
mutual funds calculate their NAV as of 4:00 p.m. eastern time because that is the time U.S. stock
exchanges typically close. In contrast, the price of an ETF share is continuously determined on

a stock exchange. Consequently, the price at which investors buy and sell ETF shares may not
necessarily equal the NAV of the portfolio of securities in the ETF. Two investors selling the same
ETF shares at different times on the same day may receive different prices for their shares, both

of which may differ from the ETF’s NAV.

How ETFs Trade

The price of an ETF share on a stock exchange is influenced by the forces of supply and demand.
While imbalances in supply and demand can cause the price of an ETF share to deviate from its
underlying value (i.e., the market value of the underlying instruments, also known as the intraday
indicative value or 11V), substantial deviations tend to be short-lived for many ETFs. Two primary
features of an ETF’s structure promote trading of an ETF’s shares at a price that approximates the
ETF’s underlying value: portfolio transparency and the ability for authorized participants to create
or redeem ETF shares at the NAV at the end of each trading day.

The transparency of an ETF’s holdings enables investors to observe, and attempt to profit from,
discrepancies between the ETF’s share price and its underlying value during the trading day. ETFs
contract with third parties (typically market data vendors) to calculate an estimate of an ETF’s IV,
using the portfolio information an ETF publishes daily. 1IVs are disseminated at regular intervals
during the trading day (typically every 15 to 60 seconds). Some market participants for whom a
15- to 60-second latency is too long will use their own computer programs to estimate the
underlying value of the ETF on a more real-time basis.

If the ETF is trading at a discount to its underlying value, investors may buy ETF shares and/or sell
the underlying securities. The increased demand for the ETF should raise its share price and the
sales of the underlying securities should lower their share prices, narrowing the gap between the
ETF and its underlying value. If the ETF is trading at a premium to its underlying value, investors
may choose to sell the ETF and/or buy the underlying securities. These actions should reduce the
ETF share price and/or raise the price of the underlying securities, bringing the price of the ETF
and the market value of its underlying securities closer together.

The ability of authorized participants to create or redeem ETF shares at the end of each trading
day also helps an ETF trade at market prices that approximate the underlying market value of

the portfolio. When a deviation between an ETF’s market price and its underlying value occurs,
authorized participants may engage in trading strategies similar to those described above, and
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also may purchase or sell creation units directly with the ETF. For example, when an ETF is trading
at a discount, authorized participants may find it profitable to buy the ETF shares and sell short
the underlying securities. At the end of the day, authorized participants return ETF shares to the
fund in exchange for the ETF’s redemption basket of securities, which they use to cover their short
positions. When an ETF is trading at a premium, authorized participants may find it profitable to
sell short the ETF during the day while simultaneously buying the underlying securities. At the
end of the day, the authorized participant will deliver the creation basket of securities to the ETF
in exchange for ETF shares that they use to cover their short sales. These actions by authorized
participants, commonly described as arbitrage opportunities, help keep the market-determined
price of an ETF’s shares close to its underlying value.

Demand for ETFs

In the past six years, demand for ETFs has increased as institutional investors have found ETFs a
convenient vehicle for participating in, or hedging against, broad movements in the stock market.
Increased awareness of these investment vehicles by retail investors and their financial advisers
also has influenced demand for ETFs. Assets in ETFs accounted for 9 percent of total net assets
managed by investment companies at year-end 2012. Net issuance of ETF shares in 2012 amounted
to $185 billion, exceeding the previous record of $177 billion set in 2008 (Figure 3.3).

FIGURE 3.3

Net Issuance of ETF Shares!
Billions of dollars, 2001-2012

I Non-1940 Act ETFs?
W 1940 Act ETFs®

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012

1 Data for ETFs that invest primarily in other ETFs are excluded from the totals.

2The funds in this category are not registered under the Investment Company Act of 1940 and invest primarily in commodities,
currencies, and futures.

3 The funds in this category are registered under the Investment Company Act of 1940.
Note: Components may not add to the total because of rounding.
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In 2012, investor demand for ETFs within all asset classes increased, with demand for global and
international equity ETFs more than doubling from 2011 (Figure 3.4). Global and international
equity ETFs saw net issuance of $52 billion in 2012, up from $24 billion in 2011, and net issuance of
broad-based domestic equity ETFs increased to $58 billion in 2012 from $35 billion in 2011. In 2012,
bond and hybrid ETFs saw net issuance of $53 billion, up from $46 billion in 2011. Domestic sector
equity ETFs experienced net issuance of $14 billion in 2012, up from $10 billion in 2011, and net
issuance of commodity ETFs increased to $9 billion in 2012 from $3 billion in 2011.

FIGURE 3.4

Net Issuance of ETF Shares' by Investment Classification
Billions of dollars, 2010-2012

H 2010
= 20m
M 2012

Broad-based Domestic Global/International Bond and Commodities*
domestic equity sector equity? equity hybrid?

! Data for ETFs that invest primarily in other ETFs are excluded from the totals.
2This category includes funds both registered and not registered under the Investment Company Act of 1940.
3Bond ETFs represented 99.53 percent of flows in the bond and hybrid category in 2012.

4 This category includes funds—both registered and not registered under the Investment Company Act of 1940—that invest
primarily in commodities, currencies, and futures.
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Large-cap domestic equity ETFs continued to account for the largest proportion of all ETF
assets—22 percent, or $293 billion (Figure 3.5), at year-end 2012. Strong investor demand for
bond and hybrid ETFs over the past five years has propelled this asset class to the second-largest
category, accounting for 18 percent ($244 billion) of all ETF assets. Emerging markets ETFs, and
global and international equity ETFs more generally, also experienced strong investor demand
over the past five years; emerging markets ETFs were the third-largest asset class with 13 percent
($169 billion) of all ETF assets.

FIGURE 3.5

Total Net Assets of ETFs! Were Concentrated in Large-Cap Domestic Stocks
Billions of dollars, year-end 2012

293
244

169

135
m 123 120

55 51 36

Large-cap  Mid-cap  Small-cap Other Domestic Global International® Emerging Commodities* Bond
sector markets and
equity? , ‘ hybrid®

Broad-based domestic equity Global/International
equity

I Data for ETFs that invest primarily in other ETFs are excluded from the totals.

2This category includes funds both registered and not registered under the Investment Company Act of 1940.

3 This category includes international, regional, and single country ETFs.

4 This category includes funds—both registered and not registered under the Investment Company Act of 1940—that invest
primarily in commodities, currencies, and futures.

>Bond ETFs represented 99.73 percent of the assets in the bond and hybrid category in 2012.
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Increased investor demand for ETFs led to a rapid increase in the number of ETFs created by fund
sponsors in the past decade (Figure 3.6). During the period of 2003 to 2012, 1,336 ETFs were
created—the peak years came in 2007, with 270 new funds, and 2011, with 226 new funds. Few ETFs
had been liquidated until 2008 when market pressures appeared to come into play and sponsors
began liquidating ETFs that had failed to gather sufficient assets. Liquidations occurred primarily
among ETFs tracking virtually identical indexes, those focusing on specialty or niche indexes, or
those using alternative weighting methodologies. In 2012, the number of liquidations jumped to

81 as two sponsors exited the index-based ETF market. Nevertheless, on net, there were 60 more
ETFs at year-end 2012 compared to year-end 2011, bringing the total number of ETFs to 1,194.

As demand for ETFs has grown, ETF sponsors have offered not only a greater number of funds,

but also a greater variety of investment objectives. Sponsors have introduced ETFs that invest

in particular market sectors, industries, or commodities (either directly or through the futures
market). At year-end 2012, there were 301 sector and commodity ETFs with $255 billion in assets.
While commodity ETFs only made up 26 percent of the number of sector and commodity ETFs
(Figure 3.7), they accounted for 47 percent of the total net assets of these funds (Figure 3.8). Since
their introduction in 2004, commodity ETFs have grown from just over $1 billion to $120 billion by
the end of 2012. Strong net issuance and surging gold and silver prices were the primary drivers
behind the increase in assets during this time. In 2012, 82 percent of commodity ETF assets tracked
the price of gold and silver, by either holding the metals directly or investing in the futures markets.

FIGURE 3.6
Number of ETFs'
2001-2012
Created Liquidated Total at year-end
2001 22 0 102
2002 14 3 113
2003 10 4 119
2004 35 2 152
2005 52 0 204
2006 156 1 359
2007 270 0 629
2008 149 50 728
2009 120 49 7972
2010 177 51 923
2011 226 15 1,134
2012 141 81 1,194
! EThF daEtTaFincIude ETFs not registered under the Investment Company Act of 1940 but exclude ETFs that invest primarily in
r ETFs.
3 Tr;[ 26009, tho ETFs converted from holding securities directly to investing primarily in other ETFs.
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FIGURE 3.7

Number of Commodity and Sector ETFs!
Percent, year-end 2012

4% Other
Utilities

26%
Commodities?

