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cores of books tell investors how to choose a mutual fund. Dozens more

feature famous fund managers recounting their investment glories. A
handful of texts even offer thoughts on how to reform and improve the
fund industry. But there’s no other book that gives readers such a thorough
overview of how the fund industry operates, its evolution, its regulation,
and what makes it tick. If you want to truly understand today’s mutual fund
industry, there’s no finer text than the one in your hands.

Mutual funds have become the investment vehicle of choice for investors
around the world, and with good reason. No other investment offers the
same level of convenience and diversification at such an affordable price.
Funds revolutionized and democratized the investment landscape. Yet the
industry itself goes largely unexamined. Small investment partnerships and
family businesses have morphed into global financial powerhouses seem-
ingly overnight, dramatically altering the investment landscape, yet few fully
understand the fund industry’s structure, its distribution methods, and its
back-office workings.

If you are one of the millions of fund investors and you want to know
how your money is processed and managed, not just which funds had the
highest return, this book is for you. Similarly, if you work for a fund com-
pany, are involved in fund distribution, or work perhaps as an independent
director for a fund, this text has much to offer. If you are an auditor, lawyer,
or custodian or work for one of the many data services companies involved
with the fund industry, this text will be invaluable. Moreover, journalists,
policymakers, and professors following the industry and its transformational
role in capital markets will find this text an indispensable reference.

Of course, all that I’ve said here applies to the earlier editions of this
text as well. What makes this third edition special? For one, it features much
more coverage of funds outside the United States and much more material
on other types of pooled investments, such as hedge funds, exchange-traded
funds, and separate accounts. But I’d argue that the most significant upgrade
is the involvement of Theresa Hamacher, one of the sharpest and classiest
people T know in the industry. Terry perfectly complements Bob Pozen’s



X FOREWORD

considerable expertise to form a dream duo to guide readers through the
world of funds.

I first met Terry when she ran a top-performing convertible-bond fund
back in the 1980s. Convertibles are an odd niche of the financial world
that demands expertise in both equity and fixed-income management. Terry
brought not only formidable intelligence but great creativity to the task,
and her fund delivered fine results to sharcholders. Her hands-on exper-
tise in portfolio management shines through in the investment-management
sections of the text. Terry went on to even greater successes, first in man-
aging other investment professionals, and more recently in heading NICSA,
the National Investment Company Service Association, which is the orga-
nization of service providers to the fund industry, where she’s fought for
ever-higher professional standards. No one knows portfolio management
and back-office operations like Terry. As importantly, Terry brings an edu-
cator’s touch that translates arcane information into easily understood and
readily assimilated insights. She’s an ace.

Bob Pozen is similarly impressive. My defining memory of Bob came
from the late 1990s when Bob headed up Fidelity’s asset management arm.
The scene was an industry conference devoted to how the Internet would
change everything. The conference was abuzz with New Economy fever,
and rival fund executives boasted of money pouring into their recently
launched Internet-themed investment funds. Against this background, Bob
was asked when Fidelity would launch its Internet fund; after all, Fidelity
was a leader in sector funds and already had funds investing in such special-
ties as air transportation and property and casualty insurance. Bob’s answer
shocked the audience. He said Fidelity wouldn’t be launching an Internet
fund at that time because he didn’t want to take the calls in five years from
investors who had bought the fund in the midst of the current euphoria. To
me, Bob’s sentiment embodied the notion of stewardship over salesmanship.
While many of his peers were eager to push what was then easy to sell, Bob
recognized that the most valuable asset of any fund manager is its reputation
and that short-term gains that come at the cost of long-term reputational
damage aren’t worth taking.

Coupled with his deep-seated commitment to stewardship, Bob’s ex-
pertise in the legal aspects of fund management and his passion for public
policy fully round out this book’s impressive parentage. Like Terry, Bob has
continued to flourish in the industry, moving on from Fidelity to guide the
venerable MFS organization back to its historic position of industry leader-
ship. He stands today as one of the industry’s most revered statesmen. His
insights help shape financial regulation, and he’s a thought leader in the de-
bate surrounding retirement-planning issues. With this text, he generously
gives back to the industry in which he’s enjoyed such success, sharing a
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lifetime of accumulated wisdom with future industry leaders. Just as veteran
stock fund managers prize their tattered copies of Ben Graham and David
Dodd’s Security Analysis, coming generations of fund industry leaders will
cling to this essential text. It’s that good and that important a book.

