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AsSset management industry.
s Competitive

= But appears torearn rents

Fees without perfiermance
High compensation

Conjeciures about the sources of super-nermal profitability

What should e the target to reduce rents?
s Compensation?
1 Revenues

Recommendations

s Require enhanced disclosure on fees/expenses
n Advertise desirable attributes ofi a mutual finad

Effect on price discovery and market efficiency.,




Most ofi the elements of a competitive
InAUSHR

s Demand: Large number of buyers withia
[ange: efi sophistication

Institutional — moest sephisticated

Individual' = sephisticated! anad not-So-
sophisticated

Many. Intermeaianes/advisors

s Many brokers, Working| on commissions, recommend
funds to Individual investors

= Investment consultants advise institutional Investors




Most ofi the elements of a competitive
InAUSHR

x Supply

LLarge number ofi Independently-ewned mutual

fiind cempanies

More: than ene thousand hedge fiunds, With: noene
oo large

Large number ofi mutual funds offer each type of
a fund — value, grewth, iInceme, small, large,
International, demestic, ....

Multiple hedge funds offer similar products




Most of the elements off a competitive Industry,

n (Expected) Performance — Homogeneous

Relatively littierevidence ofi skill en a predictive basis amoeng
mutual funds and hedge funds

s Evidence ofi superior perfermance persistence Iis weak

x Past performance: exhibits varation, Which Is sulbtly and not-so-
subtly:advertized as skill

s Infermation available guite easily andicheaply:
Infermation; about performance availakle easily.
Alse abeut expenses

\Which attribute te focus on Is not known te) net-se-sephisticated
clients

\Web:based teols offer investment/portiolio advice guite cheaply

s Low barriers to entry

Start-upi costs for a mutval fiund and for a hedge fund are not
staggerng

Low compared tormany ether industries that are considered fairly.
competitive




EXpense ratios indicative of the revenues; to
mutual funds and hedge filnds

But evidence shows

s EXpense ratios ane unrelated to future performance
— a long-standing literature i finance

n Performance persistence evidence Is weak, and

often challenged! te be nen-existent

= Distribution of' abnormal mutual fund returns cannot
ieject the nulifhypethesis of lack of skilll (Fama and

[Erench)
Trading costs are flows representing costs
Incurred by investors (mutual funds, hedge
funds, and individual investors) in the hope: of
generating superior performance

s [hese costs are beyond the expense ratios




Erench reports aggregate: incrementall costs of active
INVESTING GVEr passive Investing
Active costs comprise expenses and fees plus trading costs

67 basis peints er about 10% of the aggregate market value of
equities — has not changed much In mere than twoe decades

67 basis points Includes expenses for institutional clients

(muchi lower expenses), mutual fiunads, and hedge funas; plus
trading cests

Tirading costs average about 21 basis poimnts in 2006, So even
Without trading costs, the aggregate costs are about 45 basis
poInts

Mutual fundlexpenses and fees ane about 85 hasis points in
720)0)6)

Passive strategies cost only a few basis points

Fees generated by funds by securities lending are ignered —
also a cost to Investors




Revenues and compensation Without
demonstrable superior performance in the
ASSEel management sector, especially the
nedge fiind Industry.

HIgh compensation Suggests empleyees

corner considerable amoeunt of the rents

lLarge firaction of revenues paid out as
compensation te employees
x Not unigue toe the asset-management Industiy.

s Investment-bankers and traders also are paid a
large fraction of thelr revenues




Inadeguate disclosure
s Expenses not disclesed prominently.
m EXxpenses in percent seem small

Investment advisors and! brokers as Intermediaries
receive commission, but commISSIONS; are not

disclesed prominently

Consultants to pension plans have little incentive
10 promoete passive investing

Lack ol guidance fromiindependent
pPEMIES/gPVErnmMENnt agencies

s They do net advertize desirable attributes of mutual
filnds/hedge funds

s But in other areas they do, e.qg., health and nutrition, see
below




STEPS TO A HEALTHIER YOU

One size doesn't fit all.

MyPyramid offers personalized
eating plans and interactive tools to
help you plan/ assess your food
choices based on the

http://www.mypyramid.gov/




Recommendations
] Target frevenues, nlo): Compensation

s Reguire enhanced disclosure — fees/expenses, In
dollars and inrpercent

= Reguire disclosure oficommissions to
brokers/advisers

WSJ, Eebruary 26, 2010

n [ast summer, Indian regulators chamnged the way: Investors
pay fer the mutual funds they buy, fercing sellers ofi the
flnds to better disclose these sales charges. The result:
Sales of lndian;stock funds;have nearly stopped, in a
dramatic slewdewn In What was ene of the world's fastest-
growing fund markets.

a Advertise
Desirable attributes offa mutual fund

Effects of expenses/commissions on performance and
value of iInvestment over time
= Currently independent/gevernment bodies do not advertize




Effect on price discovery and market
efficiency

s [Less active investing might sloew price
discoverny and thus adversely: affect market

efficiency.

= Concenmn is not entirely warranted pecause
ieduced rents will not discourage: activity.







