Looking Inside Mutual Fund Advertising:

Governance Effects on Fund Flows and Future Pednom

Supasith Chonglerttham

Shidler College of Business
University of Hawaii at Manoa
2404 Maile Way, Suite C-305

Honolulu, HI 96822
supasith@hawaii.edu

This Draft: January 2010

| thank chair of dissertation committee, Eric L. iIMar invaluable advice. | also thank members
of my dissertation committee, Erica M Okada, Jing [Pavid Hunter and Kentaro Hayashi for
comments on my dissertation proposal. Wei Huangviged suggestions during the early
development of this research. This working papdraised on my dissertation.






Abstract

This research aims to evaluate the effectivenesgooérnance mechanisms of
mutual funds that engage in advertising activitiBlse problem associated with mutual
fund advertising is that it potentially misleadséstors about the funds’ performance and
deters investors from redeeming their shares. Tgnisblem largely arises from
advertising effects on fund flows and the two mufuad control mechanisms, namely,
boards of directors and share redemptions. Thdimxiditerature suggests that share
redemptions are not fully functioning and providasced results for effectiveness of
mutual fund governance.

Post-advertising adjusted returns analyses show atieertised funds do not
underperform their counterparts in the aftermatathBr, the advertised funds appear to
consistently outperform the control group fundewery adjusted return measure as well
as raw returns, though with weak statistic sigaifice. The analyses of governance
effects on future flows show that reputations @& bioard of directors, represented by the
average disinterested directors outside directpsshisignificantly attract new
investments. The analyses also show that direejoutations are positively associated
with future returns. Positive relations betweenutapons and future flows and returns
suggest that the boards of advertised funds doatlotv fund managers to exploit
investors and are effective in monitoring fund parfance. Investors are able to reduce
search costs by investing in advertised funds afdggovernance. This conclusion is
consistent with evidence that advertised funds gass$igh credentialed directors and
that investors value board quality as future fulzdvfis positively associated with the

number of outside directorships of disinterestedators.



Introduction

This research aims to evaluate the effectivenesgowérnance mechanisms of
mutual funds that engage in advertising activitiBlse problem associated with mutual
fund advertising is that it potentially misleadséstors about the funds’ performance and
deters investors from redeeming their shareghis problem largely arises from
advertising effects on fund flows and the two mufuad control mechanisms, namely,
boards of directors and share redemptions. Fama Jam$en (1983) argue that
governance mechanisms are less essential in mutu@d since fund investors are both
shareholders and customers. If mutual funds unddopn then investors can redeem
their shares at the market value of their pro-sht@re of the funds assets. Redemption of
mutual fund shares by investors withdraws assetterunontrol of the fund managers
which can be seen as a partial takeover which dheatve to discipline the funds’
managers. However, existing evidence shows thegsiors chase good returns but do
not redeem shares in response to bad returns. tReugrospect of mutual fund share
redemption does not appear to be an effectivegisary mechanism for fund managers.
As a result, mutual fund advertising can potentiakerve to insulate mutual fund
managers from the disciplinary mechanism of shegdemption.

The literature provides a rich theoretical backgeuas well as empirical
evidence for boards of directors as a functionimyt®l mechanism in industrial
corporations. However, mutual fund literature pdma mixed results as to the
effectiveness of the boards of directors. Thedilgre assumes that fund fees are proxy
for advertising. More interestingly, an importanutyl of mutual fund boards is
negotiating fund fees with mutual fund managememmnmanies. This fact and the
assumption that fees are proxy for advertising nadliu bridge a relationship between
board structure and advertising. Therefore, whetiwmards of directors of advertised

mutual funds are effective monitors becomes thalfquestion of this research.

! Goetzmann and Peles (1997) administer questie@mao funds shareholders and show that
investors are adhered to their past investmentsies. The authors refer such the incident to
psychological terms “cognitive dissonance.” Thehatsg note that the term is originally defined byhe
Festinger.



To answer the primary research question, | hypathdbkat advertised funds have
better governance mechanisms in comparison withraogroup funds. Mutual fund
boards of directors can alleviate the manageriahag costs of mutual fund managers by
carefully monitoring fund performance, negotiatingd fees and providing guidance to
fund managers. Although these board functions atealwvays observable, the literature
looks for favorable relations between fund perfanoe and governance aspects as a
proxy for good governance. Consequently, good gamre would result in good fund
performance and increases in fund flows. In evalgatffectiveness of governance, this
research utilizes relations between board chaiattsr and future flows and relations
between board characteristics and future returns.

The analyses of governance effects on future flsla@v that reputations of the
board of directors, represented by the averagatdigisted director outside directorships,
significantly attract new investments. Such effemftdoard reputations on future flows
surpass the effects of advertising. This evideraréiglly supports the main hypothesis as
well as gives rise to an additional assessmergrmit for the main hypothesis. That is,
director reputations must be positively associatétth future returns in order to fully
accept that governance of the advertised fundffesteve. The analyses of governance
effects on future returns show that governancebates are related to future returns.
Characteristics of boards of directors that conotebto good performance are low
percentage of disinterested directors, low directmmpensation and highly reputable
disinterested directors. Even though the boardiirettors of advertised funds appear to
capture economics rents through compensation alwdv ahutual funds to deliver
decreasing future returns with respect to direatompensation, investors do not
increasingly invest in the advertised funds of higlfompensated directors. The evidence
from governance and future returns analyses, ijuoction with that of governance and

future flows analyses, validates the main hypothesi



Il. Hypotheses and Related Literature

A. Hypotheses

Evidence from Jain and Wu (2000) that advertisilgniScantly attracts new
investments to mutual funds along with a view thdvertising is a credible signal of
fund quality and that only well governed funds wiloose to advertise give rise to a
main hypothesis that advertised funds have betteergance mechanisms in comparison
with control group funds. The Securities and Exgga@ommission (SEC) regulates the
form and content of mutual fund advertisements, thedgoal is to prevent mutual funds
from running misleading or fraudulent advertisersetdditionally, mutual funds often
advertise their rankings or ratings from independssurces such as Morningstar or
Lipper and such ratings could be seen as ceriificatf quality by investoré As a result,
the advertised mutual funds should be among theflegeverned funds. Following from
the main hypothesis, the well-governed mutual furndsld truthfully advertise and help
investors reduce search costs.

In evaluating the main hypothesis, | compare thesded funds performance
with that of the non-advertised funds in the aftettmof advertising as well as evaluate
the relations between governance and future pedoce The evaluation based on
relations between governance and performance afie®s literature on industrial
organizations which provides some evidence that gmvernance or intense monitoring
is associated with good performance. Fich and Sisiadi (2006) find that stock return
performance is associated with positive (negatal@ormal returns in response to more
(less) intense monitoring proxied by a busy-boardasare. Core, Holthausen and
Larcker (1999) show that weak boards of directors associated with high CEO
compensation; and, such compensation level is &tedc with inferior company
performance

Mutual fund literature also suggests that the valfigovernance to investors is
substantial. For example, Zhao (2007) finds thaidfdlows are positively related to

director ownership following the implementation S£C’s disclosure rules. That is,

2 Morningstar is a registered trademark of Morniagstc., Chicago, IL. Lipper is a subsidiary of
Thomson Reuters, London, England.



investors invest more in funds that are associat@ti better governance. Hence,
evaluating the relations between governance andl filaws add to hypothesis
assessment.

Based on the aforementioned hypothesis evaluatidvertised funds have better
governance mechanisms when: (1) advertised funderpgnce is at least as good as
that of their counterparts; (2) the relation betw&end flows and governance is positive
and more pronounced in advertised funds than irtrabfunds; and (3) governance is
favorably associated with future performance. Theeptance of the main hypothesis
would lead to conclusions that advertising is dffec when the boards are effective
monitors and that the boards of directors helpsitws search for good mutual funds and
protect shareholders’ investments.

