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1. I ntroduction

The mutual fund industry has been one of the fastest growing sectors within the Canadian
capital market over the past ten years. Asshown in Table 1, the growth of the Canadian mutual fund
industry has been remarkable. According to the Investment Funds Institute of Canada, as of June
2000, Canadiansinvested more than $400 billion in mutual funds -- more than ten times the total at
the beginning of 1991. A survey in 1999 found that close to 40% of Canadians now own a mutual
fund, anincrease of 168% since 1991." The mutual fund industry has benefitted from acombination
of low interest rates, the increasing age of the population, a growing large deficit in the Canada
Pension Plan, themoving of savingsfrom defined-benefit pension plansto defined-contribution plans,
and an increasing awareness of mutual fund products over the past decade.?

The purpose of these popular investment vehicles to provide professional management and
the opportunity for investors to diversify. Each mutual fund within the larger fund complex is
overseen by aboard of directors which isresponsible for carrying out the activities of the fund. The
board of directors, inturn, appoints amanagement company that chooses a portfolio manager which
in turn determines the composition of the investment portfolio within the bounds set by the fund's
objective. Like other business organizations, there are two major forms of ownership structure of
these management companies. partnership and corporation.

An interesting puzzle that exists in the industry isthat some management companies choose

to be publicly-traded on an exchange while others choose not to be. As of June 2000, there were

! Investors Group/Gallup Canada Survey 1999 Feature Report. Published by Investors Group Inc.

2 These trends are documented in detail by CIBC Wood Gundy Securities Inc Investment Research
(January, 1997). Published by the CIBC Wood Gundy Securities Inc.
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approximately 200 companies managing mutua funds in the Canadian market and of those, seven
were publicly-traded.®> Although the number of publicly-traded management companiesisrelatively
small compared to the number of private management companies, they have been playing an
important role in the Canadian mutual fund industry. More than 400 mutual funds were under
management of these seven publicly-traded management companies as of June 2000. At the same
time, the aggregate net asset value managed by these publicly traded management companies was
approximately $155 billion which accounted for 40 percent of the total assets held by the Canadian
mutual fund industry.*

Giventhe growing popularity of mutual fundsand their sheer sizewithin the Canadian capital
market, itisimportant to try to get someinsight into how the ownership structure of the management
companies affects the performance of the mutual funds they manage.®> Publicly-traded management
companies are characterized by the separation of the ownership and management roles smilar to
other corporate entities. The question of how diffuson of ownership affects the performance of
companies has attracted a great deal of attention in the financial economics literature. Jensen and

Meckling (1976) suggested that the managers incentiveto maximizesharehol der valueincreaseswith

3 They are AGF Management Ltd., C.I. Fund Management Inc., Dundee Bancorp Inc., Investors Group
Corp., Mackenzie Financial Corp., Sceptre Investment Counsel Ltd., and Trimark Financial Corp. In August
1998, C.I. Fund Management Inc. acquired all the shares of the BPI financial Corp. BPI financial Corp was also a
publicly-traded management company from August 1994 to August 1998.

4 Financial Post Canadian Mutual Fund Data Base.

® Most Canadian mutual funds studies have focused on the performance of individual funds. For example,
Grant (1976) found the Canadian mutual funds are conservatively managed and not well diversified. Dhingra
(1978) found the ex-post systematic risk levels of mutual funds are consistent with their stated investment
objectives. Calvert and Lefoll (1981) concluded that Canadian funds perform no better than the market after risk
adjustment. Berkowitz and Kotowitz (1993) looked at the incentives and efficiency in the market for management
services and found that the asset-based scheme compensation provides a strong incentive for managers to
maximize risk-adjusted fund returns.



their level of ownership. The greater the concentration of ownership, the better is the performance
of the firm. Demsetz (1983), however, argued that the shareholder, who decides to dilute the
ownership structure, must aready be aware of the consequences of the moral hazard problem of the
managers. The cost of loosening control over the managers should be offset by other advantages of
diluted ownership, such asthe lower capital acquisition cost. Therefore, we should not expect to see
any relationship between the performance of the firm and the concentration of ownership. In alater
paper, Demsetz and Lehn (1985) provided empirica evidence supporting the absence of any
systematic rel ationship between ownership concentration and performance (measured by accounting
profit). A few years later, Morck et a (1988) found a significant relationship between firm
performance (measured by Tobins Q) and ownership concentration. The authors showed that the
performance of the firm increased and then decreased with concentration of ownership. McConnel
and Servaes (1990) a so found the inverted U-shape rel ation between performance and ownership of
the firm, which is consistent with Morck et a's finding.

Coleand M ehran (1998) examined the performance of asampleof 94 thriftinstitutionsbefore
and after the expiration of an ownership-structurerestriction. Theauthorsfound that firmsperformed
much better after the restriction expired and better performance was associated with greater
ownership concentration. In arecent paper, Himmelberg et a (1999) showed that ownership and
performance of the firm are both endogenously determined by some partly observed exogenous
variables. After controlling for these exogenous variables (firm characteristics and firm fixed effects),
they were unable to conclude that ownership affects the performance of the firm.

The primary goal of this paper isto examine if the ownership of mutual fund management

companies affects their performance. Thisis an important question since if indeed ownership and



performance are related, investors should take this information into account when they decide in
which mutual fundsto invest. Thelink between the performance of mutual funds and the ownership
of the management company isthrough the relationship between historical fund performance and the
demand for funds by investors. Thisrelationship has been examined by many authorsintheliterature
and found to be quite strong, irrespective of the performance measure used.® Asthe performance of
the mutual fund increases, investors increase their holdings of the fund causing the net asset value
(NAYV) of the fund to increase. Since the management company receives afixed percentage of the
NAYV, improved performance enhances the flow of feesinto the management company which, after
expenses, accrues to the owners of the management company. To the best of our knowledge,
the relationship between ownership and performance has not been examined for mutua fund
management companies. The del egation of decision-making responsibility and the associated agency
costs within the mutual fund complex are similar to those within the corporate structure typically
studied intheliterature. The major advantage of choosing mutual fund management companieswhen
examining the ownership/performancerelationshipisthat it alowsusto control for theintra-industry
heterogeneity across firms since the technology of the mutual fund management companiesis quite
homogenous across firms and only requires human capital. Therestrictive regulations governing the
mutual fund industry also dramatically reduces the companies’ idiosyncratic characteristics.

Once the relationship between ownership and performance is established, we then examine
how the ownership of mutual fund management companies affects their performance. Diffusion of

ownership can affect performancein anumber of ways. First, as Jensen and Meckling (1976) pointed

6 See Berkowitz & Kotowitz (1993, 2000), Gruber (1996), Sirri & Tufano (1998), Chevalier & Ellison
(1997), and Del Guercio & Tkac (2000), among others.



out, managers of more diffusely held companies are expected to increase their excess perquisite
consumption and thus increase the cost of production. A second effect of diffuse public ownership
involves the risk-taking incentives of managers. Due to the difficulty of observing the expenditures
of managers and the risk of the assets, previous researchers have not been able to differentiate
between these two effects. The mutual fund management company provides us arare opportunity to
clarify this issue. For these firms, the link between ownership and manager expenditures can be
directly observed through the administrative fees of the mutual funds. If publicly-traded management
companieshavegreater excess perquisite consumption than private management companies, thenthe
difference between the expenseratio and management fee, which includesthe administrativefees, will
reflect this phenomenon.