13%
Technology
7%
Real estate 8%
Consumer
15%

12%
8% Financial

Health

Natural resources

Total: 301 funds

1 Data for ETFs that invest primarily in other ETFs are excluded from the totals.

2This category includes funds—both registered and not registered under the Investment Company Act of 1940—that invest
primarily in commodities, currencies, and futures.

FIGURE 3.8

Total Net Assets of Commodity and Sector ETFs!
Percent, year-end 2012

5%
Consumer

8%
Financial
5%
Health

10%
47% Natural resources
)
Commodities %
Real estate

7%
Technology
0 3%

Other Utilities

Total: $255 billion

' Data for ETFs that invest primarily in other ETFs are excluded from the totals.

2This category includes funds—both registered and not registered under the Investment Company Act of 1940—that invest
primarily in commodities, currencies, and futures.
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ETF sponsors continued building on recent innovations by launching additional actively managed
ETFs and ETFs that are structured as funds of funds, both of which were first introduced in 2008.
During 2012, 12 actively managed ETFs were launched, bringing the total number of actively
managed ETFs to 44,* with more than $10 billion in assets at year-end, excluding ETF funds of
funds. ETF funds of funds are ETFs that hold and invest primarily in shares of other ETFs. At year-
end 2012, there were 45 ETF funds of funds—including 14 actively managed ETF funds of funds
that launched in 2012—with $2.2 billion in assets.

Characteristics of ETF-Owning Households

An estimated 3.4 million, or 3 percent of, U.S. households held ETFs in 2012. Of households

that owned mutual funds, an estimated 6 percent also owned ETFs. ETF-owning households
tended to include affluent, experienced investors who owned a range of equity and fixed-income
investments. In 2012, 97 percent of ETF-owning households also owned stocks, either directly or
through equity mutual funds or variable annuities (Figure 3.9). Sixty-eight percent of households
that owned ETFs also held bonds, bond mutual funds, or fixed annuities. In addition, 45 percent
of ETF-owning households owned investment real estate.

FIGURE 3.9
ETF-Owning Households Held a Broad Range of Investments
Percentage of ETF-owning households holding each type of investment, May 2012
Equity mutual funds, equities, or variable annuities (total) 97
Bond mutual funds, bonds, or fixed annuities (total) 68
Mutual funds (total) 92
Equity mutual funds 86
Bond mutual funds 62
Hybrid mutual funds 51
Money market funds 65
Individual equities 77
Bonds 29
Fixed or variable annuities 27
Investment real estate 45
Note: Multiple responses are included.

* This total includes one non-1940 Act ETF.
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Some characteristics of retail ETF owners are similar to those of retail stock owners because a large

number of households that owned ETFs also owned stock. For instance, households that owned
ETFs—like households owning individual equities—tended to have household incomes above

the national median and to own at least one defined contribution (DC) retirement plan account
(Figure 3.10). However, ETF-owning households also exhibit some characteristics that distinguish
them from households owning individual equities. For example, ETF-owning households tended
to have higher incomes, greater household financial assets, and were more likely to be headed
by college-educated individuals.

FIGURE 3.10
Characteristics of ETF-Owning Households
May 2012
Households
All U.S. Households owning individual

households owning ETFs equities
Median
Age of head of household? 50 49 53
Household income? $50,000 $125,000 $87,500
Household financial assets® $62,500 $500,000 $250,000

Percentage of households

Household primary or co-decisionmaker for saving and investing

Married or living with a partner 61 75 73
Widowed 10 2 7
Four-year college degree or more 31 66 52
Employed (full- or part-time) 58 72 66
Retired from lifetime occupation? 30 25 30
Household owns
IRA(S) 40 90 69
DC retirement plan account(s) 51 69 74

1 Age is based on the sole or co-decisionmaker for household saving and investing.

2 Total reported is household income before taxes in 2011.

3 Household financial assets include assets in employer-sponsored retirement plans but exclude the household’s primary.
residence.

4The head of household was considered retired if they responded affirmatively to the question: “Are you retired from your
lifetime occupation?”
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Also, more than half of ETF-owning households exhibit a willingness to take on substantial or above
average investment risk (Figure 3.11). This appetite for risk remained fairly steady through the
market turmoil of the past four years, although the share willing to take substantial investment

risk rose from 10 percent in 2008 to 21 percent in 2012.

FIGURE 2.11

ETF-Owning Households’ Willingness to Take Investment Risk
Percentage of ETF-owning households; May, 2008-2012

Substantial risk for substantial gain
W Above-average risk for above-average gain
[ Average risk for average gain
[ Below-average risk for below-average gain
[l Unwilling to take any risk

60 58 59 58 60
50 47 41
39
- 30 32 7
3 3
M 14 S s s | 7 IS 7, 4 I3
2008 2009 2010 2011 2012

ETF-owning households
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For more information, please visit www.ici.org

»

»

»

»

»

»

»

»

Exchange-Traded Funds Resource Center

ETF Basics: The Creation and Redemption Process and Why It Matters
Frequently Asked Questions About the U.S. ETF Market

Frequently Asked Questions About How ETFs Compare with Other Investments
Frequently Asked Questions About ETFs and Retail Investors

Frequently Asked Questions About ETF Basics and Structure
UnderstandETFs.org

For analysis on exchange-traded funds, visit www.ici.org/viewpoints/etfs
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More than half of closed-end fund total net assets
were in bond funds in 2012

62 percent

were in bond closed-end funds




CHAPTER FOUR

Closed-End Funds

Closed-end funds are one of four types of investment companies, along with
mutual (or open-end) funds, exchange-traded funds, and unit investment
trusts. Closed-end funds generally issue a fixed number of shares that are
listed on a stock exchange or traded in the over-the-counter market. The
assets of a closed-end fund are professionally managed in accordance with
the fund’s investment objectives and policies, and may be invested in stocks,
bonds, and other securities.



This chapter describes recent closed-end fund developments in the United States and provides a profile of the
U.S. households that own them.

What Is @ CloSed-ENA FUNA? ...ttt es 62
Total Net Assets of CloSed-ENd FUNAS ... 62
Number of CIOS@A=ENT FUNAS..........ooiicc bbbt 65
Closed-End FUNd Preferred SHAres...... ..ottt 66
Characteristics of Households Owning Closed-End FUNAS ...........covoeiiiiciie s 67

What Is a Closed-End Fund?

A closed-end fund is a type of investment company whose shares are listed on a stock exchange or
traded in the over-the-counter market. The assets of a closed-end fund are professionally managed
in accordance with the fund’s investment objectives and policies, and may be invested in equities,
bonds, and other securities. The market price of closed-end fund shares fluctuates like that of other
publicly traded securities and is determined by supply and demand in the marketplace.

Closed-end funds offer a fixed number of shares to investors during an initial public offering.
Closed-end funds also may make subsequent public offerings of shares in order to raise additional
capital. Once issued, the shares of a closed-end fund typically are not purchased or redeemed
directly by the fund. Rather, they are bought and sold by investors in the open market.

Because a closed-end fund does not need to maintain cash reserves or sell securities to meet
redemptions, the fund has the flexibility to invest in less-liquid portfolio securities. For example,

a closed-end fund may invest in securities of very small companies, municipal bonds that are not
widely traded, or securities traded in countries that do not have fully developed securities markets.
Closed-end funds also have limited flexibility to borrow against their assets, allowing them to use
leverage on a restricted basis as part of their investment strategy.

Total Net Assets of Closed-End Funds

Total net assets of closed-end funds increased to $265 billion at year-end 2012, up 9 percent
from year-end 2011 but still below the high of $312 billion in assets at year-end 2007 (Figure 4.1).
Closed-end fund assets have increased by $106 billion, on net, over the past decade.
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FIGURE 4.1

Closed-End Fund Total Net Assets Increased to $265 Billion
Billions of dollars, year-end, 2002-2012

M Equity closed-end funds
Il Bond closed-end funds

297 312

253

2002 2003 2004 2005 2006 2007 2008 2009 2010 20Mm 2012

Note: Components may not add to the total because of rounding.

Historically, bond funds have accounted for a large share of assets in closed-end funds. In 2002,
79 percent of all closed-end fund assets were held in bond funds, while the remainder was held in
equity funds (Figure 4.1). At year-end 2012, assets in bond closed-end funds were $163 billion, or
62 percent of closed-end fund assets (Figure 4.2). Closed-end equity funds totaled $101 billion, or
38 percent of closed-end fund assets. These relative shares have shifted over time, in part because
issuance by equity closed-end funds exceeded that of bond closed-end funds for every year from
2004 through 2008 (Figure 4.3).