DoN PHILLIPS
Managing Director,
Morningstar, Inc.



utual funds play an integral role in daily life. In 2009, more than 87

million Americans invested their money through mutual funds, using
them as vehicles to save for such important life goals as the purchase of
a home, a child’s college education or a comfortable retirement.! Many
businesses rely on money market mutual funds for help in managing their
cash balances. And mutual funds are an increasingly popular savings vehicle
in Europe, Asia, and other regions of the world.

In the United States alone, more than 157,000 individuals worked
directly for fund management companies—among them call center repre-
sentatives and credit analysts, wholesalers, and portfolio managers. Firms
providing critical support to funds—including audit, custody, legal, and
technology services—employed hundreds of thousands more. Yet these jobs
in the United States represent only a fraction of worldwide employment in
the fund industry.

It’s a highly complex industry, offering more than 7,600 funds with dif-
ferent investment objectives and approaches to consumers through multiple
distribution channels—through intermediaries, direct sales, and retirement
plans. It’s governed by detailed laws and regulations that are continually
evolving.

The Fund Industry explains how this industry works in practice. We
examine how mutual funds are structured and discuss the key laws and
regulations governing their operations. We go behind the scenes at fund
management companies to explain how they select investments for fund
portfolios, sell fund shares around the globe, and provide service to
fund shareholders.

We wrote this book for anyone who’s unfamiliar with the mutual fund
industry but would like to know more. All we ask is that readers understand
key economic and tax terms such as interest rates and capital gains; knowl-
edge of basic investment concepts—such as the difference between stocks
and bonds—is helpful, but not required. We explain the jargon and try to
assemble the various components of the fund industry into a coherent whole.
Callout boxes highlight key definitions and recent controversy or give you a
feel for what it’s like to work for a fund management company.
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This book doesn’t just update the second edition of Bob Pozen’s The
Mutual Fund Business—it adds much new material to address the tremen-
dous changes in the industry in the eight years since that book was published.
Among the enhancements are:

® A revised first section explaining how investors can research and evalu-
ate funds to find the ones that fit with their preferred asset allocation

® A separate chapter on money market funds, a category that has received
much more attention as a result of the credit crisis of 2008

= A completely revised chapter on securities trading, reviewing the tremen-
dous growth in virtual exchanges and automated trading

» A chapter on exchange-traded funds and hedge funds, investment vehi-
cles that have soared in popularity recently ‘

® Two additional chapters on the global fund industry, summarizing
trends in asset gathering outside the United States

Despite these additions, this book has fewer pages than its prede-
cessor because we’ve established a companion web site for the book at
www.wiley.com/go/fundindustry. Rather than including supplementary ma-
terials in an appendix to each chapter, we’ve posted them online; you’ll see
references to these materials throughout the text. There’s a special section
of this web site for teachers; it contains review and discussion questions and
suggestions for readings and case studies.

One area that we wished we could have covered in greater detail was
derivatives, but space was simply too short to do justice to this complex
topic. Instead, we’ve just made brief mention of their impact on mutual
funds, especially during the credit crisis of 2008. The web site provides a
list of reference materials if you’d like some background reading. Another
omission: a glossary—in this case without regrets—since it’s now so easy to
look up definitions online. One of our favorite sources for basic financial
information is Investopedia.

This book is divided into five sections:

1. Section I: An Investor’s Guide to Mutual Funds looks at funds from an
investor’s perspective. We review the advantages and disadvantages of
mutual funds, explain how they operate, and discuss how investors can
gather information about potential fund investments. We also explore
the different categories of mutual funds and review how investors might
choose funds within each.

2. Section II: Mutual Fund Portfolio Management examines how funds
manage their investments. We discuss portfolio management in stock,
bond, and money market funds and then examine how funds implement



Preface Xv

>

w

investment decisions through trading. We conclude with an overview of
how mutual funds exercise their responsibilities as substantial stock
investors.

. Section IlI: Selling Investment Funds reviews how mutual funds are

distributed to investors in the United States. We discuss sales through
intermediaries, directly by funds and through retirement plans, exam-
ining issues within each channel as well as those affecting all channels,
The final chapter in this section reviews the inner workings of two other
investment vehicles that have become increasingly important: exchange-
traded funds and hedge funds. ‘

Section IV: Operations and Finance explains how the fund industry
provides customer service and keeps portfolio records. We also review
the financial dynamics of mutual fund management companies, exam-
ining factors that drive their profitability, and trends in mergers and
acquisitions.