Previous empirical work on mutual fund governangggests that the boards of
directors are not always effective in the mutuahduindustry. Meschke (2006)
documents an insignificant relation between boamkpendence, measured by either
independent chairperson or percentage of indepérmtiliesttors, and fund performance.
However, with different research design, Ding andritvers (2005) show that the number
of independent directors is positively associatetth wiuture fund performance.
Additionally, Khorana, Tufano and Wedge (2007),dying mutual fund mergers, find
that only boards with all independent directors raae likely to initiate mergers across
fund family. Hence, as opposed to the main hypahes alternative hypothesis is that
the boards of directors of advertised funds aredmstinguishable from those of other
mutual funds. Evidence that does not agree withgthea governance conditions would
lead to an acceptance of the alternative hypothbaisadvertising mutual funds are not
associated with better governance and that adweyteould represent a type of agency

cost.

B. Mutual Fund Advertising, Fund Flows and Return Chasing

Mutual fund literature that studies advertising aiehd flows suggests that
advertising could be a misleading signal that amldatproblem of incomplete share
redemption. Jain and Wu (2000) find that fund floewe significantly greater for

advertised funds than for a set of control groupd&s The evidence in Jain and Wu



(2000) agrees with research studying the relatietwéen past performance and fund
flows. Sirri and Tufano (1998) find that investarsoose to invest more in funds that
exhibit better returns in the previous period. ljtpo(1992) specifically studies investor
response to “fund quality” and finds that investoh®ose to invest in funds that exhibit
good past performance and not to invest in funesekhibit poor past performanteln
more recent research, Johnson (2006) utilizes tapy data of all shareholder
transactions in a mutual fund family and finds timestors chase good returns but the
relation between share redemption and fund perfoceés not significant. The evidence
from Jain and Wu (2000) hints that mutual fund atisements fuel the problem of
asymmetry buy-and-sell patterns documented in lfgp@l992) and Johnson (2006).

In addition to research focusing on advertisingstp@turns and fund flows,
empirical work analyzing fees charged by mutualdBiprovides consistent results with
the effects of advertising and past returns on$ldBarber, Odean and Zheng (2005) find
that, among other fees and expenses, only 12bslafeepositively related to fund flows.
Since 12b-1 fees are designated for marketing iiely the authors offer a conclusion
that “investors buy funds that attract their aiamthrough advertising and distribution.”
O’Neal (2004) documents an inverse relation betwegrenses and share redemptions
and suggests that “such advertising not only iregeaverall fund flows, but also slows
redemptions.” These two aforementioned empiricalk&@ssume that fees are proxy for
advertising. This assumption is partially correet@use advertising budgets are funded
by 12b-1 fees. One important duty of mutual funérds is negotiating fund fees with
mutual fund management companies. This fact andg¢hemption that fees are proxy for
advertising naturally bridge a relationship betwéeard structure and advertising. The
literature also examines the relation between beatdtture and the level of mutual fund

management fees. Tufano and Sevick (1997) findftirat fees are negatively related to

® The author defines a high-quality fund as the fuhdt “adds value to offset incremental
expenses.”

* 12b-1 fees refer to fees charged to shareholderdiog to the exemptive rule 12b-1 (permitting
use of fund assets to pay distribution expensesuamt to a plan approved by the fund directorduding
a majority of the independent directors). The SH€D grovides an explanation for mutual fund fees.
Specifically, the 12b-1 fees “include fees paid fmarketing and selling fund shares, such as conapiegs
brokers and others who sell fund shares, and pafangadvertising, the printing and mailing of
prospectuses to new investors, and the printing mading of sales literature.” This explanation is
available at http://www.sec.gov/answers/ mffees.lferacessed February 2009).
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the number of independent directors and positivelsited to size of the boatd.This
evidence affirms a relation between board charisties and fees and thus gives rise to a

conjecture that board characteristics and advegtiare related.

C. Performance Persistence

An important primary objective of investing in matufunds is to increase
shareholder wealth. Because advertised funds larmgéér their advertisements to past
performance, answering the questions whether thegks continue to deliver value and
whether these funds outperform their counterpdrtomparable past returns adds to the
contribution of this research and provides a b&sisnain hypothesis evaluation. The
literature shows that mutual funds tend to be dblemaintain their performance.
However, the length and the explanations of suctsigtence vary and depend on
research designs. The evidence that performancsisigerand that fund flows are
positively related to performance validate the oangroup fund selection criterion that
control group funds and advertised funds have coafyba past returns.

Focusing on annual data, Brown and Goetzmann (198&) that mutual fund
performance persists but note that the persistsmeensitive to sample year. The authors
also note that “investors can use historical infation to beat the pack.” Grinblatt and
Titman (1992) analyze mutual fund performance @/é0 year period of which the first
five years are designated for past performancebmmd¢hmark returns calculations and
the last five years are designated to persistena¢yses. The authors, utilizing time-
series regressions of cross-sectional averageoporteturns on benchmark returns, find
that mutual funds exhibit performance persistetuitdizing both regression framework
and portfolio evaluation, Hendricks, Patel and Zweaiser (1993) extensively evaluate
the persistence of mutual fund performance withouesrex post and ex ante windows.
The authors find consistent results that mutuad fperformance persists. Additionally,
the authors emphasize that shorter-horizon pasorpsgince is more related to shorter-
horizon future performance than the cases of loegaluation periods.

® Independent directors are those not deemed tatbeested persons defined by section 2(a)(19)
of the Investment Company Act of 1940. The SECdualucted studies and released documents regarding
the independence of independent directors. Inteapoas for independence are largely referred ttera
business and professional relation. An examplehefrelated documents (statement of staff positisn)
available at http://www.sec.gov/rules/interp/ic-88thtm (accessed February 2009).
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Carhart (1997) implements risk-factor models andwsh that the momentum
factor very well explains mutual fund returns. Speally, in a four-risk-factor model,
the coefficients of momentum factor are significamttime-series analyses as well as
vary across yesteryear-return-sorted decile paogolThe author also shows that the
momentum factor does not explain mutual fund retumthe analyses of longer past
portfolio formation periods and future returns.el@stingly, over the author’s study
period, only two out of ten decile portfolios, foethon yesteryear returns, show greater
average monthly excess (of risk-free rate) rettinas the average monthly market excess
(of risk-free rate) return$.Although the author does not particularly studys th
comparison or provide statistical tests, this ewtdeis consistent with a notion that most
mutual funds exhibit poor performance in compariseith market returns. Carhart,
Carpenter, Lynch and Musto (2002) provide theoattamalyses to Carhart (1997) and
confirm that the mutual fund performance persists.

Much of the literature on mutual fund return pdesise provides that
performance persists to some extent. Neverthedelsandful of research finds the lack of
performance persistence. Berk and Green (2004yamahoney flows into mutual funds
and conclude that chasing performance is ratiomah evith an absence of performance
persistence. Return chasing is a result of competamong investors to invest in funds
of superior performance. The analyses in Berk anele® (2004) provide that return
chasing is rational, even though the funds do nbsequently deliver persistent returns.

In a recent study, Bollen and Busse (2005) re-emarperformance persistence
and find that the persistence of declie portfolitmed on daily abnormal returns
estimated during a lagged three-month period, tadyinto the following three months.
This persistence is shorter than that previoustudwented in the literature. The evidence
in Bollen and Busse (2005) weakens the dominatiogclasion of performance
persistence. Jain and Wu (2000) finds that, froeirteample of advertised and control
group funds, future returns exhibit reversal patgeilhe evidence that appears to conflict
with that of the majority of literature arises fradifferent research designs. In Jain and
Wu (2000), the advertised and comparable fundsttamse of high past returns. The

® See table Il and table Il in Carhart (1997).
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sample in Jain and Wu (2000) is different from thatual fund samples that yield
persistent returns and, thus, yields reverse rgturn

Based on the aforementioned literature, performgecsistence lasts at least into
the near future, even though the explanations dch ersistence are mixed between
momentum effect and manager skills. Theoreticah&aorks also show that investing in
funds of good past performance is rational. Hens@ég a control group of funds with
similar past returns is essential to the evaluatdradvertised funds’ performance,
persistence and fund flows. Additionally, regardled the inconsistent evidence, an

evaluation of future performance is essential eogtrpose of this research.