FIGURE 4.2
Bond Funds Were the Largest Segment of the Closed-End Fund Market

Percentage of closed-end fund total net assets, year-end 2012

26%
Domestic equity

7%
Global/International bond

12%
Global/International equity

34%
Domestic municipal bond

21%
Domestic taxable bond

Closed-end fund total net assets: $265 billion
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Proceeds from issuance of closed-end funds totaled $14.9 billion in 2012, about the same as in

the previous year (Figure 4.3). In 2012, issuance of closed-end bond funds totaled $10.7 billion, of
which $8.6 billion—or about 58 percent of total issuance—was domestic bond funds. The remaining
$4.1 billion in proceeds was from issuance of closed-end equity funds. Eighty-eight percent of
equity closed-end fund issuance was from domestic equity closed-end funds.

Despite strong issuance over the past three years and solid returns in equity and bond markets,
total net assets of closed-end funds have not fully recovered to their 2007 peak of $312 billion
(Figure 4.1). The explanation for this apparent disconnect between issuance and total net assets is
twofold. First, several closed-end funds have offered to buy back a portion of shares outstanding
through tender offers over the past few years, and these purchases necessarily reduced the size of
assets under management. Second, a few closed-end funds have liquidated each year and others
have converted into open-end mutual funds or ETFs. These trends have limited the growth in both
the assets and the number of closed-end funds in recent years.

FIGURE 4.3

Closed-End Fund Share Issuance
Proceeds from the issuance of initial and additional public offerings of closed-end fund shares, millions
of dollars, 2002-2012

Equity Bond
Globhal/ Globhal/
Domestic International Domestic International
2002 $24,895 $9,191 $3 $15,701 $0
2003 40,810 11,187 50 28,541 1,032
2004 27,991 15,424 5,714 5,825 1,028
2005 21,388 12,559 6,628 2,077 124
2006 12,745 7,992 2,505 1,914 334
2007 31,086 5,973 19,764 2,654 2,695
2008 275 8 145 121 0
2009 3,615 549 485 2,265 317
2010 13,975 3,719 114 9,785 358
2011 14,945 3,805 1,469 9,669 2
2012 14,855 3,615 516 8,644 2,081

Note: Components may not add to the total because of rounding.
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Number of Closed-End Funds

The number of closed-end funds available to investors remains below its peak of 663 at the end of
2007 due to the effects of mergers, liquidations, and conversions (Figure 4.4). At the end of 2012,
there were 602 closed-end funds, down 30 from 632 in 2011 but up from 544 at the end of 2002.
Bond funds were the most common type of closed-end fund, accounting for 65 percent of the total
number of funds. Municipal bond funds represented 37 percent of all closed-end funds in 2012.
Equity funds made up 35 percent of the total number of closed-end funds.

FIGURE 4.4

Number of Closed-End Funds
Year-end, 2002-2012

™ Equity closed-end funds
M Bond closed-end funds

69 635 646 663 642 g7 g 632 ¢

583

2002 2003 2004 2005 2006 2007 2008 2009 2010 20M 2012
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Closed-End Fund Preferred Shares

Closed-end funds are permitted to issue one class of preferred shares in addition to common
shares. Preferred shares differ from common shares in that preferred shareholders are paid
dividends but do not share in the gains and losses of the fund. Issuing preferred shares allows

a closed-end fund to raise additional capital, which it can use to purchase more securities for

its portfolio. This strategy, known as leveraging, is intended to allow the fund to produce higher
returns for its common shareholders. Closed-end funds that issue preferred shares are subject to
the Investment Company Act’s asset coverage requirements. For each $1.00 of preferred shares
issued, the fund must have $2.00 of assets at issuance and dividend declaration dates (commonly
referred to as 50 percent leverage). At year-end 2012, 11 percent of the $265 billion in closed-end
fund assets were preferred shares (Figure 4.5). Closed-end bond funds accounted for 91 percent
of outstanding preferred share assets.

FIGURE 4.5

Bulk of Closed-End Fund Total Net Assets Was in Common Share Classes
Billions of dollars, year-end, 2002-2012

Common'
M Preferred?
297 312
253 276 265
214 224 = =
50 184
36 49 59 60 61 61 38 32 30 30 28

2002 2003 2004 2005 2006 2007 2008 2009 2010 201 2012

T All closed-end funds issue common stock, also known as common shares.

2 A closed-end fund may issue preferred shares to raise additional capital, which can be used to purchase more securities for its
portfolio. Preferred stock differs from common stock in that preferred shareholders are paid dividends but do not share in the
gains and losses of the fund.

Note: Components may not add to the total because of rounding.
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Characteristics of Households Owning Closed-End Funds

An estimated 1.9 million, or 2 percent of, U.S. households held closed-end funds in 2012. These
households tended to include affluent, experienced investors who owned a range of equity and
fixed-income investments. In 2012, 92 percent of households owning closed-end funds also owned
equities, either directly or through equity mutual funds or variable annuities (Figure 4.6). Seventy-
three percent of households that owned closed-end funds also held bonds, bond mutual funds, or
fixed annuities. In addition, 56 percent of these households owned investment real estate. Because
a large number of households that owned closed-end funds also owned equities and mutual funds,
the characteristics of closed-end fund-owning households were similar in many respects to those
households owning equities and mutual funds. For instance, households that owned closed-end
funds—like equity- and mutual fund-owning households—tended to be headed by college-
educated individuals and had household incomes above the national average (Figure 4.7).

FIGURE 4.6

Closed-End Fund Investors Owned a Broad Range of Investments
Percentage of closed-end fund-owning households holding each type of investment, May 2012

Equity mutual funds, individual equities, or variable annuities (total) 92
Bond mutual funds, bonds, or fixed annuities (total) 73
Mutual funds (total) 81
Equity mutual funds 70
Bond mutual funds 06
Hybrid mutual funds 50
Money market funds 51
Individual equities 83
Bonds 37
Fixed or variable annuities 46
Investment real estate 56

Note: Multiple responses are included.
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FIGURE 4.7
Characteristics of Closed-End Fund-Owning Households

May 2012
Households Households Households
owning owning owning
All U.S. closed-end mutual individual
households funds funds equities
Median
Age of head of household?! 50 61 51 53
Household income? $50,000 $113,600 $80,000 $87,500
Household financial assets? $62,500 $500,000 $190,000 $250,000

Percentage of households

Household primary or co-decisionmaker for saving and investing

Married or living with a partner 61 68 75 73
Widowed 10 11 6 7
Four-year college degree or more 31 62 49 52
Employed (full- or part-time) 58 57 72 66
Retired from lifetime occupation? 30 49 25 30
Household owns
IRA(S) 40 71 68 69
DC retirement plan account(s) 51 48 80 74

1 Age is based on the sole or co-decisionmaker for household saving and investing.

2Total reported is household income before taxes in 2011.

3 Household financial assets include assets in employer-sponsored retirement plans but exclude the household’s primary
residence.

4The head of household was considered retired if they responded affirmatively to the question: “Are you retired from your
lifetime occupation?”

Nonetheless, households that owned closed-end funds exhibit certain characteristics that
distinguish them from equity- and mutual fund-owning households. For example, households
owning closed-end funds tended to be older (median age 61) than households owning either
individual equities (median age 53) or mutual funds (median age 51) (Figure 4.7). Households
with closed-end funds tended to have much greater household financial assets than either equity
or mutual fund investors. Nearly half of closed-end fund-owning households were retired from
their lifetime occupations, making them more likely to be retired than households owning either
individual equities or mutual funds.
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For more information, please visit www.ici.org
» Frequently Asked Questions About Closed-End Funds and Their Use of Leverage

» A Guide to Closed-End Funds
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Expenses paid by equity fund investors dropped
by 23 percent over the past 10 years

77 basis points
average expenses paid in 2012




CHAPTER FIVE

Mutual Fund Expenses

and Fees

Mutual funds provide investors with a variety of investment-related services.
For the benefit of receiving such services, mutual fund investors incur two
primary types of expenses and fees: ongoing expenses and sales loads. Over
the past two decades, average expenses paid by mutual fund investors have
fallen significantly. For example, on an asset-weighted basis, average expense
ratios for equity funds have fallen from 99 basis points in 1990 to 77 basis
points in 2012, a decline of more than 20 percent.



Mutual fund investors, like investors in all financial products, pay for services they receive. This chapter
provides an overview of mutual fund expenses and fees.

Trends in MULUAL FUNGA EXPONSES ...ttt ettt et e e et e e st s s e sae st e stesbesee st e saeseens 72
Understanding the Decline in FUNA EXPENSE RATIOS......c.ciivieieiiceceeeieeee ettt 73
Understanding Differences in the Expense Ratios of Mutual FUNAS .....coevvevveeveicieeeececeeeceeeee 80

MUBUAT FUND LOAM FEES. ...ttt 83

Trends in Mutual Fund Expenses

Investors in mutual funds incur two primary types of expenses and fees: ongoing expenses and
sales load fees. Ongoing fund expenses cover portfolio management, fund administration, daily
fund accounting and pricing, shareholder services (such as call centers and websites), distribution
charges known as 12b-1 fees, and other miscellaneous costs of operating the fund. These expenses
are included in a fund’s expense ratio—the fund’s annual expenses expressed as a percentage of
fund assets. Since expenses are paid from fund assets, investors pay these expenses indirectly.