Section V: The Internationalization of Mutual Funds looks at cross-
border investing and asset gathering. We take a look at the investment
and operational issues faced by U.S. mutual funds investing outside the
United States. We examine the special challenges involved in distribut-
ing funds across the world and discuss how the European Union has
increased cross-border distribution. We end with a survey of the asset
management industry in Asia and in the Americas outside of the United
States, with a focus on China and Chile.

Supplementary materials mentioned throughout the text—plus a guide

for teachers—are available online at www.wiley.com/go/fundindustry.



e would not—and could not—have undertaken a project of this scope

without the help of experts in the disciplines that this text covers. We
want to thank the many volunteers who made this book possible.

We’d especially like to thank the contributors who put in the long hours
to draft or revise chapters. They are:

Chapter § on stock funds: Deborah H. Miller

Chapters 6 and 7 on bond and money market funds: Dwight Churchill
and Claire M. Churchill

Chapter 8 on trading: Eric Roiter

Chapter 9 on proxy voting: Matthew R. Filosa
Chapter 10 on mutual fund sales: Alexander C. Gavis
Chapter 11 on retirement plans: John Kimpel

Chapter 12 on competition: Karl-Otto Hartmann on ETFs and Michael
Pereira on hedge funds

Chapter 14 on portfolio recordkeeping and valuation: Virginia M.
Meany

Chapter 15 on fees and expenses: Maria Dwyer

Chapters 17 and 18 onm the internationalization of mutual funds:
Christopher Bohane and Robert F. Hynes, Jr.

We want to thank our dedicated group of reviewers who commented
on the draft manuscript. Their suggestions were invaluable: Carl Baldassare,
Susan Christoffersen, Larry Cranch, Dwight Churchill, Lena Goldberg,
Kathleen Miskiewicz, Betsy Pohl, Brian Reid, Craig Tyle, and Elizabeth
Watson.

Many people provided input on particular chapters: Kino Clark,
Catherine Coyne and her colleagues at NQR, Rhonda Dixon-Gunner, Mark
Fischer, Joseph C. Flaherty, Jr., Stuart E. Fross, Annelise Goldberg, Lau-
rie Gruppuso, Martin Guest, Giulia Hamacher, Van Harlow, Judy Hogan,
Brett MacLeod, Charles Muller, Betsy Palmer, Gary Palmer, Mary Podesta,



Xviii - ACKNOWLEDGMENTS

Fred Quatrocky, Richard A. Schlanger, Peggy C. Schooley, Edgar Wal-
lach, Michael Woodall and his associates at Putnam, Eric Woodbury,
the trading team at MFS (Donald M. Mykrantz, Jeff Estella, and Greg
Heller), and the trading team at Pioneer (Robert F. Gauvain and Mark
Phillips).

A special thanks to the Investment Company Institute for their help in
updating data, particularly Shaun Lutz.

Bob thanks MFS Investment Management for giving him the flexibility
of time to work on the third edition of this book.

Theresa would like to thank the NICSA staff and the NICSA board for
their support. She also thanks her mom.

But our biggest thanks go to our spouses. Without their love and pa-
tience, this book would have been completely impossible.

ROBERT POZEN
THERESA HAMACHER
November 2010



Foreword by Don Phillips Ix
Preface xiil
Acknowiedgments xvii
An investor’s Guide to Mutual Funds 1
CHAPTER 1
investing through Mutual Funds 3
Advantages and Disadvantages of Mutual Funds )
History and Growth 9
Regulators and Industry Associations 18
Chapter Summary 23
CHAPTER 2
How Mutual Funds Work 25
Buying and Selling Fund Shares 26
The Pass-Through Tax Status of Mutual Funds 29
A Virtual Corporation 31
Ethical Standards 39
Alternatives to Mutual Funds 43
Chapter Summary 49
CHAPTER 3
Researching Funds: The User Guides b1
Mutual Funds and Disclosure 51
The Summary Prospectus 56
Beyond the Summary Prospectus 63
Using the User Guides 69
Chapter Summary 71