D. Director Incentives and Control Mechanisms
Director compensation is one of the most obviousmfo of incentives for

directors to perform their duties. Hence, dire@ompensation provides another basis of
hypothesis evaluation. Compensation can either vaigti fund directors to monitor
efficiently or deter them from rigorously perforrheir duties. The later scenario, a
problematic and unique situation to mutual fundustdy, arises from the fact that fund
management companies initially specify the boafdiirectors. Subsequently, the boards
would be more inclined to retain the managementpaomes so as to continue enjoying
the compensation. Tufano and Sevick (1997) disthesgnplication of compensation and

fees charged to shareholders as following:

Funds or fund sponsors that are more likely to daegker fees to capture rents
(produced through brand-name capital or barriersxib by shareholders) would
be more likely to select boards that would be lesctive monitors. ... The

sponsor might also voluntarily share some of it#genith the directors in the
form of higher directors’ compensation to inducenthto permit the sponsor to

capture a larger share of the rents (in the formmigtier fees).

The results in their study show some evidence lards with highly compensated
independent directors allow funds to charge hidbhed fees. A theoretical framework in

Kuhnen (2005) and Kuhnen (2007) agrees with thidemce. Not only does the director



compensation appear to directly associate with, feasthe compensation should also
have implications on advertising as well as fundgenance. Consequently, the director
compensation is a meaningful vehicle for hypothasgessment.

Director ownership is another form of incentivesfu$ to evaluate the main
hypothesis. Following from Jensen and Meckling’87@) theory of the firm and large
body of managerial ownership research in industcadporations, the mutual fund
literature has also identified a relation betwegaator ownership and fund performance.
Meschke (2006) finds that fund performance is pesy related to director ownership
but negatively related to director compensationngixient with this evidence, Cremers,
Driessen, Maenhout, and Weinbaum (2006) show thpbréolio consisting of low
director ownership funds exhibit significantly loweeturns than a portfolio of high
director ownership funds. Because director ownerski evidently related to fund
performance and performance leads to advertisingnealusion of director ownership
would provide an insight for evaluating the effeetiess of mutual fund boards of
directors.

Based on the findings that interested directors aware shares than do
disinterested directors and that more individudenested directors own shares than
individual disinterested directors, Chen, Goldst@ind Jiang (2008) suggest that
monitoring benefits to shareholders motivate doecto own mutual fund shares. This
suggestion is consistent with evidence in Zhao 720@¢ho focuses on investor reactions
to the SEC’s requirements of director ownershigldsure’ Drawing from a finding that
fund flows are positively related to director owstep following the enactment of the
requirement, Zhao (2007) suggests that investées daector monitoring and ownership
into account. This evidence implies that direcsitsuld own more when fund flows are
increasing due to advertising. Thus, the directimgensation and ownership are also

meaningful in evaluating the main hypothesis.

" In January 2001, The SEC passed amendments topéixentules under the Investment
Company Act of 1940. The amendments require thabrg other requirements, mutual funds disclose
directors share ownership of funds they overseeagadegate ownership of all other funds withinghene
fund family. The compliance date for this requiremis January 31, 2002. Details of the amendmenets a
available at http://www.sec.gov/rules/final/34-48#&m#seciii (accessed February 2009).
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In addition to director compensation and share oship, a total of an
individual's directorships also provide some eviceenthat it is associated with
governance quality. Literature in corporate goveoearegards outside directorships as a
measure of director reputations. However, onlyappropriate number of directorships
would results in an optimum workload which in taifows a director to provide intense
monitoring. Fich and Shivdasani (2006) derive aydusard measure from directors’
outside directorships and document positive (negatbnormal returns in response to
more (less) intense monitoring. The workloads oéators in mutual funds are typically
different from that in industrial corporations. Fanutual funds, the number of
directorships might be associated with performatifferently. Therefore, analyses of the
relations between outside directorships and futetarns and flows would add to the
main hypothesis evaluation.

[1I. Sample, Data and Fund Flow Calculations

A Advertised Mutual Funds

This research collects mutual fund advertisemerdsn fBarron’s and Money
magazine from January 2003 to June 2006. The limptiated advertisement sample
consists of both referential and non-referentialeatisements. | define referential
advertisements as those that cite any combinatdénsast performance, Morningstar
ratings and Lipper ratings and non-referential aisements as those that do not mention
any performance referencé®uring a period of 42 months, there are a total &77
advertisements. | drop the non-referential advemtisnts since the provided information
does not always tie to specific funds and largetyyorefers to fund management
companies. The sample is left with 1,282 fund-apgeaes that cite any combinations of
performance references. This pool of printed adsarients results in 173 unique mutual

funds.

8 An example of referential advertising is T.RoweBrDividend Growth Fund (NASDAQ ticker,
PRDGX) that advertises Morningstar rating and guiis performance in the subsequent appearances. The
beginning of this fund advertising campaign isfitst appearance in Barron’s in July 2003 of whiah
advertising appears during the preceding three lnsoriduring the sample period, the fund advertiskes 1
times and the last appears in Money in February62@h example of non-referential advertising is
Marsico Funds advertising which is pictorial andeslmot provide any information of specific fundfieT
non-referential advertising does not account feratvertising sample.
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The advertised funds are indentified manually inSPRlatabase using NASDAQ
ticker symbol, fund name, management company nardeslaare class. | drop funds that
are not covered by CRPS and adopt Lipper objeetsva mean to identify fund category
since Lipper objective is the only fund classifioatavailable in the database during the
study period. Following the selection criteria ireyious literature, | include only equity
funds in the advertised funds sample. The resuliinertised funds sample consists of
the following Lipper categories; (1) Balanced, @apital Appreciation, (3) Equity
Income, (4) Growth, (5) Growth and Income, (6) Midp and (7) Small-Cap. While
Lipper classification may not be completely ideatido Morningstar classification
implemented in previous literature, these resultiipgper categories are quite general and
should not differ substantially from Morningstartegories. The final advertised funds
sample consists of 115 unique funds.

The next step of sample selection is to identifg treginning of each fund’s
advertising campaign. | define the beginning ofheadvertising campaign as a fund’s
first advertising without any advertising appeaendaring the preceding three calendar
months. The calendar month that contains first dibneg is, then, labeled as month zero.
Unlike Jain and Wu (2000), who count a certain fasdlifferent observations when fund
subsequently updates its advertised past returcayrit each fund into the sample only
once. From the sample of 115 funds, the advertisargpaigns last 332 days and appear
8.53 times on average.

B. Control Group Mutual Funds

Based on existing evidence that return chasinggieewn mutual funds, past
performance is a suitable control group selectioterion for the purpose of this
research. | assume that control group funds pasgesemparable past performance
would be equally attractive to investors as theestibed funds would. This assumption
essentially controls the chosen funds for the fasmdeterminant of fund flows.
Therefore, the control group funds of comparablst performance enable econometric
analyses to single out the effects of advertising.

This study adapts Jain and Wu's (2000) matched fseldctions so that the

processes are applicable with CRSP mutual fundbdata | separate and drop both
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referential and non-referential advertised fundd ah other funds that belong to the
advertised funds management companies from théaksa Dropping out all other funds
from advertised fund families ensures that matdoeds are those not benefitting from
advertisements. Additionally, funds must be oldeant five years old at the time of
matching, be between $500,000 and $30 billion fial toet assets and be an investor class
as identified in CRPS mutual fund database. Then,ehch month and each Lipper
objective category, | rank the sample funds ando#iler non-advertised funds by
previous 12-month compound returns.

Similar to Jain and Wu (2000), | limit the matchiedhd at eight funds for each
advertised fund. However, | specifically select chad funds from the four higher and
the four lower funds closest in previous 12-montimpound return ranking for each
advertised fund. The resulting numbers of contrmdug funds are not completely
symmetric on higher and lower ranking for every extisged fund because some
advertising funds are the best performers in thgiper objective categories. The final

sample of non-advertising matched funds consis89affunds.

C. Mutual Fund Performance Data and Fund Flow Calculations
| utilize monthly mutual fund performance data fr@RSP mutual fund database.