Further, unlike most other firms, therisk of the assets held by management companies can be
easly measured. Because the assets of the management company consist of the mutual funds they
manage, the risk associated with an investment in mutual funds can be calculated from the risk
associated with their net asset value returns. There are two competitive arguments in the literature
on how the concentrati on of ownership affectsthe manager’ srisk taking behavior. Thefirst argument,
by Gala and Masulis (1976), is based on option price theory. The idea is that the greater is the
concentration of ownership within firms, the greater is the incentive for the managers to maximize
the shareholders’ value. Since equity can be viewed as acall option on the value of the firmwith the
amount of debt asthe strike price, given the debt-to-equity ratio, oneway for the manager to increase
the shareholder’ svalueisto increasethevolatility of the underlying assets. Essentially, increasing the
risk of the assets transfers wealth from the creditors to the shareholders. However, thisargument is

not relevant for mutual fund management companies since the fund companies typicaly have much



less debt than other types of companies. Hence, the transfer of wealth effect through increasing the
risk of the asset holdings may not provide the same benefit to the management companies
shareholders as would be expected with more debt-oriented firms.

The second argument which is presented by Smith and Stulz (1985) is that the greater the
managerial ownership, the more risk averse are the managers and hence they tend to adopt more
hedging and other risk-reduction strategies. The reason isthat the manager’ s portfolio might not be
well diversified and, therefore, as her ownership share increases, she has an incentive to reduce the
riskiness of the firms' s assets. In arecent paper, Zhang (1998) also showed that in the presence of
acontrolling shareholder within afirm, the under-diversified controlling shareholder is more averse
to risky projects than would be the atomistic shareholders whose portfolios are more diversified.
Using a sample of 302 depository ingtitutions, Chen et al (1998) found that as the concentration of
ownership increases, the level of risk taking decreases.” Since neither the risk reduction nor wealth
transfer argument precludes the existence of the other effect, the relationship between ownership
structure and risk taking behavior will depend on which effect dominates the other. As we note
above, the wedth transfer effect might be quite weak in mutual fund industry due to its low debt
feature, hence, it would be expected that the risk reduction effect is the dominant force for fund
management companies. Consequently, the funds managed by publicly-traded managed management
companies might have greater risk than do the funds managed by private management companies

At the same time, however, investing in risky assets increases the risk of the managers
portfolio since her incomeisbased on the performance of the mutual funds she manages. In addition,

investing inriskier assets usudly requires greater effort on the part of managers. Therefore, publicly-

" Inanearlier paper, May (1995) also found evidence supporting the risk reduction argument.
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traded management companies must provide higher compensation for the managers due to both the
greater risk and greater effort they undertake. Consequently, the publicly-traded management
companies may charge ahigher management fee than the private management companies. However,
if publicly-traded management companies are not able to provide sufficiently higher returns to
compensate investors for the higher management fees, this might suggest that fund unit-holders
should avoid mutual fund managed by the publicly-traded management companies.

The paper is organized as follows. Section 2 examines the governance structure within the
mutual fund complex and comparesit to that in the usual corporate entity. Section 3 discusses the
data. Section 4 examines the performance of the mutual funds managed by the publicly-traded
management companies and compares them with the mutual funds managed by the private
management companies. Section 5 examines the factors which account for the difference in their

performance while Section 6 is by way of summary and conclusions.

2. Ownership Structure and Perfor mance

The governance structure within the mutual fund complex of a publicly-owned management
company isquite Smilar to the structure within the typical corporate entity studied in the literature.
Figure ladescribesthe mutual fund complex when the management company ispublicly-owned. For
smplicity, we assume a single mutual fund under management. W ithin this governance structure,
the management company is responsible to its shareholders and delegates decision-making
responsi bility for the composition of theinvestment portfolioto either aninternal or external portfolio
manager. Operating expenses of C are incurred by the management company for administrative,

legal, auditing, etc. activities. The portfolio manager, on the other hand, receives a wage contract,



W, that istypicaly performance-based and unobservable. The portfolio manager’ s security selection
decisions are reflected in the net asset value of the mutual fund (NAV), with the management
company receiving afixed percentage of the NAV, referred to asthe management expenseratio (m),
to recover both fees paid to the portfolio manager and all operating expenses, with the remainder
accruing to the unitholders of the fund. Asresidua owners, the shareholders of the management
company receive total fees of m x NAV less the incurred aggregate management expenses of W +
C.

Within this structure, there are two agency relationships associated with the delegation of
decision-making responsibility. First is the delegation of the choice of portfolio manager by
shareholdersto the management company. The other isthe delegation of security selection, within
the basic objectives of the fund, from the management company to the portfolio manager. For the
typica corporation studied in the literature, the governance structure issimilar to that of the mutual
fund complex. Figure 2b shows that shareholders delegate employment decisions to management
who inturn del egate responsibility to employees who make decisions which affect the revenue flows
(R) into the company. Employeesreceivewages of W, which may or may not be performance-based
and management receives awage of W, which istypically tied to performance. Theresidual of R -
W, - W, accrues to the shareholders of the firm. Asin the case of the mutual fund complex, there
are again multiple layers of agency relationships. In the literature that examines the ownership-
performance question, the agency relationship between management and employees of the firm is
assumed to be completely resolved by the contract between these parties. Performance is assumed
only to be affected by asingle agent - management. At the sametime, the vast mutual fund literature

examining the performance of mutual funds and the relationship between performance and fees,



focuses exclusively on the fee received by the management company even though performance is
influenced by the portfolio manager. Implicitly, it is assumed that the unobserved contract existing
between the management company and the portfolio manager issufficiently complete so asto obviate
any agency costs between these two parties. 1n keeping with these two literatures upon which this
paper is based, we also assume that a complete contract exists between the management company

and the portfolio manager.

3. Data Description

In order to learn how ownership affects the performance of management companies, we
examine the performance of the mutual funds managed by Canadian publicly-traded management
companies and compare them with the mutual funds managed by Canadian private management
companies. Using Canadian data has the advantage that the business of the publicly-traded
management companies is reasonably pure. The mgority of their businessis mutual fund
management and the effect of ownership structure on the performance of the management companies
will be fully reflected in the performance of the mutual funds they manage. In contrast, U.S. mutual
fund management companies are typically involved in other activities, like insurance, underwriting
and brokerage businesses so that the rel ationshi p between ownership and fund performanceistainted.

During the sample period, from June 1985 to June 1998, there were eight publicly-traded
management companies in Canada® However, the data for the two smallest publicly-traded

management companies, Dundee Bancorp Inc. and Sceptre Investment Counsdl Ltd, areincomplete.

8 The eight publicly-traded management companies are: AGF Management Ltd., BPI Financial Corp.,Cl.
Fund Management Inc., Dundee Bancorp Inc., Investors Group Corp., Mackenzie Financial Corp., Sceptre
Investment Inc., and Trimark Financial Corp.



Therefore, werestrict our analysisto the six largest publicly-traded management companies. In order
to compare the performance of the mutual funds managed by these six largest publicly-traded
management companies, we choose a matching sample of the sx largest private management
companies according to the total assets they managed at the beginning of the sample period (June,
1985).° The methodology used to choose these management companiesis as follows. First, size of
the management companiesisan important factor affecting performance since large companies have
the technology and capital to take advantage of opportunities that arrive. Therefore, we choose
publicly-traded management companies and private management companies whose average total
assets under management are above $100 million. Second, because companies with superior
performance tend to grow larger, we choose the management companies according to their size at
the beginning of the sample period. The relative sizes of the management companies selected in the
mutual fund industrieswere very stable and awaysamong the top 15 largest management companies
during the sample period in term of total assets under management.

The basic sample includes 446 mutual funds existing in June 1998 managed by the above 12
management companies. The total assets of these funds account for more than 60 percent of the
market share of the Canadian mutual fund industry at that time. The basic data set, derived from the
Financia Post Mutual Fund Database, coversthe monthly net asset value returns of the mutual funds
managed by the above 12 management companies from June 1985 to June 1998. Table 2 reports
summary statistics for these management companies.