1] CONTENTS
CHAPTER 4
Comparing Mutual Furuis 78
Delineating Your Own Investment Objectives 74
Evaluating Performance 77
The Taxonomy of Mutual Funds 83
Chapter Summary 99
Mutual Fund Portfolio Management 101
CHAPTER b
Portiolio Management of Stock Funds 103
Stock Research 104
Putting It All Together: Managing a Stock Fund 117
Chapter Summary 130
GHAPTER 6
Portfolic Management of Bond Funds 138
Bond Fund Holdings 133
Putting It All Together: Managing a Bond Fund 145
Chapter Summary 153
APPENDIX TO CHAPTER 6
Bond Basics 165
Defining Characteristics of Bonds 156
Key Analytical Measures 160
Risks of Bond Investments 164
GHAPTER 7
Portfolio Management of Money Market Funds 169
How—Exactly—the $1.00 NAV Works 170
Money Market Fund Holdings 175
Putting It All Together: Managing a Money Market Fund 181
Money Market Funds and the Financial System 184
Chapter Summary . 187
CHAPTER 8
implementing Portfolio Decisions: Buying and Selling investments 189
The Importance of Trading 190

The Evolution of the U.S. Stock Markets

191



Contents ¥
The Role of the Mutual Fund Trader 201
Trading in Bond Funds 210
Chapter Summary 212

CHAPTER 3

Mutual Funils as institutional Investors 215
Mutual Funds as Stockholders and the Proxy Voting Process 216
Proxy Voting by Mutual Funds 220
Activism and Mutual Funds 224
Mutual Funds and Social Change 232
Proxy Voting Outside the United States 234
Chapter Summary 236

Selling Investment Funds 239

CHAPTER 10

Retall Sales rLy
What Sells Mutual Funds? 241
The Intermediary Channel 243
The Direct Channel: No-Load Firms and Fund Supermarkets 260
Cross-Channel Trends 264
Chapter Summary 271

CHAPTRR 11

Retirement Plans and Mutual Funds 273
The Tax Benefits of Qualified Retirement Plans 274
401(k) Plans 278
Individual Retirement Accounts 293
The Future of Retirement Planning in the United States 298
Chapter Summary 302

CHAPTER 12

The Competition from Exchange-Traded Funds and Hedge Funds 305
Exchange-Traded Funds 305
Hedge Funds 319
Chapter Summary 333



vi CONTENTS

Operations and Finance 335
CHAPTER 13 ‘
Customer Service 337
The Role of the Transfer Agent 337
Technology and Shareholder Servicing 349
Transfer Agents as an Industry 354
Chapter Summary ' 361
CHAPTER 14
Portfolic Recordkeeping and Valuation 363
A Day in the Life of the Fund Accountant 364
Valuation of Portfolio Holdings 370
Keeping Track of Portfolio Securities: The Custodian 376
A Critical Link: Investment Operations 379
Behind the Scenes: The Independent Auditor 384
Chapter Summary 388
CHAPTER 15
The Financial Dynamics of the Fund Management ndustry 391
Expenses for Fund Investors : 392
Management Fee Revenue: The Debate 398
Mergers and Acquisitions Involving Fund Sponsors 408
Chapter Summary 416

SECTION.HY]

The Internationalization of Mutual Funds 19
CHAPTER 18
Cross-Border Investing a2
The Growth in Cross-Border Investing 421
Advantages and Risks of Investing Overseas 426
Operational Challenges of Investing Overseas 431
Putting It All Together: Managing a Global or
International Fund 435

Chapter Summary 442



Contents

CHAPTER 17
Cross-Border Asset Gathering
The Global Market for Investment Funds
Models for a Global Fund Business
The UCITS Model
European Pension Pooling
Chapter Summary

CHAPTER 18
The Market for investment Funds: Beyond the United States

and Europe
Asia
The Americas ex U.S.
Chapter Summary

Notes
About the Authors

index

444
450
456
463
469

amn
472
487
495
497
015

817



An Investor's Guide
to Mutual Funds

M utual funds are designed to make life easier for investors. Funds give
savers of even modest means access to top-quality investment man-
agement combined with a high level of convenience and service, all at a
reasonable price.

Since the mission of funds is to serve investors, we start this book by
taking a look at mutual funds from an investor’s perspective. We give an
overview of mutual funds by focusing on four critical questions:

1. Why invest through mutual funds?

2. How do mutual funds work?

3. How do investors research a potential mutual fund purchase?
4. How do investors choose a mutual fund that’s right for them?

This section has four chapters:

Chapter 1 provides an introduction to investing through mutual funds.
It reviews their advantages and disadvantages, summarizes their
history, and discusses how they are used by investors today. It con-
cludes by providing an overview of the entities that work to ensure
that funds meet their obligations to investors: the government reg-
ulators and the industry associations.

Chapter 2 describes the basic structure and operations of a mutual fund.
It begins with a discussion of two key fund features: daily liquidity at