For each mutual fund, I calculate compound retwhgpast and future returns over

T

certain windows as followings:iRr= [] @+ R ) —1; where, R is fundi’s return over
t=r

month t. For example,iRat0-11S compound return from month -24 to month -1ftordi;
that is, R.24t0-1= |__|1(1+ Rit)-1.
t=—24

Shown in table 1, the average yesteryear returng{F for advertised funds and
control group funds are 14.90% and 14.83%, respaygti The back-test for the
difference of yesteryear returns confirms thatdabeertised funds and the control group
funds have statistically non-significant differencevariance with probability value of
0.9577 and non-significant difference in averagthwwrobability value of 0.9676. Thus,

the control group funds are matched to the samplepgfunds on returns.

13



Similar to previous literature, this study assurttest existing investors reinvest
their dividends and that the new money flows i funds at the end of the time period.
These assumptions are applicable with recently gddhtCRSP database. | define fund
flow as Flow = [TNA; - TNA; X(1+Ry)] where R is net-of-expense return during
montht.® The defined Flowoffers direct interpretations of money flowingdrfunds. |
note that flow definition in existing literature e® in fact, refer to fund growth.
Additionally, fund growth is not an ideal measuoe the purpose of this research since
the advertised and the control group funds arespetific to a certain size-group of all
mutual funds and the same amount of money flow passibly result in a severely
different growth for small and big funds. For exdeapnoney flow of 100 million dollars
turns into fund growth of 10% and 200% for fundghwatiotal net assets of one billion
dollars and 50 million dollars, respectively.

Existing mutual fund advertising literature focusesthe period of one-year after
advertising starts. However, | find that an averagenpaign lasts approximately one

year. Therefore, | also include two-year pre- amst{advertising fund flows in the

;
analyses. Consequently, flow measures become; Flgw= > riow, where Flow: =

=
TNAi: — [TNAi+1 X(1+R¢ )], T and T denote the beginning and ending month,
respectively. Summary statistics in table 1 shoat,tbn average, advertised funds are
bigger in asset size than the matched funds. Sinalgear-end total net assets of all the
funds covered in CRSP database, the distributicassét size as of month 0 (TNAfor
each group is highly skewed. Advertised funds hgreater average dollar funds flow in
one and two year period following the advertisiBtpW oro11and Flowee29 than control

group funds.

D. Mutual Fund Governance Data

Mutual fund governance data are available throghSEC’'s EDGAR database.
The Statement of Additional Information (SAI) filegith prospectuses (form 485A or
485B) includes, among other information, directames, primary occupations during

the past five years, compensation and share owperBe to inconsistent formats of

° Existing literature refers to flows as [TNATNA1%(1+Ry)] + TNA +, where R is net-of-
expense return during month t.
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SAls from different mutual fund companies, the mifation is parsed manually. | utilize
ticker symbol, fund name, fund complex and advismme to search for governance data
in EDGAR database. The governance data are comipletdl 115 advertised funds but
are incomplete for seven non-advertised funds. Tddsices the control sample of non-
advertised funds to 885 funds in governance anslyse

The governance characteristics included into thedyars are: (1) the numbers of
director on board; (2) percentage of disinteresliegctors on board; (3) average director
share ownership; (4) average disinterested directonpensation and (5) average
disinterested director outside directorships. Thmlber of directors on board is a count
of individuals serving as a director for a mutuahd. This variable is a measure of the
size of the board of directors as well. Percentafgdisinterested directors is a count of
directors who are disinterested persons dividedhay board size. This variable is a
measure of control influence from disintereste@dirs.

Director share ownership and compensation represgatest alignment of
incentives. According to the SEC rules, mutual siddsclose directors share ownership
for specific funds as well as for all funds witifumd families in the following ranges:
none; $1 to $10,000; $10,001 to $50,000; $50,0CH160,000; and more than $100,001.
Rather than quantifying true ownership which isjeabto unavoidable measurement
errors, this research accounts each director'sestanership by value 0 to 4 following
the reported ranges in ascending order. Then,d th& average value of director share
ownership for each mutual fund. The transformativet takes values between 0 and 4
sufficiently provides variation of share ownersliges regression analyses. Hence, this
transformation of director share ownership represarterest alignment and serves the
purposes of governance analyses.

Following the SEC’s disclosure requirements, doeatompensation data are
available for only disinterested directors. Thuee tirector compensation, representing
director incentive to provide effective monitoring,an average compensation for only
disinterested directors. | scale the average cosgtiem by 10,000 so as to adjust its
coefficients in regression analyses. The averageintdrested director outside
directorships is an average of directorships oatsidutual fund family held by

disinterested directors. This variable represespisitations or credentials of the boards.
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Table 2 reports Pearson correlation coefficientsadfertising dummy and
governance variables as well as provides summatystits. In panel A, advertising
dummy is strongly positively correlated with eveggvernance variable. Additionally,
each governance variable appears to strongly ederéd one another with exceptions of
the pair of average disinterested director compersand average share ownership, the
pair of board size and share ownership, and the giaboard size and percentage of
disinterested directors.

Panel B of table 2 shows that, on average, a miial board has disinterested
directors holding 1.08 outside directorships pesinderested director. In terms of
compensation, a mutual fund pays $85,185 compemséati a disinterested director on
average. An average board size is 7.87 directoid @m average percentage of
disinterested directors is 78%. The t-test of maéiefierence between advertised and non-
advertised funds provides consistent results with gtatistically significant correlation

coefficients between advertising dummy and all goaece variables shown in panel A.

V. Post-advertising Returns and Flow

A. Post-advertising Returns
For the performance comparisons of advertising @rdrol group funds during

the post-advertising periods, | employ six diffaregturn measures, three of which are
asset pricing model adjusted returns and the dtiree are simple excess returns. The
first model-adjusted return measure is JensenBaalphe Jensen’s alpha for 12-month
pre-advertising period is the intercept from CAP8irmated over month -12 to month -1,
where month 0 is the month when an advertised hasda printed advertisement without
any advertisement during the preceding three morftbs each control group fund,
month 0 is its counterpart's month 0. The other mwodel-adjusted returns are the
intercept from Fama and French’s (1993) three-fact@del and the intercept from
Carhart’'s (1997) four-factor model. Jensen’s alghege-factor adjusted return and four-

factor adjusted return are intercepts of the follmrasset pricing models, respectively.
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Rit— Rt =0i + B, (Rit — Rng +E&i (1)
Rit— Rt =0i +B1i (Rt — Rn9 +B2i SMB; + 3i HML ; + & (2)
Rit—Ri=ai +B1i (Rt — Rng +B2i SMB; + B3i HML ; + 4; UMD +¢;; (3)

In (1) to (3), Rt is fund i’'s monthly return. Ris monthly risk-free rate. R is monthly
S&P500 return. SMBis monthly factor mimicking small stocks returngas big stocks
returns. HML; is monthly factor mimicking high value stocks metsi minus low value
stocks returns. UMDis monthly factor mimicking high (up) momentunodts returns
minus low (down) momentum stocks returns. For ¢mgér pre-advertising period of 24-
month, | estimate the intercepts from month -2dtmth -1. Likewise, | estimate the
intercepts for the post-advertising periods of 1@th and 24-month from month O to
month 11 and from month 0 to month 23, respectively

The last three adjusted returns are fund excessneeibn market, on equally-
weighted category average returns (EW Objectiveustgid Return) and on value-
weighted category average returns (VW Objectiveudtjd Return). Category returns are
the weighted average returns of all funds in Lipplgective category of each advertised
fund X | account for the pre- and post-advertising periofi12-month and 24-month for
both advertised and control group funds in a simitshion as in the estimations of
model adjusted returns. Instead of using the futatal net assets at the beginning or at
the end of each respective period, | pin each fursdaled total net assets at month 0
since | aim to assess the performance around mOntfhe followings are the

calculations for the three excess returns:

T T
Market adjusted returiior :{H @+R) -1] -[H @+ Rny) -1] (4)
t=r t=r
EW objective adjusted returfor = {ﬁ a+R,) —1} ~EWR,, 11 ()
VW objective adjusted retufpr = {ﬁ A+R,)- 1} “VWR,, o1 (6)

19| refer to category and objective interchangeahigughout the paper
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In (4) to (6), Rt is fundi’s monthly return. R :is monthly S&P500 returns. EWRot =

Z{ﬂ a+ R,t)-l}m. VWRapjror = 3" M[ﬂ (1+R,t)—1}
i=1 | t=r i=1 ZTNA,t:O t=r

Table 3 reports the raw and adjusted returns f& year and two year post-
advertising period in panel A and B, respectiv8limilar to the evidence in the existing
literature, advertised funds do not exhibit supeperformance in the aftermath. During
the one year post-advertising period, the t-tesheén equal to null for advertised funds
shows that all the adjusted returns are either thegar zero. However, all of these
average adjusted returns are less negative inrbatgnitude and statistic significance for
the advertised funds than for the control groupdfuri-or example, Jensen algha is -
0.154% (t-statistics of -4.01) and is -0.173% #tistics of -10.50) for the advertised
funds and the control funds, respectively.