We restrict the analysis to the Canadian funds investing in Canadian equity securities,

°The private management companies are: Royal Mutual Funds Inc., Fidelity Investments Canada
Limited, TD Asset Management, CIBC Securities Inc., Templeton Management Limited, and AIC Limited.
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Canadian balanced funds and Canadian equity fundsinvesting in U.S. securities that are managed by
these twel ve management companies. These three groups of funds constitute the majority of assets
inthe mutual fundsindustry. The characteristics of the three fund groups included in our study are
summarizein Table3. Theaverage size of each comparable publicly managed and privately managed
mutual fund is approximately the same, athough the management fees are uniformly higher for the
publicly managed funds. To evaluate the performance of the management companies, we use both
a sngle factor model and a three-factor model to measure the risk adjusted return of the mutual
funds. The methodology used to develop the mimicking portfolio returns for the factors which are
constructed from the Compustat Canadian Database and CFMRC/TSE database can be found in

Berkowitz (2000).

4. Does Owner ship Matter?
41 Model and Methodology

Based on the Lehmann and M odest (1987) model, we assumethe datagenerating processfor

each of the Jindividual security excess returnsis.

Rt - BFt + et (1)

whereF, isaK x 1 vector of returns on the mimicking portfoliosfor the common risk factors at time
t; B isthe Jx K matrix of factor sensitivities, and €, isaJ x 1 vector of error termswith its jth row,
€, representing the idiosyncratic risk of security j in period t with mean zero and finite variance.

If the mutual fund companies form a portfolio, conditioning on the data generating process

of theindividual securitiesin (1), the return on the mutual fund portfolio p is:
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J J
Ry = X wiR) = D wBFy, + wey 2

where w;, is the weight of security j in the portfolio at timet, and B is a 1xK vector consisting of

the jth row of B. We can rewrite (2) in matrix form as:

Rpt - Bpt Fkt * ept (3)

where
(4)

The vector Bp’ measures the average sensitivity of the fund to the K common risk factors and |, is
timet deviation from Bp’ with mean zero and finite variance. Forming the conditional expectation of
Ry onF, yields:

E[R, | F] = & + B F, ©)

where
a=e - Cov[nF,FJQ'F +E[uF] (6)
B, = B, + Q. Cov[pF,.F.] ©)
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Q, = E[(F, - F)(F, - F)] 9)

Fk = E(Fkt) (10)

€, = jXl:Cov[wjt,ejt (8)

If we assume no market timing ability, then Bpt will be constant (1, = 0). Superior stock

picking ability will be indicated by the regression result since equation (5) will be the same as:

E[R, | F] =€, + B,F, (11)

where €, will begreater than zero if the fund managers have stock selection ability, i.e. w; ispositively
correlated with €;,. Hence, if we estimate (5) using a standard regression model, theintercept, a, will
indicate the abnormal return of the mutual fund portfolio. The advantage of using the factor model
to measure performanceisthat it can not only indicate the stock selection ability but alsotherisk level
of the portfolio. The risk of the portfolio will be indicated by the regression coefficient Bp which
measures the sensitivity to the risk factors.’

Inthis paper, we choose two benchmarksto estimate the abnormal performance. Thefirst one

Y Fora partial review of the papers using the multi-factor model to evaluate the mutual funds returns, see
Elton (1993) et al and Gruber (1996)'s "four index risk" adjustment procedure. Blake and Timmermann (1998)
used the multi-factor model to evaluate the European mutual fund performance.
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isastandard single-factor, CAPM approach. The second one is based on Famaand French's (1993)
three-factor model. The three factors are: an excess market return factor (R,, - R¢), a size factor
(SML), and a book-to-market (HML) factor. The size and book-to-market factors are proxies for
distress since distressed firms (i.e., small size and high book-to-market) may be more sensitive to
changesin certain business cyclefactors, like changesin credit conditions, than arefirmsthat areless
financially vulnerable. Therefore, the SMB and HML factors measure the risk premium associated
with the smdl and value stocks. Devel opment of the mimicking portfolio for the factorsispostponed
to the next section of the paper.

The single factor (CAPM) performance evaluation model is:

Rpt - up + Bpm(l{imt - lft) * Gpt (12)

and the three-factor performance evaluation model is:

R, =a + B R, -Ry +B SMB, + B HML, + €, (13)

where
R, = excess return on portfolio p in period t (net of risk free rate).
Ry = risk freerate for country i in period t.
R, = return on the market for country i in t.
SMB,, = return on the small minus big portfolio for country i in period t.

HML,, = return on the high book-to-market lesslow book-to-market portfolio for country i
int.
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i = country index equal to 1 if Canadian equity portfolio and equal to 2 if U.S. equity
portfolio.

€,; = error term with mean zero and variance 6>

4.2  Development of the Mimicking Portfolios

The proxy for the Canadian market factor is the total value weighted return of TSE stocks
less the return on the 30-day T-Bills. The other two variables used in the time-series regressions
include the returns on two mimicking portfolios for sizerisk (SMB) and the book-to-market (HML)
risk. The methodology used to develop the Canadian factorsis based on Fama and French's (1993)
work which we briefly summarize below.™

A sample of firms is first created which have data available on both the CFMRC/TSE
Database and the Compustat Canadian Database over the June 1985 through June 1998 period. The
firmsarethen ranked by two characteristics: the size (market value) of the firm'sequity and the book-
to-market ratio (BM). The median sizeisused to split the stocksinto two size groups: smal and big.
The firms are also divided into three book-to-market groups based upon the breakpoints for the
bottom 30%(L ow), middie 40% (Medium), and top 30% (High) of the ranked values of BM.

Thefirmsare then sorted into cells. Thetwo groupsfor the size and three groups for the BM
giveatotal of ax cells. smdl size/low BM, smal size/medium BM, smdl size/high BM, big size/low
BM, big size/medium BM and big size/high BM. The smal minus big (SMB) portfolio is meant to
mimicthereturn factor related to size preserving the exposureto the BM characteristic whilethe high
minuslow (HML) portfolioismeanto mimicthereturn factor related to the book-to-market of equity

preserving the exposure to the size characteristic. The mimicking portfolios returns are calculated

! Refer to Berkowitz (2000) for a complete description of the development of the Canadian factors.
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SMB return = 1/3[(small size /high BM portfolio return - large
size/high BM portfolio return) + (small size/medium BM portfolio
return-large size/medium BM portfolio return) + (large size/low BM

portfolio return-large size/low BM portfolio return)] and

HML return = 1/2[(high BM/large size portfolio return - low
BM/largesize portfolio return) + (high BM/small size portfolio return
- low BM/small size portfolio return)]

The proxy for the U.S market risk premium factor is the total value weighted return of the CRSP
stocks less the return on the 30-day U.S. TBill rate. For the U.S. market, SMB and HML are the
mimicking portfolio returns used in Famaand French (1993)."2 The summary statisticsfor the three
Canadian equity factors are provided in Table 4a while Table 4b provides the summary statisticsfor
the U.S. equity factors.®* A comparison of these tables shows that the Canadian market risk premium
is about one-third of the U.S. market risk premium. At the same time, the size and book-to-market
factors are significantly greater for the Canadian market, suggesting, on average, smaller value-
oriented firmsin Canada and larger growth-oriented firmsin the U.S.

4.3  Performance Evaluation Results

To examinethe differential performance of the mutual funds managed by publicly-traded and
private management companies, we construct equaly weighted portfolios of the net asset value

returns for the Canadian equity funds, Canadian balance funds, and the U.S. equity funds for each

12 Thanks are due to Eugene Fama for providing the SMB and HML factors.

13 Refer to Berkowitz (2000) for a detailed study of the quality of the Canadian mimicking portfolios
returns.

16



type of management company. For the U.S. equity fundswe make adight adjustment. Because their
return is measured in Canadian dollars and subject to exchange rate variation, we adjust the return

into U.S. dollar equivalent returns using the formula:
R =(1+R7)/(1+aEXC)-1 (14)

where R, U isthe return of equity funds invested in the U.S. measured in U.S dollar in time t; RN
representsthe returns of equity fundsinvested inthe U.S measured in Canadian dollarsintimet; and
AEXC, is the appreciation/depreciation rate of the Canadian dollar vs U.S dollar in time't.