In contrast, sales loads are fees that investors pay directly either at the time of share purchase
(front-end loads), when shares are redeemed (back-end loads), or over time (level loads).

Over the past two decades, on an asset-weighted basis, average expense ratios* incurred by
mutual fund investors have fallen significantly (Figure 5.1). In 1990, equity fund investors on
average incurred expenses of 99 basis points—or 99 cents for every $100 invested.t By contrast,
expense ratios averaged 77 basis points for equity fund investors in 2012, a decline of more than
20 percent from 1990. The average expense ratio of hybrid funds fell from 102 basis points to

79 basis points. Bond fund expense ratios declined from 88 basis points in 1990 to 61 basis points
in 2012, a 31 percent drop.

In this chapter, unless otherwise noted, average expenses are calculated on an asset-weighted basis.

t Basis points are often used to simplify percentages written in decimal form. A basis point is a unit equal to one one-hundredth
of 1 percent (0.01 percent). Thus 100 basis points equals 1 percentage point. When applied to $1.00, 1 basis point is $0.0001;
100 basis points equals one cent ($0.01).
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Understanding the Decline in Fund Expense Ratios

Several factors account for the dramatic fall in expense ratios. First, expense ratios often vary
inversely with fund assets. Certain fund costs—such as transfer agency fees, accounting and audit
fees, and directors’ fees—are more or less fixed in dollar terms regardless of fund size. When
fund assets rise, these fixed costs become smaller relative to a fund’s assets. On the other hand,
when fund assets fall, fixed costs contribute relatively more (as a proportion of assets) to a fund’s
expense ratio. Thus, given a consistent sample of funds over time, when assets rise the average
expense ratio of the sample generally falls (Figure 5.2).

FIGURE 5.1

Expenses Incurred by Mutual Fund Investors Have Declined Substantially Since 1990
Basis points, selected years

Equity funds

99 106 99 99 100 100 g5

1990 1995 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012

Hybrid funds

102 o

90 89 gg 90

1990 1995 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012

Bond funds

88
84 7% 75 74 75

1990 1995 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012

Note: Expense ratios are measured as asset-weighted averages. Data exclude mutual funds available as investment choices in
variable annuities and mutual funds that invest primarily in other mutual funds.

Sources: Investment Company Institute and Lipper
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FIGURE 5.2

Fund Expense Ratios Tend to Fall as Fund Total Net Assets Rise
Share classes of domestic equity funds continuously in existence since 1993’

Basis points Billions of dollars
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! Calculations are based on a fixed sample of share classes. Sample includes all domestic equity share classes continuously in
existence since 1993, excluding mutual funds available as investment choices in variable annuities and mutual funds that
invest primarily in other mutual funds.

2 Average expense ratio is an asset-weighted average.
Sources: Investment Company Institute and Lipper

Another important driver of the decline in the average expenses of long-term funds is the shift by
investors toward no-load share classes,* particularly institutional no-load share classes, which tend
to have lower-than-average expense ratios. This is due in part to a change in the way investors pay
for the services they receive from brokers and other financial professionals (see Mutual Fund Load
Fees on page 83).

In addition, mutual fund expenses have been reduced by economies of scale and competition.
Investor demand for mutual fund services has increased dramatically over the past 30 years.

The number of households owning mutual funds has more than doubled since 1990, rising from
23.4 million in 1990 to 53.8 million in 2012. Over the same period, the number of shareholder
accounts increased from 61.9 million to more than 264 million. By itself, such a sharp increase in
demand would tend to boost fund expense ratios. Any such tendency, however, was mitigated by
the downward pressure on fund expense ratios from competition among existing fund sponsors,
the entry of new fund sponsors into the industry, and economies of scale resulting from the growth
in fund assets.

* See page 83 for a description of no-load share classes.
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Finally, shareholders invest predominantly in funds with below-average expense ratios (Figure 5.3).
The simple average expense ratio of equity funds (the average expense ratio of all equity funds
offered for sale) was 140 basis points in 2012. The asset-weighted average expense ratio for equity
funds (which measures the average expense ratio that equity fund shareholders actually paid) was
considerably lower: just 77 basis points.

FIGURE 5.3

Fund Shareholders Paid Lower-Than-Average Expenses in Equity Funds
Basis points, 1998-2012

— Simple average expense ratio for equity funds
[0 Average expense ratio paid by shareholders

159 160 165 166 168 59
157 60 - 155 151 16 146 150 146 122 149

95 98 99 99 100 100 g5

91 8 86 86

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012

Note: Data exclude mutual funds available as investment choices in variable annuities and mutual funds that invest primarily
in other mutual funds.

Sources: Investment Company Institute and Lipper
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Another way to illustrate this tendency is to examine how investors allocate their assets across
funds. As of year-end 2012, equity funds with expense ratios in the lowest quartile managed

72 percent of equity funds’ total net assets, while the remaining 75 percent of equity funds held
only 28 percent of total net assets (Figure 5.4). This pattern holds for actively managed equity
funds, equity index funds, and target date funds (funds that adjust their portfolios, typically more
toward fixed income, as the fund approaches and passes the fund’s “target date”). Equity index
funds with expense ratios in the lowest quartile held 80 percent of equity index fund assets at the
end of 2012. Similarly, target date funds with expense ratios in the lowest quartile held 79 percent
of target date fund assets.

FIGURE 5.4

Assets Are Concentrated in the Least Costly Funds
Percent, year-end 2012

M Percentage of total net assets in funds with expense ratios above the 25th percentile
[ Percentage of total net assets in funds with expense ratios below the 25th percentile

80 | 79

72 69

All equity funds' Actively managed Equity index funds’ Target date funds?
equity funds' :

! Data exclude mutual funds available as investment choices in variable annuities and mutual funds that invest primarily in other
mutual funds.
2 Data include the full universe of target date funds, 96 percent of which invest primarily in other mutual funds.

Sources: Investment Company Institute and Lipper
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A Look at the Expenses of Index Mutual Funds

Growth in index funds has contributed to the decline in equity and bond fund expense
ratios.* Index fund assets have grown substantially in the past 15 years, from $265 billion in
assets in 1998 to $1.3 trillion in 2012 (Figure 5.5). Investor demand for indexed bond funds
has grown in the past few years, but 80 percent of index fund assets are invested in equity
and hybrid index funds, the vast majority of which are in equity index funds.

Index funds tend to have lower-than-average expense ratios for several reasons. The first is
their approach to portfolio management. An index fund generally seeks to mimic the returns
on a given index. Under this approach, often referred to as passive management, portfolio
managers buy and hold all, or a representative sample of, the securities in their target
indexes.

FIGURE 5.5

Total Net Assets and Number of Index Mutual Funds Have Increased
Billions of dollars, year-end, 1998-2012

I Total net assets of bond index funds
Total net assets of equity and hybrid index funds 1,312
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1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012

Number of index funds
156 197 271 286 313 321 328 322 342 354 359 357 365 383 373

Note: Index fund data exclude funds that invest primarily in other funds. Components may not add to the total
because of rounding.

* The discussion and figures in this section exclude exchange-traded funds (ETFs) unless specifically noted. ETFs are
considered separately in chapter 3.
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By contrast, under an active management approach, managers have more discretion to
increase or reduce their exposure to sectors or securities within their investment mandate.
This approach offers investors the chance to enjoy superior returns. However, it also entails
more-intensive analysis of securities or sectors, which can be costly.

A second reason index funds tend to have lower average expense ratios is their investment
focus. Historically, the assets of equity index funds have been concentrated most heavily
in “large-cap blend” funds that target U.S. large-cap indexes, notably the S&P 500 index.
Assets of actively managed funds, on the other hand, have been more spread out among
stocks of varying capitalization, international regions, or specialized business sectors.
Managing portfolios of mid- or small-cap, international, or sector stocks is generally
acknowledged to be more expensive than managing portfolios of U.S. large-cap stocks.

Third, index funds are larger on average than actively managed funds, which helps reduce
fund expense ratios through economies of scale. In 2012, the average equity index fund
had assets of more than $1.7 billion, compared with $393 million for the average actively
managed equity fund.

Finally, index fund investors who seek the assistance of financial professionals may pay for
that service out-of-pocket, rather than through the fund’s expense ratio. Actively managed
funds more commonly bundle those costs in the fund’s expense ratio.

These reasons, among others, help explain why index funds generally have lower expense
ratios than actively managed funds (Figure 5.6). Note, however, that both index and actively
managed funds have contributed to the decline in the overall average expense ratios of
mutual funds shown in Figure 5.1. The average expense ratios incurred by investors in

both index and actively managed funds have fallen, and by roughly the same amount.

