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The Mutual Funds Paradox

Higher cost —lower return: mutual fund paradox

When choosing a product from a pool of similar investment products, ahigher price or cost usually means better
quality, since nobody wants to pay a higher price for alower-quality product. However, there are products that
proveto be an exception to thisrule. With these products, the rule is: the more expensive, the lower the quality.
You may think itisabsurd. But they do exist! They are mutual fund products. When it comes to mutual funds,
an inverse proportion between costs and returns exists: the higher the cost (fees), the lower the return.

In his book “ The Battle for the Soul of Capitalism” John C. Bogle discusses the devel opment of the mutual fund
industry and presents research, data and trends that some people find surprising. Mr. Bogle describes one study
conducted by Morningstar, aresearch company that rates the performance of mutual funds and variable annuities.
Thisisastudy of the total costs and net and gross returns of 942 diversified and managed funds in comparison
with unmanaged low-cost funds for a period of 10 years ending in February 2005 (Table 1).

Thetota average costs for this select group of diversified funds came to 1.9 percent per year with the average
gross return of 12.5 percent. The highest-cost quartil e of funds that charged 3.0 percent to investors, all expenses
included, delivered a 12.0 percent gross annual return, whilethe lowest-cost quartile of funds that charged only
0.9 percent, delivered a12.6% gross annual return. As aresult, the net annud return of the lowest-cost fundsis
11.7 percent, which is 2.7 percentage points higher than that of the highest-cost funds, which is 9.0 percent. The
compounding effect makesa significant difference in returns between these two kinds of fundsin thelong run. If
you invest $10,000 in the lowest-cost funds at the net return of 11.7 percent, you will get $91,424 in 20 years
while you will only get $56,044 from the higher-cost funds at the net return of 9.0 percent. In addition, the
highest-cost funds assume the highest risks amounting to 34 percent higher (as measured by standard deviation of
returns) than the risk carried by lower-cost funds.

Table 1. Equity mutual funds -returns vs. costs. Annual returns for 10 years ended Feb. 28, 2005.

Cost quartile Gross Return  Costs  Net Return Risk Risk-adj. return ~ Growth of $1.
One — lowest 12.60% 0.90%  11.70%  16.00% 11.90% $2.07
Two 12.50 1.50 11.00 17.00 10.90 1.81
Three 12.80 2.00 10.80 18.50 10.10 1.63
Four — highest 12.00 3.00 9.00 21.40 8.10 1.18
Average Fund 12.50% 1.90% 10.60% 18.20% 9.10% $1.66
Lowest vs. highest +0.6% -2.1% +2.7% -5.4% +3.8% $0.89
Low-cost enhancement + 5% - 70% + 30% - 25% +47% +75%

Source:  John C. Bogle, The Battle for the Soul of CapitalismNew Haven: Yae University Press, 2005, 160-2.
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These facts demonstrate that many investors are wasting their money through irrational choice of mutual funds,
rewarding the mutual funds salespeople for their sales efforts. However, the salespeople are motivated by the
margin they earn, not by the return of funds, and higher fees provide higher margin for the salespeople. Will
such anirrational choiceof mutual funds by investorslast forever? It may last because the sa espeople continue
towork hard to *attract’ investors money to their higher-cost funds. However, there are some signs that
investors are becoming smarter over the years. Beforelooking at the latest trend of investors' choices, let us ook
back briefly at the amazing development of mutual funds, especially in the last quarter century.

Mutual fund industry has developed amazingly since the 1980s

In March of 1924, thefirst official mutual fund, the Massachusetts Investors Trust was born. After one year, it
grew from $50,000 to $392,000 in assets with around 200 shareholders. The stock market crash of 1929 hindered
the growth of mutual funds. But with renewed confidence in the stock market, mutual funds began to blossom
and have been growing consistently after the World War 1.

The truly amazing growth of mutual funds began in the 1980s (See Graph 1). The rapid growth of mutual funds
is one of the most significant changes caused by the financial liberalization in the late 1970s. By 1985 there were
1,527 mutual fundsin the U.S., amounting to amost half atrillion dollars. Today, there are more than 8,000
mutual funds worth close to $9.5 trillion. Attracted by the higher returnsthan that of bonds, as well asawide
array of choices, Americans hasinvested substantial sumsin mutual funds in the last 2 decades. This change
itself is very rational and productive as investors can expect higher returns in stock investment than in bond
investment in along run aslong as they hold awell-diversified stock portfolio. In addition, mutual funds are an
ideal investment tool for small and medium size investors, which alow them to hold awell-diversified portfolio.

Graph 1.

Net Asset Mututal Funds Growth, 1985 - May 2006, in trillions
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Source: Federal Reserve Board, http://www.federalreserve.gov/rel eases/z1/Current/data.htm
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91 million investors and 47.5 percent of the U.S. households held mutual fund sharesin 2005, compared t010.5
million individual investors and 5.7 percent of U.S. householdsin 1985. Americans have been allocating higher
and higher share of their assetsin mutual funds. In 2005 the mutual funds held by American households
represented almost 11 percent of their financial assets, compared to 2.1 percent in 1985. If these mutual funds of
households include funds held through employer-sponsored retirement plans, bank personal trusts, and variable
annuities, the proportion of mutual fundsin U.S. households doublesto 20 percent of their financial assets
(Graph 2).

I nvestor s ar e becoming mor e cost-conscious

With resilience and regained confidence, Americans are once again investing heavily in the stock market after the
burst of dot-com bubble in 2000-01. The net asset value of the mutual funds increased to $9.48 trillion at the end
of 2005 from $8.0 trillion in the previous year. What is interesting is that there seem to be some remarkable
changesin investors' choicesin recent years. Investors are becoming more cost-conscious. Why? They might
have learned some lessonsin the burst of the dot-com bubble in 2000-01. Or it may be aresult of the educational
movements by some expertsin thisfield, who have been advocating for the lower-cost index funds rather than
the higher-cost managed funds. Actually, the share of new investmentsin stock funds with bel ow-average
expense ratios has been increasing gradually and steadily (Graph 3). Additionally, the continued investor

migration to lower-cost funds has been further lowering the operating expenses of these funds.
Graph 3.