In panel B of table 3, all of the adjusted retumsasured over month 0 to month
23, except EW objective adjusted retutsps follow the pattern of shorter aftermath
adjusted returns in panel A. Both the advertised #re control funds exhibit either
negative or insignificant positive average. Howewvbe advertised funds exhibit less
negative in magnitude and statistic significan@ntthe control group funds. For the EW
objective adjusted returgg,sz both groups exhibit statistically significant pos
average, yet the advertised funds show more pesitivnagnitude and significance level
than the control funds. The post-advertising aégiseturns suggest that the advertised
funds do not underperform their counterparts in aftermath. Rather, the advertised
funds appear to consistently outperform the corgroup funds in every adjusted return

measure, though with weak statistic significances.

B. Post-advertising Flow

To confirm the effect of advertising on fund flowsytilize regression framework
so as to control the effects of fund size, pasirnst and past flow measures. For 24-
month sampling period, | combine year-two with yeae pre-advertising returns into
one past returns variable. Doing so would reduckitoailinearity that might arise from

the inclusions of Refao.13 and Retioea as two independent variables. Likewise, |
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separately combine year-two with year-one pre- @o&t-advertising flow measures into
single variables. Similar to those of previousrétere, the regression models include the
natural logarithm of total net assets as of montbrlINA) as an independent variable in
order to control for size effects on fund flows.dddition to sole dependent variables, |
add two interaction terms of advertising dummy wa#st flow measure and past returns.

The general form of regression models is following:

Future flow =  Advertising + LnTNA + Past flow + Rasturns +

(Advertising x Past flow) + (Advertising x Pastums) (7)

In regression model (7), Advertising is a dummyiafale taking value of unity for the
advertised funds and zero otherwise. LnTNA is tatural logarithm of the funds’ total
net assets at the end of month O for advertisedsfamd of the end of the same calendar
month for respective control group funds. Futurd past flow measures are as described
in the previous section. Past returns are fund m@wrns compound monthly over the
analysis period.

Results in table 4 show that advertising signiftbahrings in more money to the
advertised funds vis-a-vis the control group funidse selections of control group funds
for this study do not restrict them to be of anynparable size to their counterparts.
These selection processes are analogous to asstmaingiutual funds of any asset size
are eligible to advertise. Consequently, conclusimom the analyses using Flow are
more generalized than those from the analyses @siisging literature’s version of flow
which represent fund growth.

For all the regressions presented in table 4, woefits for the advertising dummy
reveal economically and statistically positive effeon Flow. In regression 1 and 3,
advertising additionally attracts 47.7689 (t-stati®f 2.00) and 211.9355 (t-statistics of
3.31) million dollars to the advertised funds foe fperiod of one-year and two-year after
the funds start advertising, respectively. Thisdiiig confirms that advertising is an
effective force that attracts new money into theeatised funds. Although Roo-1 IS
negatively related to Flow:1in regression 1, | note that Ry-1 is fitted in regression as

decimal and that coefficient of -63.9097 means &b 1@ecrease in Ry1 would
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associate with an increase of only 6.39 millionatsl flows. One notable result shown in
table 4 is that adjusted R-squares are as hig9%s d&nd 32% for regression 1 and 3,
respectively.

Advertising dummies in regressions that includeenattions show more
pronounced significance level and greater magnithde those of regressions without
interactions. In regression 2 and 4, coefficiemsadvertising dummy are 103.7835 (t-
statistic of 3.54) and 279.8130 (t-statistics @53, respectively. Although Flows show
continuity from past to future and for both contawld advertised funds, the interaction
terms of advertising dummy and past Flows show tti@icontinuity for advertised funds
is economically smaller than that of control fund$at is, in regression 2 and 4,
coefficient of Ads x Flow -1 €quals -0.2363 (t-statistic of -5.50) and coediitiof Ads
X Flow p410-1 €quals -0.2459 (t-statistics of -3.82). Since domdfits of Flow;,.1 and
Flow _,410-1 are positively significant, the effects of pasbw$ on future Flows for
advertised funds reduce to 0.6793 (0.9156-0.2368)@5769 (0.8228-0.2459) for one
year and two year period, respectively.

The only statistic significant coefficient of LnTNAs weakly positive in
regression 1. This finding is complimentary to adidity of the models and results. That
is, even with the presence of LnTNA as control afale in the models, advertising is
largely significantly related to future Flows. legression 2, the coefficient of Ads x
R .1210-1 S€EMS t0 be puzzling. On average, a decrease af F4,o-1 associates with an
increase of 2.78 million dollars flows into adveetl funds from month O to month 11.
Although this effect is far lesser than the effeicadvertising on future Flows, | note that
the resulting negative coefficient might arise fraon-linear relationship between return
and flows and from sample and control funds thatlamely top-performers in their fund
categories. That is, the negative coefficient iegplihat investors choose to invest, among
high-return funds, in the fund that exhibits slightower returns. An additional
interpretation for the negative coefficient of A8SR .11 IS that the advertised funds
successfully attract more money even if their paiirns are slightly lower than those of

control funds.
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V. Effectiveness of Governance

A Effects of Governance on Future Flow

For governance analyses, | include advertising dyngavernance variables and
their interactions with advertising dummy in the dets. The interactions between the
advertising dummy and other variables attempt tpasste governance effects for
advertised and non-advertised funds. Such regressiwould provide in-depth
conclusions for advertised funds governance asightvbe significantly different from
that of non-advertised funds in attracting futuleve. The regression model takes the

following general form:

Future flow = Advertising + Governance variables
+ LNnTNA + Past flows + Past returns

+ (Advertising x Governance variables) (8)

Governance variables in regression (8) includectbreshare ownership, disinterested
director compensation, disinterested director detsdirectorships, the number of
directors on board and percent of disinterestedctbrs on board. Other variables in
regression (8) are as aforementioned. This regnesgecification offers opportunities to
fully investigate the effects of advertising andvgmance on future fund flows. This
specification would also provide evidence that arswwhether investors value mutual
fund governance. More interestingly, the interadidoetween advertising dummy and
governance variables will provide insights into governance effects on fund flows that
are specific for advertised funds.

Regressing future fund flows onto governance chearastics shows that
credentials of the boards represented by the agediginterested director outside
directorships are positively related to future futmivs. This finding implies that the
values of director reputations to mutual funds smbstantial, since the reputations of
directors attract new investments. The positivati@h between board reputations and
flows is greater in magnitude and prevails in bibidn one and two year post-advertising

period for the advertised funds. In table 5, regjogs 1 and 3, which do not include
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interactions between advertising dummy and govermaariables, show that the average
disinterested director outside directorships istp@dy related to future flows in the one
and two year post-advertising period, respectiv@lfhough the regressions in table 5
might be affected by multi-collinearity, | note than unreported regression that drops
other four governance variables and includes onigrage directorships provides
consistent conclusions.

Regression 2 and 4 which include the interactidradldive governance attributes
show that outside directorships are positivelyteglato future flows for the advertised
funds over the one year post-advertising period #rdboth advertised and non-
advertised funds over the two year post-advertip@god. For the advertised funds, an
increase in one average outside directorshipsctgtean additional $61 million of flows
and an additional $227 million of flows for one ameb year period, respectively. Even
though director share ownership results in a pogategative relation with future flows
in the two year period, | note that average shaneeoship is an ambiguous governance
variable following from the reported data. Hendes share ownership might not yield an
accurate conclusion.