For example, from 1998 to 2012 the average expense ratio of index equity funds fell

12 basis points, compared with a reduction of 10 basis points for actively managed equity
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FIGURE 5.6

Expense Ratios of Actively Managed and Index Funds
Basis points, 1998-2012
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Note: Expense ratios are measured as an asset-weighted average; figure excludes mutual funds available as
investment choices in variable annuities and mutual funds that invest primarily in other mutual funds.

Sources: Investment Company Institute and Lipper

funds (Figure 5.6). Similarly, the average expense ratios of index and actively managed bond
funds have fallen 9 and 15 basis points, respectively.

In part, the downward trend in the average expense ratios of both index and actively
managed funds reflects the tendency of all investors to purchase lower-cost funds. Investor
demand for index funds is disproportionately concentrated in the very lowest cost funds.
For example, in 2012, 61 percent of the assets of index equity funds were held in funds

with expense ratios that were among the lowest 10 percent of all equity index funds. This
phenomenon is not unique to index funds, however. Since 2002 the proportion of assets

in the lowest-cost actively managed funds also has risen.
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Understanding Differences in the Expense Ratios of Mutual Funds

Like the prices of most goods and services, the expenses of individual mutual funds differ
considerably across the array of available products. The expense ratios of individual funds depend
on many factors, including investment objective, fund assets, balances in shareholder accounts,
and payments to intermediaries.

Fund Investment Objective

Fund expenses vary by investment objective (Figure 5.7); for example, bond and money market
funds tend to have lower expense ratios than equity funds. Among equity funds, expense ratios
tend to be higher for funds that specialize in particular sectors—such as healthcare or real estate—
or those that invest in international stocks, because such funds tend to be more costly to manage.

FIGURE 5.7

Expense Ratios for Selected Investment Objectives
Basis points, 2012

Asset-

Investment 10th 90th weighted Simple

objective percentile Median percentile average average
Equity funds’ 77 133 216 77 141
Aggressive growth 85 137 219 89 147
Growth 72 124 206 83 131
Sector 84 146 235 83 153
Growth and income 52 112 191 47 118
Income 68 112 187 82 120
International 93 147 230 93 155
Hybrid funds’ 65 120 199 79 127
Bond funds' 49 89 167 61 101
Taxable 49 92 175 62 103
Municipal 50 82 159 60 97
Money market funds’ 8 17 30 17 18
Target date funds? 49 104 172 58 107

! Data exclude mutual funds available as investment choices in variable annuities and mutual funds that invest primarily in
other mutual funds. Data include index mutual funds but exclude ETFs.

2 Data include the full universe of target date funds, 96 percent of which invest primarily in other mutual funds.
Sources: Investment Company Institute and Lipper
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Even within a particular investment objective, fund expense ratios can vary considerably. For
example, 10 percent of aggressive growth equity funds have expense ratios of 85 basis points or
less, while 10 percent have expense ratios of 219 basis points or more. Among other things, such
variation reflects the fact that some aggressive growth funds focus more on small- or mid-cap
stocks while others focus more on large-cap stocks. This can be significant because, as noted
earlier, portfolios of small- and mid-cap stocks tend to be more costly to manage.

Fund Size and Fund Average Account Size

Fund size and fund average account size also help explain differences in fund expense ratios.
These two factors vary widely across the industry. In 2012, the median long-term mutual fund
had assets of $398 million (Figure 5.8). Twenty-five percent of all long-term funds had assets of
$104 million or less, while another 25 percent of long-term funds had assets of about $1.4 billion
or more. Average account balances show similar variation. In 2012, 50 percent of long-term funds
had average account balances of $71,720 or less. Twenty-five percent of long-term funds had
average account balances of $23,508 or less. At the other extreme, 25 percent of long-term
funds had average account balances of more than $278,800.

FIGURE 5.8

Fund Sizes and Average Account Balances Varied Widely
Long-term funds,’? year-end 2012

Fund assets Average account balance3
Millions of dollars Dollars
10th percentile $26 $11,192
25th percentile 104 23,508
Median 398 71,720
75th percentile 1,376 278,800
90th percentile 4,328 1,916,255

! Data exclude mutual funds available as investment choices in variable annuities and mutual funds that invest primarily in
other mutual funds.

2 Long-term funds include equity, hybrid, and bond funds.

3 Average account balance is calculated at the fund level as total fund assets divided by the total number of shareholder
accounts, which includes a mix of individual and omnibus accounts.

Larger mutual funds tend to have lower-than-average expense ratios because of economies of
scale. Funds with higher average account balances also tend to have lower expense ratios than
other funds. This reflects the fact that each account, regardless of its size, requires certain services
(such as mailing periodic account statements to account holders). Funds that cater primarily to
institutional investors—who typically invest large amounts of money—tend to have higher average
account balances. Funds that primarily serve retail investors typically have lower average account
balances.
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Mutual Fund Fee Structures

Mutual funds are often classified according to the class of shares that fund sponsors offer to
investors, primarily load or no-load classes. Load classes generally serve investors who own
fund shares purchased through financial professionals; no-load fund classes usually serve
investors who purchase shares without the assistance of a financial professional or who
choose to compensate the financial professional separately. Funds sold through financial
professionals typically offer more than one share class in order to provide investors with
alternative ways to pay for the financial services.

Since 1980, when the U.S. Securities and Exchange Commission (SEC) adopted Rule 12b-1
under the Investment Company Act of 1940, funds and their shareholders have had flexibility
to compensate financial professionals and other financial intermediaries through asset-
based fees. These distribution fees, known as 12b-1 fees, provide a way for investors to pay
indirectly for some or all of the services they receive from financial professionals (such as
their broker) and other financial intermediaries (such as retirement plan recordkeepers and
discount brokerage firms). 12b-1 fees also can be used to pay for the fund’s advertising and
marketing expenses but in practice such usage is minor.

Load share classes include a sales load or a 12b-1 fee or both. The sales load and 12b-1 fees
are used to compensate brokers and other financial professionals for their services.

Front-end load shares, which are predominantly Class A shares, were the traditional way
investors compensated financial professionals for assistance. These shares generally charge
a sales load—a percentage of the sales price or offering price—at the time of purchase.
They also often generally have a 12b-1 fee, often 0.25 percent (25 basis points). Front-

end load shares are sometimes used in employer-sponsored retirement plans, but fund
sponsors typically waive the sales load for purchases made through such retirement plans.
Additionally, front-end load fees often decline as the size of an investor’s initial purchase
rises (called “breakpoint discounts”), and many fund providers offer discounted load fees
when an investor has total balances exceeding a given amount in that provider’s funds
(called “rights of accumulation”).
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Back-end load shares, which are primarily Class B shares, typically do not have a front-
end load. Investors using back-end load shares pay for services provided by financial
professionals through a combination of an annual 12b-1fee and a contingent deferred
sales load (CDSL). The CDSL is paid if fund shares are redeemed before a given period of
ownership. Back-end load shares usually convert after a prespecified number of years to
a share class (e.g., A shares) with a lower 12b-1 fee. In part because of this conversion
feature, the assets in back-end load shares have declined substantially in recent years.

Level-load shares, which include Class C shares, generally do not have front-end loads.
Investors in this kind of share class compensate financial advisers with a combination
of an annual 12b-1 fee (typically 1 percent) and a small CDSL (also often 1 percent) that
shareholders pay if they sell their shares within the first year after purchase.

No-load share classes have no front-end load or CDSL, and have a 12b-1 fee of 0.25 percent
(25 basis points) or less. Originally, no-load share classes were sold directly by mutual
fund sponsors to investors. Now, investors can purchase no-load funds through employer-
sponsored retirement plans, mutual fund supermarkets, discount brokerage firms, and
bank trust departments, as well as directly from mutual fund sponsors. Some financial
professionals who charge investors separately for their services, rather than through a load
or 12b-1fee, use no-load share classes.

Mutual Fund Load Fees

Many mutual fund investors engage an investment professional, such as a broker, investment
adviser, or financial planner. ICl research finds that among investors owning mutual fund shares
outside of retirement plans at work, 82 percent own fund shares through financial professionals.
These professionals can provide many benefits to investors, such as helping them identify financial
goals, analyzing an existing financial portfolio, determining an appropriate asset allocation, and
(depending on the type of financial professional) providing investment advice or recommendations
to help achieve the investor’s goals. The investment professional may also provide ongoing
services, such as responding to an investor’s inquiries or periodically reviewing and rebalancing
the investor’s portfolio.