Table 5 reports the performance evaluation results for the mutual funds managed by the
publicly-traded management companies. For the Canadian equity funds, Canadian balanced fundsand
the Canadian funds invested in U.S. equities, the risk-adjusted returns appear to underperform the
benchmark whether they are evaluated using the single-factor or the three-factor model. From the
three-factor model, we can compare the relative risk premiums associated with each of the three
factors across types of funds. First, we see that the Canadian equity funds have a higher positive
coefficient on the excess market return than do the Canadian balanced funds. Also, Canadian equity
funds have a positive coefficient on the size factor and a negative coefficient on the book-to-market
factor while the Canadian balanced funds have anegative coefficient on the size factor and apositive

coefficient on the book-to-market factor.* This result suggests that the Canadian equity funds hold

14 To formally test whether the betas of Canadian equity funds are different from those of Canadian
balanced funds, we regress the difference in the return of Canadian equity funds and Canadian balanced funds on
the three factors: R-Ryy = @ + Bn(Rp-Re) + BSMB, + B HML, + €, , where R, is the return of equity funds and
R,a 1S the return of the balanced funds. Even though not reported here, the results indicate that factor loadings for
the market and size factors are positive and significantly different from zero, while the loading for the book-to-
market factor is negative and significantly different from zero.
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more market sensitive, small and growth-oriented stocks than Canadian balance funds, which is
consistent with how we expect these fundsto act according to the different objectivesof equity funds
and balancefunds.®> Second, Canadian equity funds and Canadian fundsinvested in U.S. equitiesare
both influenced significantly by the three common equity risk factors: the market factor, the size
factor and the book-to-market factor.’® These results suggest that the three factor model provides
amore complete measure of mutual fund performance than does the singlefactor model and because
of this, we focus the remaining analysis on the results from the three-factor model. The three-factor
model suggests that the Canadian equity funds, Canadian balanced funds and U.S. equity funds
managed by the publicly-traded management companies underperform by 0.32%, 0.42% and 0.40%
per/month which is approximate 3.84%, 5.04% and 4.8% per year over the sample period.”

The corresponding regression results for the three types of funds managed by the six private
management companies are provided in Table 6. Focusing on the three factor model, the abnormal
returns of Canadian equity funds, Canadian balanced funds and Canadian funds invested in U.S.
equitiesmanaged by the public management companiesare lower than those of the privately managed

funds by 2.04%, 0.48% and 0.12% per year.®® Examining the signs of the regression coefficients of

® The primary objective of balanced fundsisto provide a mixture of safety, income and capital
appreciation, while the primary objective of the equity fundsis capital gains. Because of this, equity funds usually
adopt more aggressive investment strategies than balanced funds.

16 All coefficients are significant at the 95% confidence level except for the coefficient of HML for
Canadian equity funds which is significant at the 93% confidence level,

1 We simply multiply the monthly risk adjusted return by 12 to get the annual risk adjusted return.

18 Table 7 shows that the risk-adjusted returns of the Canadian equity funds managed by publicly-traded
management companies are significantly lower than the risk-adjusted returns of the Canadian equity funds
managed by the private management companies. At the same time, the risk-adjusted returns of the Canadian
balanced funds and Canadian funds invested in U.S. equity securities do not appear to significantly differ asa
result of ownership.
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the SMB and HML variablesin Table 5 and Table 6, one can seethat the publicly-traded management
companies and private management companies have smilar investment styles. The Canadian equity
funds and Canadian fundsinvested in U.S. equitiestend to hold small, growth-oriented stocks while
the Canadian balanced funds hold large, value stocks.

Theresultsin Tables 5 and 6 also suggest that Canadian equity funds managed by publicly-
traded management companies and private management companies are both significantly influenced
by market risk and sizerisk. In order to seeif their risk factor loadings are significantly different, we
regress the difference in the returns of the Canadian equity funds managed by the publicly-traded
management companies and the Canadian equity funds managed by the private management

companies on the three factors, i.e.,
RtPUB - RtPRI =0+ Bm(Rmt - Rﬂ) + BSSMBt + BhHMLt + € (15)

where R™® isthe return of the Canadian equity funds managed by the publicly-traded management
companies in t and R™ is the return of the Canadian equity funds managed by the private
management companiesint. Theresultsin Table 7, panel A, show that the regression coefficient for
the sizefactor ispositiveand significantly different from zero at the 95% confidencelevel, while other
factor loadings are not significantly different from zero. These results also indicate that the Canadian
equity funds held by the publicly-traded management companies have asignificantly greater loading
onthe sizefactor than do the Canadian equity funds managed by the private management companies.
Since equity funds primarily invest in common shares and are well diversified, we would not expect
to see their market betas to be significantly different. Hence, their risk tendency could be best

reflected in their loading for the size factors.
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Panel B in Table 7 shows that the market factor has a significant effect in explaining the
differenceinthereturnsof balancefundsmanaged by the publicly-traded management companiesand
private management companies. Theseresultsare al so reasonabl e given the characteristicsof balanced
funds. Sincethe primary goals of these funds are safety and capita gains, they typicaly invest alarge
part of their assets in the fixed income securities and less aggressive stocks such aslarge cap stocks.
Hence, the market betais the relevant risk indicator for balanced funds. The market beta will reflect
how large a portion of the assets of the balanced fundsisinvested in stocks and how sensitive are
those stocks to movements in the market.

Panel C provides a smilar comparison for Canadian mutual funds investing in U.S. equity
securities. The results are roughly similar to those for the Canadian equity funds in panel A and
suggest that Canadian equity funds investing in U.S. equity securities managed by publicly traded
companies have a greater loading on the size factor than do their privately managed counterparts.

In order to providefurther evidence on the differencesof the risk sengitivities between public-
traded management compani es and private management companies, we regress theindividual fund's
return on thethree factors. Table 8 summarizesthe percentage of the fundswith significantly positive
risk loadings on the three factors at the 95% confident level. Each of the funds in the sample
managed by publicly-traded and private-owned managed management companies are significantly
subjected to market risk. However, 60.5%, 10.1% and 62.6% of Canadian equity funds, Canadian
balanced funds and Canadian funds investing in U.S. securities managed by the publicly-traded
management companies have significant loadings on the size factor respectively. The percentages of
the corresponding funds managed by the private-traded management are consistently lower at 52.4%,

0% and 52.9%. In addition, 29.9%, 60% and 23.1% of the Canadian equity funds, Canadian balanced
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funds and Canadian fundsinvesting in U.S. managed by the publicly-traded management companies
have sgnificantly positive loadings on the book-to-market factor respectively, while only 15.5%,
44.4% and 22.4% of the corresponding funds managed by the private management companies have
significantly positive loadings on the book-to-market factor, respectively.

Theaboveevidence presentsapicture which suggeststhat mutual fundsmanaged by publicly-
traded management companies do not over-perform, and indeed under-perform the funds managed
by privately-owned management companiesin the Canadian equity fund category. Furthermore, the
funds managed by these publicly-traded management companies also tend to invest in riskier assets
than do the mutual funds managed by the privately-owned management companies. Certainly, an

important question to ask is what are the reasons for these differences?