STock FUNDS wWiITH BELOW-AVERAGE EXPENSE RATIOS HOLD 90 PERCENT OF ASSETS
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Source:  Investment Company Institute http://www.ici.org/factbook/index.html
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Asset growth of mutual funds decreases coststo a 25-year low

Thetrend of decreasing cost (expense ratio to asset) is also accelerated by the growth of the asset scale.
According to an annual report by the Investment Company Institute, the average fees and expenses that investors
paid for mutual fundsfell in 2005 to their lowest levelsinthe last quarter century. Since 1980 the fees and
expenses of stock and bond funds have declined by over 50 percent (Graph 4). Mutual funds' expenseratios are
asset-weighted: the larger the fund asset value, the smaller the expenseratio. Therefore, the decline of the
expense ratio is aresult of the growth of the net asset scale of funds.

Graph 4.
MuTuaL FuND FEES AND EXPENSES HAVE DECLINED SUBSTANTIALLY SINCE 1980
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Growing popularity of no-load funds

Another recent trend is the growing popularity of “no-oad funds.” No-load fund investors pay only the ratio
expenses for ongoing fund operating, administration and shareholder service costs, while load-fund investors
have to pay fees for the ongoing services through front- or back-end loads (one-time sales fees) and 12b-1 fees
(distribution charges). Asarule, investors pay fund managers for their work to pick better-performing securities
and to try to beat other funds and the market. Simply, no-load funds come bundled with financia planning and
adviceto reduce these cost.

Trend towardsindex funds

A typical managed fund investing in stocks has an annual expense ratio of about 1.3 percent of each investor’s
balance. Thelowest-cost index funds, on the other hand, charge 0.2 percent or less annually. The differencein
annua fees can make a big difference in returns over time. Index funds can reduce the cost because they do not
have to pay the additional cost to fund managers to select better-performing securities. Let’s take two funds of
identical portfolios returning the same average of 10 percent ayear before fees. After 20 years, an investor who
invests $10,000 in a fund with the 1.3 percent expense ratio accumulates $53,038, while an investor choosing the
0.2 percent fund has $64,870. Because of the compound effect, the differencewill be big in thelong run.
Managed funds, in addition to having higher fees, do not provide the higher-than-the-market returns that we
expect. Aswe aready saw, we cannot expect better returns of funds even though we pay additional cost to fund
managers to select better-performing securities. Then, it makes sense to choose index funds, like S& P500 which
we can expect the same return as the whole market with less fees. It isavery natural result that the index funds
have attracted more American investors in recent years.

Thefirst retail index fund was opened by John C. Bogle in 1976, and it was called the First Index Investment
Trust. Itisnow called the Vanguard 500 Index Fund, and it became the largest mutual fund ever with $100
billion in assets in November 2000. There are hundreds of index funds nowadays, asinvestment banks has
Washington D.C. Representative Office 4
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increasingly creative in designing funds to outdo competitors. Historicaly, index funds have served as a
benchmark to managed funds, which are said to never beat the index funds. For this reason, index funds have
become the favorite form of investment for average American investors. Anindex fund represents the entire
stock market, particular sectors or investing styles (e.g. small cap index funds, emerging markets index funds).
Still, the S& P 500 Index fund alone remains the basis and the most popular index, with $1.26 trillion directly tied
to it and another $4 trillion in actively managed funds comparing themselves with it to measure how well they are

doing. Today, S&P 500 and fundstiedto it represent over 50 percent of the total mutual fund industry in
America

M ore cost-conscious investors, more competition and more pressure for cutting cost are among latest trendsin
the mutual fundsindustry, which means atougher time is ahead for providers of mutual funds. In fact, some big
financial ingtitutions are withdrawing from mutual fund management services, and instead choose to speciaizein
funds sales services. Thisisavery natural consequence, asthe mutual funds market has grown very large and
has already reached maturity.

End

Written by Magdalena Tondera and edited by Masaharu Takenaka
(e-mail address : [mtondera@us.mufg.jp])

Y ou can read the other reports at the below web site of BTMU.
https://reports.us.bk.mufg.jp /portal/site/menuitem.bd427f a51df 4c80526345b1035cal6al/

The information herein is provided for information purposes only, and is not to be used or considered as an offer or the solicitation of an offer
to sell or to buy or subscribe for securities or other financial instruments. Neither this nor any other communication prepared by The Bank of
Tokyo-Mitsubishi, Ltd. (collectively with its various offices and affiliates, "BTM") is or should be construed as investment advice, a
recommendation to enter into a particular transaction or pursue a particular strategy, or any statement as to the likelihood that a particular
transaction or strategy will be effective in light of your business objectives or operations. Before entering into any particular transaction, you
are advised to obtain such independent financial, legal, accounting and other advice as may be appropriate under the circumstances. In any
event, any decision to enter into a transaction will be yours alone, not based on information prepared or provided by BTM. BTM hereby
disclaims any responsibility to you concerning the characterization or identification of terms, conditions, and legal or accounting or other
issues or risks that may arise in connection with any particular transaction or business strategy. Note that BTM may have issued, and may in
the future issue, other reports that are inconsistent with or that reach conclusions different from the information set forth herein. Such other
reports, if any, reflect the different assumptions, views and/or analytical methods of the analysts who prepared them, and BTM is under no
obligation to ensure that such other reports are brought to your attention.
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