Thirty years ago, fund shareholders usually compensated financial advisers for their assistance
through a front-end load—a one-time, up-front payment for current and future services. That
structure has since changed significantly.
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One important element in the changing distribution structure has been a marked decline in load
fees paid by mutual fund investors. The maximum front-end load fee that shareholders might pay
for investing in mutual funds has changed little since 1990 (Figure 5.9). However, front-end load
fees that investors actually paid have declined markedly, from nearly 4 percent in 1990 to 1 percent
or less in 2012. This in part reflects the increasing role of mutual funds in helping investors save
for retirement. Funds that normally charge front-end load fees often waive load fees on purchases
made through defined contribution plans, such as 401(k) plans. Also, front-end load funds offer
volume discounts, waiving or reducing load fees for large initial or cumulative purchases (see
Mutual Fund Fee Structures on page 82).

FIGURE 5.9

Front-End Sales Loads That Investors Paid Were Well Below Maximum Front-End
Sales Loads That Funds Charged

Percentage of purchase amount, selected years

Average front-end sales load that

Maximum front-end sales load* investors actually paid*
Percent Percent
Equity Hybrid Bond Equity Hybrid Bond
1990 5.0 5.0 4.6 3.9 3.8 3.5
1995 4.8 4.7 4.1 2.5 2.4 2.1
2000 5.2 5.1 4.2 1.4 14 11
2001 5.2 5.2 4.2 1.2 1.2 1.0
2002 5.3 5.3 4.2 1.3 1.3 1.0
2003 5.3 5.1 4.1 1.3 1.3 1.0
2004 5.3 5.1 4.1 1.4 1.4 11
2005 5.3 5.3 4.0 1.3 1.3 1.0
2006 5.3 5.2 4.0 1.2 1.2 0.9
2007 5.4 5.2 4.0 1.2 1.1 0.9
2008 5.4 5.2 4.0 1.1 1.1 0.8
2009 5.4 5.2 3.9 1.0 1.0 0.8
2010 5.4 5.2 3.9 1.0 1.0 0.8
2011 5.3 5.2 3.9 1.0 1.0 0.7
2012 5.3 5.2 3.9 1.0 1.0 0.7

*The maximum front-end sales load is a simple average of the highest front-end load that funds may charge as set forth
in their prospectuses. The average actually paid is estimated by calculating the total front-end sales loads collected by funds
divided by the total maximum loads that the funds could have collected based on their new sales that year. This ratio is then
multiplied by each fund’s maximum sales load. The resulting value is then averaged across all funds.

Note: Data exclude mutual funds available as investment choices in variable annuities and mutual funds that invest primarily
in other mutual funds.

Sources: Investment Company Institute, Lipper, and Strategic Insight Simfund
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Another important element in the changing distribution structure of mutual funds has been a shift
toward “asset-based fees.” Over time, brokers and other financial professionals who sell mutual
funds have increasingly been compensated through asset-based fees, which are assessed as a

percentage of the assets that the financial professional manages for an investor. An investor may

pay an asset-based fee indirectly through a fund’s 12b-1 fee, which is included in the fund’s expense
ratio. Alternatively, an investor may pay an asset-based fee directly (out-of-pocket) to the financial

professional.

In part because of this trend toward payment of asset-based fees (either through the fund or

out-of-pocket), assets in front-end and back-end load share classes have declined in recent years

while those in level load, other load, and no-load share classes have increased substantially.

For example, in the past five years, front-end and back-end load share classes have experienced
net outflows totaling $456 billion (Figure 5.10) and seen their assets fall from $2,377 billion in
2007 to $1,920 billion in 2012 (Figure 5.11).

FIGURE 5.10

Billions of dollars, 2003-2012

Net New Cash Flow Was Greatest in No-Load Institutional Share Classes

2003 2004 2005 2006 2007 2008 2009 2010 2011 2012
g‘t'lt'ggf'fflflg‘s‘ $216  $210 $192 $227 $224 -$225 $389 $242  $26 $196
Load 49 31 38 15 -145 30 -42 -121  -23
Front-end load? 46 41 42 19 -104 2 58 101 67
Back-end load? 20 40 47 47 42 39 24 27 23 -15
Level load? 20 17 20 24 -12 30 20 -6 5
Other load* 2 20 24 15 10 2 23 9 54
No-load® 125 125 143 165 184 -54 330 276 169 247
Retail or general 90 66 71 60 113 128 45 47 -16
purpose
Institutional 35 77 93 124 59 202 231 216 263
Variable annuities 36 18 24 25 -26 29 8 -21 -28

share classes.

classes known as R shares.

mutual funds.

Sources: Investment Company Institute and Lipper

5 Front-end load = 0 percent, CDSL = 0 percent, and 12b-1 fee < 0.25 percent.
Note: Components may not add to the total because of rounding. Data exclude mutual funds that invest primarily in other

! Front-end load > 1 percent. Primarily includes A shares; includes sales where front-end loads are waived.
2Front-end load = 0 percent and CDSL > 2 percent. Primarily includes B shares.
3 Front-end load < 1 percent, CDSL < 2 percent, and 12b-1fee > 0.25 percent. Primarily includes C shares; excludes institutional

4 All other load share classes not classified as front-end load, back-end load, or level load. Primarily includes retirement share
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In contrast, level load, other load, and no-load share classes have seen net inflows and rising asset
levels over the past ten years. Since 2007, level load and other load share classes—both of which
have an (asset-based) 12b-1 fee of at least 0.25 percent—have experienced modest inflows and
growth in assets. No-load share classes—those with neither a front-end nor a back-end load fee
and a 12b-1 fee of less than 0.25 percent—have in the past 10 years accumulated the bulk of the
inflows to long-term funds. In 2012, no-load share classes accounted for 61 percent of the assets
of long-term funds compared to 49 percent in 2003.

Some of the shift toward no load share classes owes to “do-it-yourself” investors. However, much
of the shift represents sales of no-load share classes through sales channels that compensate
financial professionals with asset-based fees outside of funds (e.g., mutual fund supermarkets,
discount brokers, fee-based advisers, full-service brokerage platforms), as well as sales of no-load
funds through 401(k) plans.

FIGURE 5.1

Total Net Assets of Long-Term Mutual Funds Were Concentrated in No-Load Share Classes
Billions of dollars, 2003-2012

2003 2004 2005 2006 2007 2008 2009 2010 2011 2012

All long- term $5,362 $6,194 $6,864 $8,050 $8,916 $5,771 $7,797 $9,028 $8,936 $10,352
Load 1,956 2,222 2,409 2,783 2,977 1844 2334 2,573 2344 2,630
Front-end load! 1,360 1,567 1,720 2,014 2173 1373 1745 1873 1741 1,881
Back-end load? 356 334 271 241 204 102 98 78 50 39
Level load® 214 252 284 334 373 235 326 378 364 424
Other load" 26 68 133 194 228 134 165 243 189 286
No-load® 2,604 3,031 3,416 4,052 4,591 3,073 4332 5164 5341 6,324
Eﬁﬁgggge”era' 1,853 2,159 2,390 2,785 3,060 1,915 2,641 3,007 2,969 3,385

Institutional 752 873 1,026 1,267 1,532 1,157 1,691 2157 2,373 2,939
Variable annuities 802 941 1,039 1,225 1,347 855 1,131 1,292 1,250 1,397

! Front-end load > 1 percent. Primarily includes A shares; includes sales where front-end loads are waived.
2Front-end load = 0 percent and CDSL > 2 percent. Primarily includes B shares.

3 Front-end load < 1 percent, CDSL < 2 percent, and 12b-1fee > 0.25 percent. Primarily includes C shares; excludes institutional
share classes.

4 All other load share classes not classified as front-end load, back-end load, or level load. Primarily includes retirement share
classes known as R shares.

5 Front-end load = 0 percent, CDSL = 0 percent, and 12b-1 fee < 0.25 percent.

Note: Components may not add to the total because of rounding. Data exclude mutual funds that invest primarily in other
mutual funds.

Sources: Investment Company Institute and Lipper
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For more information, please visit www.ici.org
» “Trends in the Expenses and Fees of Mutual Funds, 2012,” IC/ Research Perspective

» “The Economics of Providing 401(k) Plans: Services, Fees, and Expenses, 2010,”
[CI Research Perspective
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More than seven in 10 mutual fund-owning households
said that retirement saving was the household’s
primary financial goal in 2012

73 percent

saving primarily for retirement




CHAPTER SIX

Characteristics of

Mutual Fund Owners

Ownership of mutual funds by U.S. households grew significantly in the 1980s
and 1990s and has remained steady over the past decade. On average, the
household ownership rate of mutual funds has been 45 percent since 2000.

In 2012, 44 percent of all U.S. households owned mutual funds. The estimated
92 million individuals who owned mutual funds in 2012 included many
different types of people across all age and income groups with a variety

of financial goals. These fund investors purchase and sell mutual funds
through four principal sources: investment professionals (e.g., registered
investment advisers, full-service brokers, independent financial planners),
employer-sponsored retirement plans, fund companies directly, and fund
supermarkets.