5. How Does Owner ship Affect Perfor mance?

Thereareat least two advantagesfor management companiesto chooseto be publicly-traded.
First, listing canimprove the company's accessto capital. In order to benefit fromtherapid expansion
within the mutual fund industry, management companies have to set up new branches, market their
products, etc. Listing isanimportant way of increasing their funding opportunities. In Canada, among
the top five management companies, three are publicly-traded management companies and the other
two are bank-run management companies.*® A second reason for choosing to be publicly-traded is

that risk can be spread over alarger number of owners. In aworld in which the company is owned

9 Bank-run management companies can easily finance their business through their banking system. Also
they can use the existing bank branch to market their service. Therefore, they need less cash to expand their
business and have easy access to financing.
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by a single manager-owner, even though there are no agency costs, the sole shareholder bearsdl the
investment risk and requires a higher discount rate in order to invest in arisky project. Hence risky
projects are less vauablein this situation. Public ownership reduces each shareholder’ s stake within
the company and essentialy diversifiesthe shareholder’ s portfolio. Therefore, risky investments are
more valuable for the shareholders of publicly-traded management companies. This risk spreading
mechanism allows the shareholders of publicly-traded management companies to invest in riskier
assets.

On the other side of the coin, there are also some disadvantages of choosing to be publicly-
traded; otherwise, we would observe no private management companiesin an ‘equilibrium’ world.
Onedisadvantageisthat the operating costs of publicly-traded management companiesmay be higher
thanfor private companies. The costs of thel PO, reporting and public disclosure represent significant
outflows for publicly-traded companies.®® Because of this, management companies may have an
incentive to increase their management fees in order to continue increasing their profit level, even
though they know the higher management fees will reduce the return of the mutual funds they
manage, which in turn will cause the funds to lose investment in the future.” Second, the agency
costs associated with publicly-traded firms are generaly believed to be greater than those of
privately-owned companies. Choosing to be publicly-traded will dilute ownership and in doing so,

the owner hasless control over the manager. The manager may then increase her excess perquisite

0 Depending on the size of the transaction, ten percent of the capital raised from the listing may be used
to cover the cost for the listing. See Industry Canada: Business Turning Point: Going Public. Publication date: Oct
22 1999.

2L A number of researchers have shown this relationshi p, including Berkowitz and Kotowitz (1993, 2000),
Ippolito (1992) and Chevalier and Ellison (1997), among others.
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consumption and thusthe administrative feesfor the mutual fund. A higher administrative feewill in
turn reduce the performance of the mutual fund. Further, the remuneration paid to managers of
management companiesis based on the performance of the mutual funds they manage, investing in
riskier assets increases the risk of the managers portfolios. At the same time, investing in ariskier
portfolio is more difficult and requires greater effort on the part of managers® Therefore,
publicly-traded management companies must provide higher compensation for their managers. Asa
result, publicly-traded management companies may charge a higher management fee than the private
management companiesto compensate for their extracosts. The manager recognizes, however, that
the higher management fee will reduce the net return of the mutual funds under management and
hence the future cash inflow to the management companies. The manager must, therefore, trade-off
these consequences when deciding on the fee structure.

To anayze the effect of ownership on the performance of the management companies, we
concentrate on the management fee, administrative fee and the risk of the assets under management.
We have aready shown in the last section that the publicly-traded management companies tend to
hold riskier assets than privately-owned management companies, which is consistent with the risk
spreading argument. In this section, we compare the management fees and expense ratios charged
by the publicly-traded management companies and private companies to shed some light on the
agency cost issue. From Table 3, we can see that the average management fee of the funds managed
by publicly-traded management companies is much higher than the management fee of the funds

managed by private management companies. The management fees of the Canadian equity funds,

2 For example, it is much more difficult to choose the securities within a portfolio of bio-technology
stocks than in an index fund. In turn, the more easily managed index fund charges alower management fee than
does an actively managed fund, such as bio-technology funds.

23



Canadian balanced funds and Canadian equity funds invested in U.S. securities managed by the
publicly-traded management companies are 122%, 149% and 113%, respectively, more than those
managed by the private management companies. At the same time, the variation in management fees
for the mutual funds managed by the publicly-traded management companiesislessfor those funds
managed by privately managed companies. The expense ratios, which include the management fees
and administrative fees, are, like the management fees, uniformly greater for publicly-owned
management companies. However, the administrative fees of the mutual funds managed by the
publicly-traded management companies are not significantly greater than those of the mutual funds
managed by the privately-owned management companies. The average administrative fees of the
Canadian equity funds and balanced funds managed by the publicly-traded management companies
are even lower than those of the Canadian equity fundsand bal anced funds managed by the privately-
owned management companies.

The traditional belief is that the level of the feeisrelated to the fund characteristics, such as
size of fund, number of funds within the management company complex, fund age, fund type and
service delivery.® To see if management company ownership affects this relationship, we run the

following regression:

FEE, = a+b,log(SIZE) + b,log(MGTSIZE,) + b, AGE, + b, LOAD,

(16)
+ bS TYPE, + bGMGTi + €,

where the dependent variable FEE; is the fee of mutual fund i (expense ratio, management fee or

adminigtrativefee); SIZE; isthe mutua fund i'stotal net asset value; MGTSIZE; isthe size of mutua

2 See, for example, Baumol et al (1990) and Ferris and Chance (1987).
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fund i's management company measured by the number of the mutual funds managed by that
management company; AGE; isthe age of mutual fund i; LOAD, isadummy variable which isequa
to 1lif fundiisaload fund and isequal to O if the fund isano-load fund; TY PE; isadummy variable
whichisequal to 1 if fundi isan equity fund and is equal to O if the fund is a balanced fund; MGT,
isadummy variable which is equd to 1 if the fund i's management company is publicly-traded and
isequa to 0 if the fund's management company is private.

Table 9 reports the cross-sectional regressions used to explain the variation in management
fees, management expense ratios and administrative fees. Looking first to the determinants of the
management fees, the negative coefficients for the log(SIZE;)) and log(MGTSIZE)) variables imply
that there exists economies of scale and economies of scope for the mutual fund management even
though they are not significant. The larger is the size of the mutual fund and greater are the number
of funds managed by the management company, the lower is the fee charged by the management
company. The coefficients of both AGE, and LOAD, are aso not significant. The only significant
variablesarethetype of mutual fund and whether or not the management company ispublicly-traded.
The coefficient for the dummy variable TY PE; is0.348 and is significant at the 95% confidencelevel
indicating that the management fees for equity funds on average are 0.348% higher than those for
baance funds. Thisisnot surprising sincethe equity fundsare riskier and harder to manage and must
be compensated through higher management fees. Particularly interesting isthat thedummy variable
MGT, has a significant coefficient with a positive value 0.494. This result suggests that
publicly-traded management companieson average charge 0.494% per year morein management fees
than do the privatel y-owned management companies, likely asaresult of some combination of higher

operating and agency costs than their privately-owned counterparts.
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The results for the determinants of the expense ratio are aso interesting. The significant
coefficientfor log(MGTSIZE,) andinsignificant coefficient for log(SI ZE)) indicatethat thefundshave
significant economies of scope but not significant economies of scale. This suggests that Canadian
mutual funds are too smal compared to, for example, mutual funds in the U.S., which have been
found to have both significant economies of scale and economies of scope.?* The administrativefee,
moreover, does not sgnificantly depend on the ownership of the management company, suggesting
that it is not necessarily the case that the diffusion of ownership that characterizes publicly-traded
management companies increases the excess perquisite consumption of the managers.

The higher management fees shown in Table 3 for the mutual funds managed by
publicly-traded management companiescould beanimportant factor, however, inexplainingtheir risk
adjusted returns.® If we add back the differencein management feesto the differencein risk adjusted
returns of the mutual funds managed by the publicly-traded management companies and private
management companies, we find that the risk- adjusted returns of the Canadian balanced funds and
Canadian equity funds invested in U.S. securities managed by the publicly-traded management
companies are almost the same as those for the funds managed by private management companies.®
However, even after adding back the difference in MERS, the risk-adjusted return of the Canadian

equity funds managed by publicly-managed companies are still lower than that of Canadian equity

24 See Baumol et al (1990).
% Carhart (1997) has a'so shown that the high fees can explain the poor performance of certain funds.