The positive relation between director credentsadd fund flows satisfies a good
governance condition of the main hypothesis. A dlir@terpretation on the positive
relation is that investors value boards of highdergials, especially among advertised
funds. The analyses also provide that the effectlirector reputations on future flows,
which persist in both one and two year period lier advertised funds, surpass the effects
of advertising. In conclusion, the evidence sugg#sit good governance represented by
credentials of disinterested directors is an imgdrfactor in attracting new investment

money.

B. Effects of Governance on Future Returns

| analyze effects of governance on future returitb gimilar specification as that
used in governance and fund flow analyses. Regmgdsiture returns on explanatory
variables as those in model (8) would provide ewidewhether governance is also
related to future returns. Mutual fund literatureed not specifically limit explanatory

variables to only factors related to returns andhinas well predict future returns from
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factors other than returns. However, for the puepa$ this research, | note that
regressing future returns on governance variabbes chot serve the purpose of future
return prediction. Rather, such regression provideglence that answers whether
governance is related to fund performance. Thidenge, together with that from future
flow regression, would justify whether governandetite advertised mutual funds is
effective and whether investors value the correstegnance aspects that are associated

with good performance. The future return regrestaées the following general form.

Future returns = Advertising dummy + Governanceaides
+ LnSize + Past flow + Past return

+ Advertising dummy x Governance variables ... (9)

All variables in model (9) are as aforementioned.

Regressions of future returns on governance vasalffer opportunities to
investigate whether governance attributes thatctffeture flows would respectively
associate with future returns. The analyses shawthie average of disinterested director
outside directorships, which significantly attrantsy investments, positively contributes
to future returns for one and two year post-adsiedi period. Regression 2 and 4 in
table 6 show that an increase in one average eutsidctorships adds 0.89% and 1.68%
to future returns in one and two year post-advediperiod, respectively. This effect is
indifferent for advertised and non-advertised fund$ie evidence suggests that
credentials or reputations of the boards of dinesgtmeasured by average disinterested
director outside directorships, contribute to higheure returns for both non-advertised
and advertised funds.

Regressions in table 6 also show that the perckdismterested directors on
board is negatively related to future returns fothbnon-advertised and advertised funds.
For both advertised and non-advertised funds, a ib@%ease of disinterested directors is
associated with a decrease of 0.80% and 1.57%neetover one and two year post-
advertising period, respectively. Additionally, fone advertised funds, disinterested
director compensation is negatively associated witture returns. However, this

negative effect is economically small. That is, iaerease of $10,000 in average
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disinterested director compensation is associatddandecrease of 0.30% and a decrease
of 0.77% for the advertised funds in the one and tear post-advertising period,
respectively.

These results suggest that lower percent of drasted director and lower
director compensation are associated with betteemgance. Following from the results,
interested directors appear to contribute to perémce and disinterested directors appear
to capture economic rents through compensationn Bveugh compensation and percent
of disinterested directors affect future returihg effects of governance on flow indicate
that investors do not positively respond to thes® governance aspects. Rather,
investors choose to follow director reputations chkhiin turn contribute to good
performance.

The analyses of governance effects on future retalso reveal that mutual funds
exhibit return reversal from pre-advertising to tpadvertising period in both one and
two year window. Although this evidence is incoteig with that from much of the
literature, it resembles the evidence from reseafcsimilar methodology, namely, Jain
and Wu’s (2000). Furthermore, the return revergalans investor choices to invest in
the funds of lower returns among the advertisedi$usample. This interpretation arises
from the resulting negative coefficient of interantbetween advertising and past returns
in the analyses of advertising effects on futuoevl reported in table 4.

The analyses of governance effects on future retpravide that a combination
of governance characteristics that contribute todgperformance is low percentage of
disinterested directors, low director compensatzm highly reputable disinterested
directors. The analyses also confirm that the dthesl funds neither underperform nor
outperform their counterparts. The anecdotal ewaidesuggests that both non-advertised
and advertised funds exhibit return reversal in tifeermath of advertising. In
conjunction with the evidence that investors chdosavest more in the advertised funds
of highly reputable boards of directors, the pusitielations between director reputations
and future returns justify the main hypothesis.
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VI. Conclusion and Discussion

The initial analyses show that advertised mutuabusignificantly attract more
new investments than a group of control non-adsexdtifunds. This result confirms the
existing literature. While advertising is a proviemce that attracts new money, it could
very well be a misleading instrument, had the atibext funds fail to continue delivering
good returns. Since the literature suggests thaisiors chase good returns and that they
do not redeem their mutual fund shares in respdossubsequently poor returns,
protecting shareholder interests against misleadadgertising largely rests upon
governance.

The analyses of post-advertising performance shwat the advertised funds do
not underperform their counterparts in the aftermRiather, the advertised funds appear
to consistently outperform the control group fumdsevery adjusted return measure as
well as raw returns, though with weak statistimgigance. The analyses of governance
effects on future flows show that reputations @& bioard of directors, represented by the
average disinterested director outside directossiggnificantly attract new investments.
Such effects of board reputations on future flomgpass the effects of advertising. This
evidence partially supports the main hypothesisval as gives rise to an additional
assessment criterion for the main hypothesis. Thatdirector reputations must be
positively associated with future returns in or¢erfully accept that governance of the
advertised funds is effective.

The analyses of governance effects on future retwimow that governance
attributes are related to future returns. Charesties of boards of directors that
contribute to good performance are low percentdgismterested directors, low director
compensation and highly reputable disinteresteectbrs. This result supports the view
that director compensation adversely contributetita performance. Even though the
boards of directors of advertised funds appear dpture economics rents through
compensation and allow mutual funds to deliver éasing future returns with respect to
director compensation, investors do not increaginigvest in the advertised funds of

highly compensated directors. The evidence fromegmance and future returns analyses,
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in conjunction with that of governance and futulens analyses, validates the main
hypothesis.

The positive relation between director credentaatsl future returns and flows
also offer additional interpretations as to mutiidd advertising and investors. The
evidence suggests that mutual funds cannot sinygioe investors through advertising.
Rather, investors choose to invest in mutual fusfdsighly reputable boards of directors
for both advertised and non-advertised funds bxgshmore in the advertised funds than
in the non-advertised funds. As a result, mutualdfu that advertise attract new
investments the most when they have highly crelditdlvectors. The director credentials
are also positively associated with future returf®llowing from the analyses,
advertisingper se does not signal superior future performance in gamson with the
control group funds. However, credentials of thards inherent in the advertised funds
attract new investments as well as contribute tar&uperformance. Hence, governance
quality proxied by board credentials signals thedygovernance. The investors respond
to this signal positively and are able to captuoed performance in the subsequent
periods. The results also suggest that the bodrdshertised funds do not allow fund
managers to exploit investors and are effectivmamitoring fund performance. Investors

are able to reduce search cost by investing imdvertised funds of good governance.
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Tablel. Summary Statistics

Control group observations are funds within fougheir and four lower ranking of; R»,.1 for each advertised fund.
Additionally, the control observations must notueler management of any advertised funds famitiethe sample
and have not advertised during the sample periadirsg from January 2003 to June 2006. Flow isdated as

1
followings: Flow g1 = 2 Flow; , ; where, Flow, = TNAo — [TNA;_1 X (1+R 0)]. Ri-1210-1is fundi’s compound return
t=0 '

-1
from month -12 to month -1; i.e.,; Rw1= [1 L+ R ;) —1. TNA, is total net assets, reported by CRSP, of fund
t=-12 '

as of the end of funds first month of advertising appearance. LnTNAHs natural logarithm of TNA

Advertised Funds Matched Funds
Variables [N =115] [N =892]
Mean
[Median]

TNA ¢ 3045.25 419.56
[1106.10] [61.10]

LnTNA 6.65 4.16
[7.01] [4.11]

R 1211 0.1490 0.1483
[0.1525] [0.1479]

Flow oto11 74.36 43.70
[-0.45] [0.74]

R 2411 0.1591 0.1234
[0.1238] [0.0976]

Flow o0z 189.20 65.16
[0.46] [-0.10]
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Table 2: Correlation Matrix of Advertising Dummy and Governance Variables and
Summary Statistics

Average disinterested director’'s directorships hie summation of outside directorships held by d#interested

directors divided by the number of disintereste@atdrs. Average disinterested director compensasi@ summation
of total compensation from a fund family divided Hye number of disinterested directors. Then, thisrage

compensation is scaled by 10,000. Share ownerstgpah director takes value of 0 to 4 following teported ranges
of $0; $1 to $10,000; $10,001 to $50,000; $50,001$100,000; and more than $100,001. Then, averhgees
ownership is the summation of such value dividedhgynumber of directors. Percentage of disintecedirectors is
the number of disinterested directors divided ky tkmber of all directors. ***, ** and * denoteggiificant level of

1%, 5% and 10% respectively.