This chapter looks at the characteristics of individual and institutional owners of U.S. mutual funds and
examines how these investors purchase fund shares.

Individual and Household Ownership of Mutual FUNAS ............coooeiiiiieceeeee et 90
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Institutional Ownership of Mutual Funds

Individual and Household Ownership of Mutual Funds

In 2012, an estimated 92 million individual investors owned mutual funds and held 89 percent

of total mutual fund assets at year-end. Altogether, 53.8 million households, or 44 percent of all
U.S. households, owned mutual funds (Figure 6.1). Household ownership of mutual funds has
remained steady over the past decade. Mutual funds represented a significant component of many
U.S. households’ financial holdings in 2012. Among households owning mutual funds, the median
amount invested in mutual funds was $100,000 (Figure 6.2). Three-quarters of individuals heading
households that owned mutual funds were married or living with a partner, and 48 percent were
college graduates. Seventy-two percent of these individuals worked full- or part-time.

FIGURE 6.1

44 Percent of U.S. Households Owned Mutual Funds in 2012
Millions of U.S. households owning mutual funds, selected years

48.6 50.3 53-2
28.4
23.4 8
12.8
4.6
_ -

1980 1985 1990 1995 2000 2005 2010 201 2012

52.9 53.8

Percentage of U.S. households owning mutual funds
5.7 14.7 25.1 28.7 45.7 44.4 453 44 44.4

Sources: Investment Company Institute and U.S. Census Bureau. See /C/ Research Perspective, “Ownership of Mutual Funds,
Shareholder Sentiment, and Use of the Internet, 2012.”
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FIGURE 6.2

Characteristics of Mutual Fund Investors
May 2012

How many people own mutual funds?

92.4 million individuals

53.8 million U.S. households

Who are they?

51 is the median age of the head of household

75 percent are married or living with a partner

48 percent are college graduates

72 percent are employed (full- or part-time)

14 percent are Silent or Gl Generation

44 percent are Baby Boomers

25 percent are Generation X

17 percent are Generation Y

$80,000 is the median household income

What do they own?

$190,000 is the median household financial assets

68 percent hold more than half of their financial assets in mutual funds

68 percent own IRAs

80 percent own DC retirement plan accounts

4 mutual funds is the median number owned

$100,000 is the median mutual fund assets

79 percent own equity funds

When and how did they make their first mutual fund purchase?

52 percent bought their first mutual fund before 1995

63 percent purchased their first mutual fund through an employer-sponsored retirement plan

Why do they invest?

93 percent are saving for retirement

50 percent hold mutual funds to reduce taxable income

48 percent are saving for emergencies

27 percent are saving for education

Sources: Investment Company Institute and U.S. Census Bureau. See /C/ Research Perspective, “Ownership of Mutual Funds,
Shareholder Sentiment, and Use of the Internet, 2012”; /C/ Research Perspective, “Characteristics of Mutual Fund Investors,
2012”; and /CI Research Report, “Profile of Mutual Fund Shareholders, 2012.”
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Mutual Fund Ownership by Age and Income

The incidence of mutual fund ownership in 2012 was greatest among households in their peak
earning and saving years, that is, between the ages of 35 and 64 (Figure 6.3). About half of all
households in this age group owned mutual funds. Thirty-four percent of households younger than
35 owned mutual funds and for households aged 65 or older, 34 percent owned mutual funds.

Among mutual fund-owning households in 2012, 66 percent were headed by individuals between
the ages of 35 and 64 (Figure 6.4). Seventeen percent of mutual fund-owning households were
headed by individuals younger than 35, and 17 percent were headed by individuals 65 or older.
The median age of individuals heading households that owned mutual funds was 51 (Figure 6.2).
Like the U.S. population as a whole, the population of mutual fund-owning households is aging.
Thirty-nine percent of mutual fund-owning households were headed by individuals 55 or older

in 2012 compared with 26 percent in 1994 (Figure 6.4).

Although individuals across all income groups own mutual funds, households with higher incomes
are more likely to own mutual funds than lower-income households. In 2012, 69 percent of all U.S.
households with incomes of $50,000 or more owned mutual funds, compared with 20 percent of
households with incomes of less than $50,000 (Figure 6.5). In fact, lower-income households are
less likely to have any type of savings. The typical household with income less than $50,000 had
$15,000 in savings and investments, while the typical household with income of $50,000 or more
held $155,000 in savings and investments.

FIGURE 6.3

Mutual Fund Ownership Is Greatest Among 35- to 64-Year-0Olds
Percentage of U.S. households within each age group, May 2012

52 53 52
: I I I :

Younger than 35 35to 44 45to 54 55to 64 65 or older

Age of head of household

Note: Age is based on the sole or co-decisionmaker for household saving and investing.

Sources: Investment Company Institute and U.S. Census Bureau. See /C/ Research Perspective, “Ownership of Mutual Funds,
Shareholder Sentiment, and Use of the Internet, 2012.”
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FIGURE 6.4

The U.S. Population and Mutual Fund Shareholders Are Getting Older
Percentage of households by mutual fund ownership status and age group, May 1994 and May 2012

Age of head of household

65 or older
H 55t064
W 45t054
W 35044 E 22
Younger than 35
[ | g 17 2
23
20
26 17
1994 2012 1994 2012
All U.S. households Households owning mutual funds

Note: Age is based on the sole or co-decisionmaker for household saving and investing.

Sources: Investment Company Institute and U.S. Census Bureau. See /C/ Research Perspective, “Ownership of Mutual Funds,
Shareholder Sentiment, and Use of the Internet, 2012.”

FIGURE 6.5

Ownership of Mutual Funds Increases with Household Income
Percentage of U.S. households within each income group, May 2012

Household income

$100,000 or more 81
69%
$75,000 to $99,999 Al $50,000 or more
$50,000 to $74,999 53
$35,000 to $49,999 36
20%
$25,000 to $34,999 25 Less than $50,000
Less than $25,000 8

Note: Total reported is household income before taxes in 2011.

Sources: Investment Company Institute and U.S. Census Bureau. See /C/ Research Perspective, “Ownership of Mutual Funds,
Shareholder Sentiment, and Use of the Internet, 2012.”
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U.S. households owning mutual funds represent a range of incomes. Twenty-two percent of
mutual fund-owning households had household incomes of less than $50,000; 21 percent had

household incomes between $50,000 and $74,999; 18 percent had incomes between $75,000 and
$99,999; and the remaining 39 percent had incomes of $100,000 or more (Figure 6.6). The median

household income of mutual fund-owning households was $80,000 (Figure 6.2).

Savings Goals of Mutual Fund Investors

Mutual funds play a key role in achieving both the long- and short-term savings goals of U.S.
households. In 2012, 93 percent of mutual fund-owning households indicated that saving for
retirement was one of their household’s financial goals (Figure 6.2). Seventy-three percent

indicated that retirement saving was their household’s primary financial goal. Ninety-two percent
of households that owned mutual funds held shares inside workplace retirement plans, individual

retirement accounts (IRAs), and other tax-deferred accounts. Households were more likely to
invest their retirement assets in long-term mutual funds than in money market funds. Defined
contribution (DC) retirement plans and IRA assets held in equity, bond, and hybrid mutual funds
totaled $5.0 trillion in 2012 and accounted for 48 percent of those funds’ assets industrywide,
whereas retirement account assets in money market funds were $380 billion, or 14 percent

of those funds’ assets industrywide.

FIGURE 6.6
Most Households That Own Mutual Funds Have Moderate Incomes

Household income

Il $200,000 or more 4 3
Il $100,000 to $199,999

$75,000 to $99,999 3
Il $50,000 to $74,999
I $35,000 to $49,999
| $25,000 to $34,999
M Less than $25,000

All U.S. households Households owning
mutual funds

Note: Total reported is household income before taxes in 2011.

Sources: Investment Company Institute and U.S. Census Bureau. See /C/ Research Perspective, “Ownership of Mutual Funds,
Shareholder Sentiment, and Use of the Internet, 2012.”

Percent distribution of all U.S. households and households owning mutual funds by household income, May 2012
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Retirement is not the only financial goal for households’ mutual fund investments. Half of mutual
fund-owning households reported that reducing their taxable income was one of their goals;

48 percent listed saving for emergencies as a goal; and 27 percent reported saving for education
among their goals (Figure 6.2).

Where Investors Own Mutual Funds

The importance of retirement saving among mutual fund investors also is reflected in where they
own their funds. As 401(k) and other employer-sponsored DC retirement plans have become
increasingly popular in the workplace, the fraction of households that make their first foray into
mutual fund investing inside their employer-sponsored retirement plans has increased. Among
those households that made their first mutual fund purchase in 2005 or later, 69 percent did so
inside an employer-sponsored retirement plan (Figure 6.7). Among those households that made
their first purchase before 1990, 58 percent did so inside an employer-sponsored retirement plan.