% From Table 3, Canadian balanced funds managed by publicly-traded management companies have an
annual MER of 1.73% while their privately managed counterparts have an annual MER of 1.16%. The difference
is.047% per month which is approximately the difference between the o coefficient in Table 5 for Canadian
balanced funds of -.0042 and the corresponding & value of -.0038 in Table 6 for privately managed funds.
Similarly, for Canadian equity funds invested in U.S. securities, the monthly differencein MERS is .019% while
the difference in o coefficients is approximately .01%.
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funds managed by private management companies by approximately 1.7% per year.

Our resultsaso lead usto question the effectiveness of mutual fund boards of directors. The
funds boards are expected to consider the fund performance when they negotiate with management
companies on the fee level. They must adso consider comparative fees paid by similar funds. The
higher feestogether with lower performance of the publicly-traded management compani es suggests
that the mutual funds boards are not effective monitors. In addition, typically, each mutual fund has
one board of directors. If each board of directorsis an active monitor on behaf of the unitholders,
we would expect to see some variation in the management fee among different mutual funds since
each of the funds has different characteristics. The small variation of management feesfor the funds
managed by the publicly-traded management companies also suggests that mutual fund boards of
directors have not been particularly effective in negotiating fees with the management companies.

The interesting question is then: If mutual funds managed by publicly-traded management
companies have higher fees but do not have superior performance than those managed by the private
management companies, how canthey attract investorswithinthe competitivemutual fundindustry ?*’
One explanation isthat investors lack the skill to calculate risk-adjusted returns. The mean monthly
raw returns over the entire sample period on the Canadian equity funds, Canadian balanced fundsand
the U.S. equity fundsmanaged by the publicly-traded management companiesare 1.30%, 0.72% and
1.74%, respectively, while those managed by the private management companies are 1.49%, 0.74%

and 1.77%, respectively. The differencesin the unadjusted returns are very smdl. If investorsrely on

2 This guestion is related to another puzzle about the growth of actively managed mutual funds. In his
presidential address to American Finance Association, Gruber (1996) showed that investors can be better off by
choosing index funds rather than funds which are actively managed since the index funds have better average
performance and lower fees. However, actively managed funds have still grown substantially in the U.S. over the
past decade.
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past raw returns to select mutual funds, it would be difficult for them to differentiate between the
mutual funds managed by publicly-traded management and the mutual funds managed by the private
management companies. A second reason may be investors' ignorance of the fees they pay to the
management companies. In asurvey by Capon et a. (1996), the authors showed that the mgority of
investors are naive. Investors typically lack the knowledge of the investment strategies or financia
details of their investments and usually do not pay much attention to the fees charged by their mutual
funds. Therefore, even though the 0.49% per year difference in the management fee means alot to
the management companies, it may beignored by investors at the individud level. Findly, it may be
due to the existence of a disadvantaged mutual fund investor clientele, which is proposed by Gruber
(1996) when he explains the puzzle for the growth of the actively managed funds. According to
Gruber, the disadvantaged clientele is made up of unsophisticated investors who make investments
based upon some factors, such as advertising, as opposed to the performance of the funds. Also
included in this group are those investors who have pension plans and arerestricted to be the part of
some funds as well as the tax disadvantaged investors who are unable to effectively move money
because of capital gainstaxes. Further, not to be overlooked, isthat listing could make publicly-trade
management companies in general more visble than the private management companies. Indeed,
because of the existence of the disadvantage investors, visibility may be afactor in stimulating sales

of the mutual funds managed by publicly-trade management companies .

6. Summary and Conclusions

This paper has examined if and how ownership affects the risk and performance of mutual

funds managed by management companies. We have shown that the risk-adjusted returns of the
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mutual funds managed by the publicly-traded management companiesare not higher than those of the
mutual funds managed by private management companies and in fact significantly underperform in
the Canadian equity funds category. The mutual funds managed by publicly-traded management
companiestend to invest inriskier securities and on average charge higher management feesthan do
privately-owned management companies. This phenomenon is consistent with the risk reduction
argument made by Smith and Stultz (1985).

Publicly-traded management companies aso incur higher agency costs than do privately-
owned management companies, take on morerisk and in doing so, undertake greater effort to invest
inrisky assetswhich requiresgreater compensation. The publicly-traded management companieswill
thereforetend to charge higher management feesthan the private management companies. The higher
management fees, however, lower risk-adjusted returns and are expected to have a negative impact
on future investment in these funds.

The puzzle isthat if the funds managed by publicly-owned management companies do not
achieve higher performance levels but charge higher management fees, why do investors continueto
placetheir money in these funds? A possible explanation for the existence of this phenomenoninthe
competitive mutual fund industry is that the shareholders of the publicly-traded management
companies take advantage of the mutual fund unitholders ignorance of management fees, their
inability to calculate risk-adjusted returns and their disadvantaged position.Given that it is still
controversial whether or not fund managers have superior stock picking ability, and the generally
accepted fact that fees are an important determinant of fund performance, our results suggest it may
be, ceteris paribus, that investors should avoid funds managed by publicly-traded management

companies when they decide in which funds to invest.

29



Acknowledgment: Thanks are due to Varouj Aivazian, Raymond Kan, Alex Maynard, Angelo Melino, and

Aloysius Siow for their helpful comments. All errors remain the responsibility of the authors.

30



Refer ences

Baumol, W.J.,, Goldfeld, S.M., Gordon, L.A. and Koehn, M.F. (1990) The Economics of
Mutual Fund Markets: Competition Versus Regulation, Rochester Studiesin Economicsand
Policy Issues, Kluwer Academic Publishers.

Berkowitz, M. K. and Qiu, J.(2001) Common Risk Factors in Explaining Canadian Equity
Returns, Working Paper, University of Toronto.

Berkowitz, M. K, and Kotowitz, Y. (1993) Incentives and Efficiency in the Market for
Management: A Study of Mutual Funds, Canadian Journal of Economics (26) 850-866.

Berkowitz, M. K, and Kotowitz, Y. (2000) Investor Risk Evaluation in the Determination of
Management Incentivesinthe Mutual Fund Industry, Journal of Financial Markets, (3) 365-
387.

Berkowitz, M. K, and Kotowitz, Y. (2001) Manageriad Quality and the Structure of
Management ExpensesintheU.S. Mutual Fund Industry, Inter national Review of Economics
and Finance, forthcoming.

Blake, D., and Timmermann, A. (1998) Mutual Fund Performance: Evidence from the UK,
European Finance Review (2) 57-77.

Cavert, A. L and Lefall (1981) J, Performance and Systematic Risk Stability of Canadian
Mutual Funds under Inflation, Journal of Business Finance and Accounting 8, no 2
(summer): 279-289.

Capon, N., Fitzamons, G., Prince, R. (1996) An Individua level Analysisof the Mutual Fund
Investment Decision, Journal of Financial Services Research (10) 59-82.

Carhart, M. (1997.) On Persistence in Mutual Fund Performance, Journal of Finance (52)
57-82.

Chen.C.R., Steiner. T. L. and Whyte. A. M (1998) Risk Taking Behavior and Managerial
Ownership in Depository Ingtitution, Journal of Financial Research, 21, 1-16.

Chevalier,J., Ellison, G. (1997) Risk Taking by Mutual Funds as a Response to Incentives,
Journal of Political Economy 105 (6) 1167-1200.

Cole, R. and Mehran, H. (1998) The Effect of Change in Ownership Structure on

Performance: Evidence fromthe Thrift Industry Journal of Financial Economics (50) 291-
317.