Panel A: Correlation Matrix
Average
L 'A_verage Disinterested Average Percentage of
Advertising Disinterested } The Number -
p Director Share ) Disinterested
. Dummy Director ) ) of Directors ]
Variables . . Compensation Ownership Directors
Directorships .
+ 10,000
Correlation Coefficient
[ p-value under Hy: Rho = 0]
Advertising Dummy 1
Average Disinterested Director 0.33379 1
Directorships
[<.0001]
Average Disinterested Director 0.35311 0.4254 1
Compensation + 10,000
[<.0001] [<.0001]
Average Share Ownership 0.10882 -0.00425 -0.11803 1
[0.0006] [0.8932] [0.0002]
The Number of Directors 0.17646 0.29274 0.46181 -0.03207 1
[<.0001] [<.0001] [<.0001] [0.3107]
Percentage of Disinterested 0.0932 0.17992 0.36699 -0.14852 0.00734 1
Directors
[0.0032] [<.0001] [<.0001] [<.0001] [0.8166]
Panel B: Summary Statistics
Sample Mean
[Median]
All Funds N/A 1.0796 8.5185 0.8469 7.8721 0.7801
[N =1,000] N/A [0.8889] [7.6393] [0.5000] [8.0000] [0.7778]
Advertised Funds N/A 1.9090 14,7831 1.1368 9.1217 0.8089
[N =115] N/A [1.7500] [15.2207] [1.0000] [9.0000] [0.8000]
Non-Advertised Funds N/A 0.9720 7.7054 0.8093 7.7099 0.7763
[N = 885] N/A [0.8333] [7.2120] [0.5000] [8.0000] [0.7778]
t-test of Mean Difference 9.90*** 9.47*** 3.46*** 5.67*** 3.36***
[Advertised — Non-Advertised]
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Table 3. Post-advertising Raw and Adjusted Returns

Raw returns are fund returns compounded over mioiathmonth T. Jensen’s alpha is the intercept f@APM model
estimated over monthto month T. Three-factor alpha is the interceptrirBama and French’s (1993) three-factor
model estimated over montho month Tj.e., Ry — Rt =o; + B1,i (Rit — Rn + B2i SMB; + B3 HML ; + ¢, Four-factor
alpha is the intercept from four-factor model, disd in Carhart (1997), estimated over month month T, i.e., R

— Ryt =0; + Bri (Rit — Rny + B2 SMB; + B3 HML ; + B, UMD, +¢;; . Market adjusted returns are fuiisl returns
compound monthly over monthto month T minus S&P500 returns compound monthlgrahe same period. EW
objective adjusted returns are fuiisl returns compound monthly over morttho month T minus equally-weighted
average returns of all funds in Lipper objectivele®f fundi compound monthly over the same period. VW objectiv
adjusted returns are fums returns compound monthly over montto month T minus value-weighted average returns
of all funds in Lipper objective code of fundompound monthly over the same peridestatistics for each sample are
for the null hypothesis that the mean is equaleimzTests of mean different are under the nulbliygsis that means
from the two samples are equal. The tests of méd&reht are for advertised fund returns minus ooinfund returns
and t-statistics are reported for resulting equaiit variance for each return measures. Panel Apamgl B report

return measures for one- and two- year window, aetsely. ***, ** and * denote significant levelfal%, 5% and
10% respectively.

Panel A: Month 0 to Month 11
t-statistics of Advertised Funds [N =115] Matched Funds [N = 892]
Adjusted Returns _mean Mean t-statistics Minimum Mean t-statistics Minimum
difference
test [Median] [ Maximum] [Median] [ Maximum]
Raw Returns oo11 0.40 0.15725 16.13*** -0.01177 0.15299  36.68*** -0.24120
[0.13353] [0.45774] 0.12537 [0.83146]
Jensen's Alphayo11 0.47 -0.00154 -4,01%* -0.01037 -0.00173 -10.50%*** -0.02756
[-0.00137] [0.00985] -0.00144 [0.02248]
Three-Factor Alpha,gio11 0.32 -0.00118 -2.92%xx -0.01367 -0.00132 -8.73%* -0.01758
[-0.00080] [0.00900] -0.00136 [0.01873]
Four-Factor Alpha oto11 0.14 -0.00095 -2.23%* -0.01687 -0.00102  -6.43%* -0.02782
[-0.00099] [0.00989] -0.00122 [0.02225]
Market Adjusted Returns oo11 0.77 -0.01534 -2.91%*x -0.17683 -0.01982  -8.26*** -0.57247
[-0.01962] [0.12647] -0.02186 [0.39303]
EW Objective Adjusted 0.79 0.00142 0.30 -0.13418 -0.00264 -1.24 -0.57449
ReturnSot11 [-0.00100] [0.13038] -0.00328 [0.33490]
VW Objective Adjusted 0.79 -0.00265 -0.58 -0.1294p -0.00661 -3.12%** -0.55390
Returnsoro11 [-0.00667] [0.12323] -0.00890 [0.35548]
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Table 3. (continued) Post-advertising Raw and Adjusd Returns

Panel B: Month 0 to Month 23
t-statistics of Advertised Funds [N =115] Matched Funds [N = 892]
Adjusted Returns _mean Mean t-statistics Minimum Mean t-statistics Minimum
difference
test [Median] [ Maximum] [Median] [ Maximum]
Raw Returnsoie: 0.47 0.28509  20.79*** -0.07441 0.27749  50.15*** -0.31900
[0.26244] [0.90459] 0.24972 [1.62230]
Jensen's Alphayioo: 0.32 -0.00110 -3.47%xx -0.01064 -0.00121 -10.68*** -0.01698
[-0.00091] [0.01207] -0.00089 [0.02565]
Three-Factor Alpha,gioz: 0.32 -0.00059 -2.14** -0.00813 -0.00069 -6.77xxx -0.01584
[-0.00068] [0.01187] -0.00081 [0.02288]
Four-Factor Alpha ooz 0.28 -0.00058 -2.09%* -0.00796 -0.00066  -6.43%* -0.01620
[-0.00062] [0.01130] -0.00091 [0.02122]
Market Adjusted Returns o2z 0.86 -0.02152 -2.20** -0.25599 -0.03057  -7.70*** -0.82347
[-0.03436] [0.40012] -0.03850 [1.11783]
EW Objective Adjusted 0.95 0.01450 1.74* -0.16960 0.00591 1.66* -0.80775
Returnsoroz: [-0.00636] [0.31836] 0.00247 [1.13355]
VW Objective Adjusted 0.96 0.00556 0.67 -0.1684} -0.00304 -0.85 -0.77425
Returnsoz: [-0.00548] [0.30923] -0.01050 [1.16705]
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Table 4. Regression Analyses of Future Flow

Control group observations are funds within fougher and four lower ranking of; R»,.1 for each advertised fund.
Additionally, the control observations must notueler management of any advertised funds famitiethe sample
and have not advertised during the sample periadirsg from January 2003 to June 2006. Dependetihias are;

1
Flowi,gio11 = 2 Flow; , and Flow; = TNA;; — [TNA;.1 x (1+R,)]. Flow as an independent variable is calculated i
t=0 '

similar fashion as Flow,1;. Monthly returns include dividend reinvestment avd net of expenses as reported by
-1

CRSP. R.15-118 fundi’s compound return from month -12 to month -1; isafR, .1z01= [1 @+ R ;) —1. Other
t=-12 '

return measures over certain periods are calculatedsimilar fashion as Refy,... Ads is dummy variable taking
value of unity for the advertised funds and zeteowise. LnTNA is the natural logarithm of TNNAPanel A and panel
B report the regression analyses for one- and year window, respectively. T-statistics are in péneses underneath
the corresponding parameter estimates. *** ** dngknote significant level of 1%, 5% and 10% retjpely.