In 2012, 72 percent of mutual fund-owning households owned funds inside employer-sponsored
retirement plans, with 35 percent owning funds only inside such plans (Figure 6.8). Sixty-

five percent of mutual fund-owning households owned funds outside of employer-sponsored
retirement accounts, with 28 percent owning funds only outside such plans. For mutual fund-
owning households without funds in workplace retirement accounts, 63 percent held funds in
traditional or Roth IRAs, and in many cases, these IRAs held assets rolled over from 401(k)s

or other employer-sponsored retirement plans (either defined benefit or DC plans).

FIGURE 6.7

Employer-Sponsored Retirement Plans Are Increasingly the Source of First Mutual
Fund Purchase
Percentage of U.S. households owning mutual funds, May 2012

Year of household’s first mutual fund purchase Memo:

all mutual
Before 1990 1995 2000 2005 fund-owning
1990 t01994 101999 to2004 orlater households

Source of first mutual fund purchase

Inside employer-sponsored

. 58 65 64 66 69 63
retirement plan

Outside employer-sponsored

. 42 35 36 34 31 37
retirement plan

Note: Employer-sponsored retirement plans include DC plans (such as 401(k), 403(b), or 457 plans) and employer-sponsored
IRAS (SEP IRAs, SAR-SEP IRAs, and SIMPLE IRAs).

Sources: Investment Company Institute and U.S. Census Bureau. See /C/ Research Perspective, “Characteristics of Mutual
Fund Investors, 2012.”
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Sources of Mutual Fund Purchases

Households owning mutual funds outside of workplace retirement plans purchased their funds
through a variety of sources. Indeed, 82 percent of those that owned mutual funds outside
workplace retirement plans held funds purchased with the help of an investment professional
(Figure 6.8). Investment professionals include registered investment advisers, full-service brokers,
independent financial planners, bank and savings institution representatives, insurance agents,
and accountants. Forty-seven percent of investors who owned funds outside employer-sponsored
retirement plans purchased their funds solely with professional financial help, while another

35 percent owned funds purchased from investment professionals and fund companies directly,
fund supermarkets, or discount brokers. Eleven percent solely owned funds purchased directly
from fund companies, fund supermarkets, or discount brokers.

FIGURE 6.8

72 Percent of Mutual Fund-Owning Households Held Shares Inside Employer-Sponsored
Retirement Plans

May 2012
Sources of mutual fund ownership Sources for households owning mutual funds
Percentage of U.S. households outside employer-sponsored retirement plans
owning mutual funds Percentage of U.S. households owning mutual

funds outside employer-sponsored retirement plans’

35%
Investment professionals?
and fund companies, fund
supermarkets, or
discount brokers

Outside employer-
sponsored retirement FvA:]

1
plans only 47%
) ) Investment
Inside and outside professionals
employer-sponsored | =7/ only?

1%
77777 Fund companies, fund
D [ — supermarkets, or discount
Inside employer- 7% brokers
sponsored retirement | =5

plans only'

retirement plans'

Source unknown

T Employer-sponsored retirement plans include DC plans (such as 401(k) plans, 403(b) plans, or 457 plans) and employer-
sponsored IRAs (SEP IRAs, SAR-SEP IRAs, and SIMPLE IRAS).

Z|nvestment professionals include registered investment advisers, full-service brokers, independent financial planners, bank
and savings institution representatives, insurance agents, and accountants.

Source: IC/ Research Perspective, “Characteristics of Mutual Fund Investors, 2012”
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Nearly half (48 percent) of mutual fund-owning households held mutual funds through multiple
sources. In May 2012, 17 percent of mutual fund-owning households held mutual funds both
inside employer-sponsored retirement plans and through investment professionals; 5 percent
owned mutual funds both inside employer-sponsored retirement plans and directly through
fund companies, fund supermarkets, or discount brokers; and 10 percent held mutual funds
through investment professionals and fund companies, fund supermarkets, or discount brokers
(Figure 6.9). Another 13 percent owned mutual funds through all three source categories. When
owning funds through only one source category, the most common route to fund ownership was

employer-sponsored retirement plans: 35 percent of mutual fund-owning households owned funds

only through their employer-sponsored retirement plans.

FIGURE 6.9

Nearly Half of Mutual Fund-Owning Households Held Shares Through Multiple Sources
Percentage of U.S. households owning mutual funds, May 2012

Inside employer-sponsored —~— |nvestment professionals?

retirement plan’

Fund companies, fund supermarkets,
or discount brokers

! Employer-sponsored retirement plans include DC plans (such as 401(k), 403(b), or 457 plans) and employer-sponsored
IRAs (SEP IRAs, SAR-SEP IRAs, and SIMPLE IRAs).

Z|nvestment professionals include registered investment advisers, full-service brokers, independent financial planners,
bank and savings institution representatives, insurance agents, and accountants.
Note: Figure does not add to 100 percent because 5 percent of households owning mutual funds outside of employer-
sponsored retirement plans did not indicate which source was used to purchase funds. Of this 5 percent, 3 percent owned
funds both inside and outside employer-sponsored retirement plans and 2 percent owned funds only outside of employer-

sponsored retirement plans.
Source: ICl Research Perspective, “Characteristics of Mutual Fund Investors, 2012”
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Shareholder Sentiment, Willingness to Take Investment Risk, and
Confidence

Each spring, ICI surveys U.S. households about a variety of topics, including shareholder sentiment.
Shareholder sentiment generally moves with stock market performance, largely because of the
impact on mutual fund returns. For example, mutual fund companies’ favorability rose in the late
1990s along with stock prices (measured by the S&P 500), declined between 2000 and 2003 as
stock prices fell, increased between 2003 and 2007 as the stock market gained, and fell following
the market decline in 2008 and 2009 (Figure 6.10). As the stock market gained in 2010 and 2011,
mutual fund favorability rebounded. Mutual fund favorability edged down in 2012 as the stock
market moved down in April and May 2012 and remained essentially flat compared with the
previous year.

FIGURE 6.10

Mutual Fund Shareholder Sentiment Rises and Falls with Stock Market Performance
Percentage of mutual fund shareholders familiar with mutual fund companies, 2000-2012

Mutual fund industry favorability rating’

[0 Very favorable

W Somewhat favorable
S&P 500,% May average

1,51 l
1,418 1,403

1,338 1,341

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012

Total percentage with positive opinions’
83 79 74 71 72 74 76 77 73 64 67 69 65

I The mutual fund industry favorability rating is the percentage of mutual fund shareholders familiar with the mutual fund
industry who have a “very” or “somewhat” favorable impression of the fund industry. The survey question on mutual fund
industry favorability had five choices; the other three possible responses were “somewhat unfavorable,” “very unfavorable,”
and “no opinion.”

2The S&P 500 is an index of 500 stocks chosen for market size, liquidity, and industry group representation.

Sources: Investment Company Institute and Standard & Poor’s. See /C/ Research Perspective, “Ownership of Mutual Funds,
Shareholder Sentiment, and Use of the Internet, 2012.”
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Among all U.S. households, the percentage willing to take above-average or substantial investment
risk also tends to move with stock market performance (Figure 6.11). U.S. households become less
tolerant of investment risk in times of poor stock market performance. For example, willingness

to take investment risk was lower from 2008 to 2012, compared to periods of higher stock market
gains. Households owning mutual funds also have expressed less willingness to take investment
risk in recent years. In May 2008, 36 percent of mutual fund-owning households were willing

to take above-average or substantial risk with their investments (Figure 6.12). By May 2012,

this fraction had fallen to 28 percent of mutual fund-owning households.

FIGURE 6.11

Households’ Willingness to Take Investment Risk Tends to Move with the S&P 500 Index
Percentage of U.S. households willing to take above-average or substantial investment risk, 1988-2012

M ICI measure of willingness to take risk (right scale)
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Note: The S&P 500 is an index of 500 stocks chosen for market size, liquidity, and industry group representation.

Sources: ICI Annual Mutual Fund Shareholder Tracking Survey, Federal Reserve Board Survey of Consumer Finances (SCF),
and Standard & Poor’s
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FIGURE 6.12
Households’ Willingness to Take Investment Risk

Level of risk willing to take with financial investments
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Source: IC/ Research Perspective, “Ownership of Mutual Funds, Shareholder Sentiment, and Use of the Internet, 2012”
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Investors’ confidence that mutual funds are helping them reach their financial goals has a similar
pattern to shareholder sentiment. For instance, investor confidence declined in the wake of the
financial market crisis. In 2009, 72 percent of fund shareholders said they were confident in
mutual funds’ ability to help them achieve their financial goals, compared with 85 percent in 2008
(Figure 6.13). Over 2010 and 2011, confidence rose. In 2012, 80 percent of all fund shareholders
said they were confident in mutual funds’ ability to help them achieve their financial goals. Indeed,
nearly one-quarter of fund investors in 2012 were “very” confident that mutual funds co