31



De Guercio, D. and Tkac, P.A. (2000) The Determinants of the Flow of Funds of Managed
Portfolios: Mutual Funds versus Pension Funds, Federal Reserve Bank of Atlanta, Working
Paper 2000-21, 1-46.

Demetz, H.(1983) The Structure of Ownership and the Theory of the Firm Journal of Law
and Economics (26) 375-390.

Demsetz, H., and Lehn, K. (1985) The Structure of Corporate Ownership: Causes and
Consequences, Journal of Political Economy (93) 1155-1177.

Dhingra, H. L (1978) Portfolio Volatility Adjustment by Canadian Mutua Funds, Journal
of Finance and Accounting 5, no 4 (winter): 305-333.

Fama, E.F and French, K.R. (1993) Common Risk Factors In the Returns On Stocks and
Bonds, Journal of Financial Economics (33) 3-56.

Ferris, S.P. and Chance, D.M. (1987) The Effect of 12b-1 Plans on Mutual Fund Expense
Ratios: A Note, Journal of Finance (42) 1077-1082.

Gala, D. and Masulis, R. W (1976) The Option Pricing Model and the Risk Factor of Stock,
Journal of Financial Economics, 3, 53-81.

Grant, D. (1976) Investment Performance of Canadian Mutual Funds: 1960-1974, Journal
of Business Administration 8, no 1 (Fall): 1-9.

Gruber, M. J. (1996) Another Puzzle: The Growth In Active Managed Mutual Funds,
Journal of Finance (47) 1977-1984.

Himmelberg, C.P., Hubbard, R.G., Pulia, D. (1999) Understanding the Determinants of
Managerial Ownership and the Link Between Ownership and Performance, Journal of
Financial Economics (53) 353-384.

Ippolito, R. (1992) Consumer Reaction to Measures of Poor Quality: Evidence from the
Mutua Fund Industry, Journal of Law and Economics (35) 45-70.

Jensen, M., Meckling, W. (1976) Theory of the Firm: Manageria Behavior, Agency Costs
and Ownership Structure, Journal of Financial Economics (3) 305-360.

Lehmann, B.N. and Modest, D.M. (1987) Mutual Fund Performance Evaluation: A
Comparison of Benchmarks and Benchmark Comparisons, 1987 Journal of Finance (42)
233-265.

May, D. O. (1995) Do Managerial MotivesInfluenceFirm Risk Reduction Strategies, Journal

32



of Finance 50, 1291-1308.

McConnel, J.J., and Servaes, H. (1990) Additional Evidence On Equity Ownership and
Corporate Value, Journal of Financial Economics (27) 595-613.

Morck, R., Shleifer, A., Vishny, R. (1988) Management Ownership and Market Va uation,
Journal of Financial Economics (20) 293-315.

Smith, C. W. and Stulz, R. M. (1985) The Determinants of Firms Hedging Policies, Journal
of Financial and Quantitative Analysis, 20, 443-457.

Sirri, E.R. and Tufano, P. (1998) Costly Search and Mutua Fund Flows, Journal of Finance
(53) 1589-1622.

Zhang, G. (1998.) Ownership Concentration, Risk Aversion and the Effect of Financial
Structure on Investment Decisions, European Economic Review (42) 1751-1778.

33



Tablel
Canadian Mutual Funds Industry-*IFIC Members

Y ear Net Assets at Market Net New Sales Number of Funds Number of Unitholders
1991 49,916 12,481 505 4,533,686
1993 114,598 34,863 663 8,928,661
1995 146,228 10,272 916 15,295,121
1997 283,159 64,387 1023 32,826,069
1999 389,696 29,340 1328 45,752,433

*As of September 1991, |FIC Members represent 97% of assets under management in Canada.

Source: The Investment Funds Institute of Canada




Table2
Management Companies Data Set Summary Statistics
The table reports the descriptive statistic for management companies’ data set and time-series averages from
June 1985 to April 1998. TNA isthetotal net asset value. Mgt Fee is the percentage management fee for the
management companies. Exp Ratio is the management fee plus administrative expense divided by average
NAV. Number of Fund isthe number of the funds managed by the management company. Date of listing is
the date that the management company became publicly-traded.

Number of Avg TNA AvgMgt Fee  AvgExp Ratio (% Public/ Date of
Company Name Funds ($ million) (%/Y ear) year) Private Listing
AGF Management Ltd. 42 363.6 21 23 Public 9/1968
BPI Financial Corp. 34 149.1 18 25 Public 8/1994
Cl Fund Management Inc. 58 149.7 18 24 Public 7/1994
Investors Group Corp. 50 880.7 1.7 25 Public 12/1986
Mackenie Financial Corp. 64 585.8 12 13 Public 10/1982
Trimark Financial Corp 30 882.3 16 2.2 Public 5/1992
AIC Limited 40 210.6 20 23 Private *
Roya Mutua FundsInc. 33 7317 13 18 Private *
Fidelity Investments Canada Limited 23 364.5 1.9 21 Private *
TD Asset Management 43 384.5 15 19 Private *
CIBC Securities Inc. 55 407.3 12 13 Private *
Templeton Management Limited 14 430.8 15 1.8 Private *




The table reports the summary statistics for the funds included in our analysis. They are equity funds and
bal anced fundsinvestedin Canadaand Equity fundinvested in the U.S managed by the management companies
in Table 1. Number is the total number of the funds in each group. TNA isthe average total net asset value

Table3
The Sample Funds

of the funds. Mgt Feeis the average management fee of the funds. ExpRatio is the average expense ratio of

thefund. The expenseratio is the management fee plus other administrative fee. Ageisthe average age of the

funds.
Publicly-traded M anagement Companies
Number  Age of TNA Mgt Std. Dev. of ExpRatio Std. Dev. of
of Funds Fund  ($million) Fee (%) Mgt. Fee (%) Exp. Ratio
Canadian equity funds 40 10.0 757.8 1.99 0.37 251 0.34
Canadian balanced funds 16 14.3 849.1 1.73 0.72 2.42 0.40
Canadian funds invested
in U.S. equities 14 12.3 529.1 2.00 0.20 2.25 0.30
Private-owned Management Companies
Number  Age of TNA Mgt. Std. Dev.of ExpRatio Std. Dev. of
of Funds Fund  ($million) Fee (%) Mgt. Fee (%) Exp. Ratio
Canadian equity funds 26 6.4 754.5 1.63 0.61 2.12 0.50
Canadian balanced funds 9 11.0 1185.0 1.16 0.90 2.07 0.78
Canadian funds invested
in U.S. equities 20 6.3 352.9 1.77 0.54 2.08 0.64




Table4a
Summary Statistics for the Canadian Risk Factors, June 1985 to June 1998

Themarket return (R,,) isdetermined using the value-weighted T SE total stock returns. Therisk-freerate (Ry)
is the 30-day return on Canada T-bills. SMB and HML are calculated using the Fama and French (1993)
methodology with the CFMRC/TSE and COMPUSTAT Canadian Annual File data set. Total 157 months.