Panel A: Year +/- 1 Panel B: Year +/- 2
Dependent Variables
Flow,oto11 Flow otp:
Regressions 1 2 3 4
Variables
Intercept -6.3317 1.7459 -15.2045 8.51493
(-0.37) (0.10) (-0.35) (0.19)
Ads 47.7689 103.7835 211.9355 279.8130
(2.00)** (3.54)*** (3.31)*** (3.85)***
LnTNA 6.4188 2.3381 6.44032 -2.0870
(1.83)* (0.66) (0.68) (-0.22)
Flow, 121 0.8084 0.9156
(37.49)*** (32.08)***
R 1211 -63.9097 -33.2201
(-1.77y* (-0.88)
Flow _p4tc-1 0.6843 0.8228
(21.59)*** (17.01)***
R 2atc1 73.3789 95.6716
(1.02) (1.25)
Ads x FIOW. 111 -0.2363
(-5.50)***
Ads x R_12c1 -278.7969
(-2.47)**
Ads x Flow_p4tc-1 -0.2459
(-3.82)*+
Ads x R p41c1 -302.6759
(-1.41)
F-Value 366.17 258.91 121.32 84.79
Adjusted R-Square 0.5912 0.6060 0.3236 0.3332
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Table 5. Effects of Governance on Future Flow

Director share ownership takes value of 0 to Sofeihg the steps of fund holding reported in the $AThe average
disinterested director compensation is scaled ify0RD. The average disinterested director direlipssis carried out
from director brief biography reported in the SAThe numbers of directors on board and percentigifitérested
directors on board represent structure of the boadirectors. The regressions also include intesacof advertising
dummy and the governance variables so as to sepgwaernance effects on fund flow for advertised&ifrom non-
advertised funds. Ads is dummy variable taking gabf unity for advertised funds and zero otherwisk.other
variables are as aforementioned. Panel A and gameport the regression analyses for one- and ywar windows,
respectively. T-statistics are in parentheses ungdgh the corresponding parameter estimates. **ahd * denote
significant level of 1%, 5% and 10% respectively.

Panel A: Year +/- 1 Panel B: Year +/- 2
Dependent Variables
Flow oto11 Flow otz
Regressions 1 2 3 4
Variables
Intercept 57.2390 40.7639 228.2336 216.1560
(0.94) (0.65) (1.41) (1.30)
Advertising Dummy 29.1291 133.3911 154.1475 -102.3642
(1.15) (0.42) (2.27)** (-0.12)
Average Director Share Ownership -10.6333 -12.9036| -43.4627 -41.4760
(-1.35) (-1.57) (-2.06)** (-1.88)*
Average Disinterested Director Compensation + 10,@0 0.2322 -1.0106 -2.1648 -2.7403
(0.15) (-0.61) (-0.54) (-0.62)
Average Disinterested Director Outside Directorshig 22.7818 14.5160 93.2774 73.9336
(2.53)** (1.53) (3.89)** (2.92)**
The Number of Directors on Board 1.0394 0.7117 1.5633 -3.3229
(0.32) (0.21) (0.18) (-0.37)
Percent of Disinterested Directors on Board -114.5136 -64.2440 -402.6121 -306.2124
(-1.63) (-0.87) (-2.14)** (-1.55)
LNnTNA 6.8515 6.7311 10.2396 9.0291
(1.80)* (L.77)* (1.01) (0.89)
Flow .12tc1 0.8041 0.8024
(37.14)**= (36.52)***
R 121 -60.5082 -60.5439
(-1.65)* (-1.65)*
Flow, 4tc-1 0.6797 0.6690
(21.49)*** (20.83)***
R, 241 94,9151 113.1128
(1.31) (1.55)
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Ads x Average Director Share Ownership 17.3276 -45.5292
(0.64) (-0.63)
Ads x Average Disinterested Director Compensation 0,000 2.6605 -10.6112
(0.60) (-0.9)
Ads x Average Disinterested Director Outside Direarships 61.0556 152.7986
(1.82) (1.72)*
Ads x The Number of Directors on Board -3.5892 40.7758
(-0.27) (1.15)
Ads x Percent of Disinterested Directors on Board -285.2748 -213.2140
(-0.89) (-0.25)
F-Value 164.12 106.70 57.16 37.53
Adjusted R-Square 0.5948 0.5968 0.3357 0.3384
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Table 6. Effects of Governance on Future Returns

Director share ownership takes value of 0 to Sofeihg the steps of fund holding reported in the $AThe average
disinterested director compensation is scaled ify0RD. The average disinterested director direlipssis carried out
from director brief biography reported in the SAThe numbers of directors on board and percentigifitérested
directors on board represent structure of the boadirectors. The regressions also include intesacof advertising
dummy and the governance variables so as to sepgoatrnance effects on future returns for adwtfsinds from
non-advertised funds. Ads is dummy variable takiafyie of unity for advertised funds and zero othisewAll other
variables are as aforementioned. Panel A and gameport the regression analyses for one- and ywar windows,
respectively. T-statistics are in parentheses ungdgh the corresponding parameter estimates. **ahd * denote

significant level of 1%, 5% and 10% respectively.

Panel A: Year +/- 1

Panel B: Year +/- 2

Dependent Variables

R o011 R ooz
Regressions 1 2 3 4
Variables
Intercept 0.2775 0.2866 0.4069 0.4279
(11.39)*** (11.47)*** (9.42)*** (9.64)***
Advertising Dummy 0.0096 -0.0086 0.0235 -0.0969
(0.94) (-0.07) (1.30) (-0.42)
Average Director Share Ownership -0.0002 -0.0006 0.0012 0.0001
(-0.06) (-0.17) (0.20) (0.02)
Average Disinterested Director Compensation + 10,@0 -0.0005 0.0002 -0.0021 -0.0008
(-0.77) (0.26) (-1.95)* (-0.68)
Average Disinterested Director Outside Directorshig 0.0079 0.0089 0.0153 0.0168
(2.19)** (2.34)** (2.40)** (2.49)**
The Number of Directors on Board -0.0017 -0.0016 -0.0022 -0.0022
(-1.33) (-1.14) (-0.97) (-0.9)
Percent of Disinterested Directors on Board -0.0589 -0.0796 -0.1168 -0.1568
(-2.09)** (-2.68)*** (-2.33)** (-2.98)***
LnTNA -0.0017 -0.0017 -0.0014 -0.0016
(-1.09) (-1.12) (-0.52) (-0.60)
Flow .11 + 1,000 0.0164 0.0176
(1.89)* (2.00)**
R, 1211 -0.4255 -0.4237
(-28.97)*** (-28.81)***
Flow, 4.1 + 1,000 0.0067 0.0081
(0.79) (0.94)
R, 2411 -0.1271 -0.1267
(-6.60)*** (-6.54)***
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Ads x Average Director Share Ownership 0.0079 0.0193
0.73) (1.00)
Ads x Average Disinterested Director Compensation 0,000 -0.0032 -0.0069
(-1.81)* (-2.21)**
Ads x Average Disinterested Director Outside Direarships 0.0066 0.0160
(0.49) (0.67)
Ads x The Number of Directors on Board -0.0026 -0.0015
(-0.49) (-0.16)
Ads x Percent of Disinterested Directors on Board 0.0779 0.2178
(0.61) (0.96)
F-Value 97.99 63.79 8.21 6.02
Adjusted R-Square 0.4661 0.4678 0.0609 0.0656
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