Factor Mean Std. Dev. t-statistic Cross Correlation
Rn- Re SMB HML
R.-Re 0.36 4.03 1.13 1.000
SMB 0.54 3.34 2.25 0.064 1.000
HML 0.46 3.95 1.44 0.097 -0.010 1.000
Table 4b

Summary Statistics for the U.S Risk Factors, June 1985 to June 1998

Themarket return (R,,) isdetermined using thevalue-weighted CRSP total stock returns. Therisk-freerate (Rg)
is the 30-day return on the U.S. T-bills. SMB and HML are the mimicking portfolio returns for the size and
book-to-market risk factors used in Fama and French (1993). Total 157 months

Factor Mean Std. Dev. t-statistic Cross Correlation
R,- R SMB HML
R.-Re 0.93 412 2.77 1.000
SMB -0.23 2.55 -1.13 0.137 1.000
HML 0.21 2.31 1.14 -0.447 -0.271 1.000




Table5
The Perfor mance of the Mutual Funds M anaged by the Publicly-traded
Management Companies

The table reports the performance evaluation of the mutual funds managed by the publicly-traded
management companies using the one factor CAPM approach and athree-factor model as suggested
by Famaand French (1993). For the one factor model, the abnormal return ismeasured by the alpha,

which is the intercept in regressions for the excess returns of the funds on the excess return of the
market return. The regression equation is:

R -Re= o+ Br(R —Rr) + €,
In the three factor model, the alphas are the interceptsin the regressions of the excess returns of the
funds on the three factors, which are the market risk factor intimet (R-Rg), Sizefactor int (SMB,),
and book to market factor int (HML,). The regression equation is:
R —Rr = o+ B (RyRe) + BSMB, + B HML, + €,

The numbersin parentheses are t-statistics. Total 157 months.

Canadian Equity Funds  Canadian Balanced Funds  Cdn. Eq. Fundslnvested in U.S.

CAPM  Three-Factor CAPM Three-Factor CAPM Three-Factor
I ntercept -0.0028 -0.0032 -0.0044 -0.0042 -0.0049 -0.0040
(-3.40) (-4.17) (-4.89) (-4.63) (-3.56) (-2.85)
R Re 0.8094 0.8067 0.4642 0.4653 0.9204 0.8774
(39.84) (42.68) (20.81) (20.99) (28.42) (24.58)
SMB, 0.1120 -0.0592 0.1156
(4.99) (-2.25) (2.17)
HML, -0.0349 0.0216 -0.1379
(-1.82) (0.96) (-2.11)
Adj-R? 0.91 0.93 0.74 0.75 0.84 0.85




Table6
The Performance of the Mutual Funds Managed by the Private M anagement Companies

The table reports the performance evauation of the mutual funds managed by the publicly-traded
management companies using the one factor CAPM approach and athree-factor model as suggested
by Famaand French (1993). For the one factor model, the abnormal return is measured by the alpha,

which is the intercept in regressions for the excess returns of the funds on the excess return of the
market return. The regression equation is:

R -Re= o+ Br(R —Rr) + €,
In the three factor model, the alphas are the interceptsin the regressions of the excess returns of the

funds on the three factors, which are the market risk factor intimet (R-Rg), Sizefactor int (SMB,),
and book to market factor int (HML,). The regression equation is:

R —Rg = o+ B (R Re) + BSMB, + BHML, + €,

The numbersin parentheses are t-statistics. Total 157 months.

Canadian Equity Funds Canadian Balanced Funds Cdn Eqg. FundsInvested in U.S.

CAPM Three-Factor CAPM Three-Factor CAPM Three-Factor
I ntercept -0.0012 -0.0015 -0.0040 -0.0038 -0.0046 -0.0039
(-1.19) (-2.02) (-4.74) (-4.48) (-2.73) (-2.16)
R Re 0.7761 0.8221 0.4026 0.4038 0.9203 0.8921
(39.26) (44.59) (19.08) (19.41) (22.84) (19.38)
SMB, 0.0671 -0.0667 0.0368
(3.06) (-2.70) (0.53)
HML, -0.0050 0.0254 -0.1066
(-0.26) (1.22) (-1.27)
Adj-R? 0.89 0.93 0.70 0.72 0.71 0.77




Table7

The Difference In the Risk L oadings Between the Mutual Funds Managed by the
Publicly-traded Management Companies and Private Management Companies

This table compares the risk loadings of Canadian equity funds, Canadian balanced funds, and
Canadian equity fundsinvestingin U.S. securitiesmanaged by publicly-traded management companies
with the risk loadings of their privately managed counterparts. The regression equation is:

RjtPUB - RjtPRI = ot ij (RoRe) + BqSM B, + thHMLt T €

where R;™® isthe equally-weighted return of thetypej mutual funds managed by the publicly-traded
management companiesint and R™ is the equally-weighted return of the type j mutual funds
managed by the private management companiesin t.

A. Dependent variable: The difference in the return of the Canadian equity funds managed by the publicly-

traded management companies and private management companies.

Independent Variables Estimate t-statistic
Intercept -0.0017 -2.13
R Ret -0.0154 -0.79
SMB, 0.0449 1.95
HML, -0.0299 -1.51

B. Dependent variable: The differencein thereturn of the Canadian balanced funds managed by the publicly-

traded management companies and private management companies.

Independent Variables Estimate t-statistic
Intercept -0.0004 -0.46
R Ret 0.0615 2.99
SMB, 0.0075 0.31
HML, -0.0038 -0.18

C. Dependent variable: The difference in the return of the Canadian equity funds invested in U.S. securities
managed by the publicly-traded management companies and private management companies.

Independent Variables Estimate t-statistic
Intercept -0.0001 -0.08
R Ret 0.0045 0.11
SMB, 0.0764 131
HML, -0.0155 -0.21




Table8
Percentage of Fundswith Significant Risk L oadingson Three Factors
This table compares the percentages the funds having significantly positive risk loading at 95% confident

level which are managed by the publicly-traded management companies and private management
companies.

Canadian Equity Canadian Bal. Funds Cdn. Eg. Funds

Funds (%) (%) Invested in U.S. (%)
Market Risk 100.0 100.0 100.0 100.0 100.0 100.0
Size Risk 60.5 524 10.1 0.0 62.6 529
Book to 29.9 155 60.0 444 231 224

Market Risk




Table9
Cross-Sectional Regression for the Determinantsfor the Management Fee,
Administrative Fee and Expense Ratio

The table reports the cross-sectiona regressions for determinants of the management fees,
expense ratio and administrative fees of the funds managed by the publicly-traded management
companies and private management companies. The expense ratio includes the management fee
and administrative fee. The dependent variables, FEE;, is management fee, administrative fee or
expense ratio for fund i. The independent variables are log(SIZE)), log(MGTSIZE)), AGE;,
LOAD,, TYPE, MGT,. SIZE; ismutual fund i's total net asset value. MGTSIZE is the size of
mutual fund i's management company measured by the number of the mutual funds that the
management company manages. AGE; is the age of mutual fund i. LOAD, isadummy variable
equal to 1if thefund i isaload fund and equal to O if the fund isano-load fund. TYPE, isa
dummy variable equal to 1 if fund i isan equity fund and equal to O if the fund is a balanced fund.
MGT, isadummy variable and equal to 1 if the fund i's management company is publicly-traded
and equal to O if the fund's management company is private. The regression equation is.

FEE, = a+ b,Log(SIZE) + b,Log(MGTSIZE)) + b,AGE, + b,LOAD, + b.TYPE, + b,MGT,

A. Dependent variable: Management Fees

Independent Variables Coefficient t-statistic
Log(SIZE) -0.0083 -0.25
Log(MGTSIZE) -0.0564 -0.35
AGE 0.0004 0.08
LOAD,; -0.1959 -1.42
TYPE 0.3480 2.69
MGT; 0.4940 3.72
B. Dependent variable: Expense Fees
Independent Variables Coefficient t-statistic
Log(SIZE) -0.0154 -0.59
Log(MGTSIZE) -0.3458 -2.81
AGE -0.0046 -1.17
LOAD; -0.0345 -0.33
TYPE 0.0435 0.44
MGT; 0.6153 6.02
C. Dependent Variable: Administrative Fees
Independent Variables Coefficient t-statistic
Log(SIZE) -0.0071 -0.21
Log(MGTSIZE) -0.2894 -1.84
AGE -0.0050 -0.99
LOAD; 0.1613 1.19
TYPE -0.3045 -2.39
MGT; 0.1213 0.93
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