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2020 Facts at a Glance

Total worldwide assets invested in regulated open-end funds:* $63.1 trillion

Europe Asia-Pacific Rest of the world

$21.8 trillion

United States
$3.2 trillion

$29.3 trillion $8.8 trillion

US-registered investment company total net assets: $29.7 trillion

Unit investment

Mutual Exchange-traded Closed-end
funds funds funds trusts
$23.9 trillion $5.4 trillion $279 billion $78 billion

US-registered investment companies’ share of:

US Treasury and
US municipal ~ Commercial

US corporate  US and foreign government agency
equity corporate bonds securities securities paper
30% 23% 15% 29% 22%
US household ownership of US-registered funds
Number of Number of Percentage of Median mutual Median
households individuals households fund assets of number of
owning owning owning mutual fund-owning  mutual funds
funds funds funds households owned
47.4% $126,700 4

60.9 million 106.3 million

US retirement market

DC plan and IRA assets

Total retirement Percentage of households with
market assets tax-advantaged retirement savings invested in mutual funds
64% $11.1 trillion

$34.9 trillion

* Regulated open-end funds include mutual funds, exchange-traded funds (ETFs), and institutional funds.
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Letter from the
Chief Economist

2020. What a year. I'm writing this letter sitting in my basement, which has served as my office
this past year. It's March 15, 2021, almost one year to the day from March 13, 2020, when vast
swathes of the US economy began shutting down because of the COVID-19 pandemic. How
things have changed from that fateful Friday the 13th!

Delivering in Extraordinary Circumstances

Some things, of course, remain much the same. Throughout this challenging period, ICl's
Research Department—as with all ICI departments—maintained its intense focus on
supporting registered investment companies and the more than 105 million shareholders

they serve. As the crisis unfolded, market participants rightly became deeply concerned—and
highly uncertain—about the effects of the economywide shutdown on businesses, households,
and governments. In this environment, all types of investors around the world scrambled to
raise cash, a development that quickly morphed into a liquidity crisis. During this time, ICI
Research worked tirelessly to provide critical perspective and data to policymakers to help

them navigate and respond to the rapidly moving events.



Providing Important Analysis to the Discourse of Funds’
Experiences During the Crisis

As the financial markets began to settle, we turned to providing more in-depth analyses of funds’
experiences during March 2020, in no small part to help ensure that emerging narratives were
based on facts, not supposition. For example, in late May, | was invited to present a detailed
analysis to the Securities and Exchange Commission’s Asset Management Advisory Committee
on funds’ experiences in March. In addition, under the guidance and assistance of senior

leaders from throughout the fund industry, ICl published the Report of the COVID-19 Market
Impact Working Group—a series of papers discussing developments in the spring of 2020 in
the financial markets broadly, as well as in ETFs, money market funds, and UCITS. We also
produced a series of blog posts discussing the experiences of bond mutual funds in March 2020.
The preface in this year's Fact Book summarizes some of that work and provides a link to the full

suite of COVID-19 papers and blog posts.

The key theme of this work is that the March 2020 turmoil was driven not by the actions of
individual market participants or market sectors, but by uncertainty about how the virus and the
shuttering of world economies would play out.

In light of the COVID-19 turmoil, regulators are now pondering reforms for many sectors of the
financial markets, including ours. As they do so, they must keep the true drivers of the March
2020 turmoil at the forefront of their minds, and must remain cognizant of the benefits reqgulated
funds provide to the world’s economies. Funds are an important source of financing—to
businesses, consumers, and governments at all levels—and a chief way that tens of millions of

investors save for long-term goals.

ICl Research’s Solid Foundation

All of this extraordinary work over the past year is built on the solid foundation IClI Research
has built over decades, which is also reflected in the data and analysis we offer throughout the
entire Fact Book.

For example, Fact Book chapters 1 to 6 provide detail on the remarkable range of products our
industry has created to help investors save for their goals, on how our industry is evolving (both
in the United States and in other jurisdictions) to meet investors’ changing demands, and on
the substantial declines in fund fees Main Street investors incur to gain exposure to stocks and
bonds through pooled, professionally managed funds. The many figures, tables, and analyses

you will find here reflect the efforts of Shelly Antoniewicz and her staff.


https://www.sec.gov/files/ici-fund-flows-covid-19.pdf
https://www.sec.gov/files/ici-fund-flows-covid-19.pdf
https://www.ici.org/viewpoints/20_view_covidrpt1
https://www.ici.org/viewpoints/20_view_covidrpt1
https://www.ici.org/covid19

Fact Book chapters 7 and 8 provide considerable detail, derived from ICl surveys and data
collections, about the tens of millions of US households that use funds to save for their goals and
how funds support them as they save for retirement and education. These data are collected

by Sarah Holden and her staff, and are a key feature of ICl’s efforts to foster and reinforce the
reputation of funds before policymakers, the media, and other stakeholders. As just one example,
in the past year, a range of commentators voiced concerns that retirement savers were pulling
back from 401(k) plans because of challenges related to COVID-19. Evidence provided by ICI
Research, however, consistently demonstrated throughout the year that retirement savers were

staying the course.

The Fact Book also contains a wealth of information in the data tables, which immediately follow
chapter 8. These summary tables, and the more detailed data underlying them, provide the
backbone of ICI Research’s ability to accurately depict trends in the fund industry and to use
facts to correct misimpressions or misinterpretations about the role and importance of funds

to the US economy. The updated data tables are the culmination of a year’'s worth of work by
Judy Steenstra and her staff.

In sum, on behalf of the entire Research Department, | hope you will find our 61st Fact Book as
helpful and enlightening as ever. And for those of you who want the printed version of the book, it

will be available later this summer.

Thank you, best wishes, and | hope that we in ICI Research will be able to see many of you—in

person—in the coming year.

P

Sean Collins
ICI Chief Economist
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ICl Research Staff and Publications
ICl Senior Research Staff

Chief Economist

Sean Collins leads the Institute’s Research Department. He oversees
statistical collections and research on US and global funds, financial markets,
the US retirement market, financial stability, and investor demographics.
Before joining ICl in 2000, Collins worked at the US Federal Reserve Board

of Governors and the Reserve Bank of New Zealand. He is a member of the

Group of Economic Advisers (GEA) to the European Securities and Markets

Authority (ESMA). He has a PhD in economics from the University of California,

Santa Barbara, and a BA in economics from Claremont McKenna College.

Senior Director of Industry and Financial Analysis

Rochelle (Shelly) Antoniewicz leads the Institute’s research efforts on

the structure and trends of the exchange-traded fund and mutual fund
industries and on the financial markets in the United States and globally.
Before joining ICI, Antoniewicz spent 13 years at the Federal Reserve Board
of Governors. She earned a BA in management science from the University of

California, San Diego, and an MS and PhD in economics from the University

of Wisconsin—Madison.

Senior Director of Retirement and Investor Research

Sarah Holden leads the Institute’s research efforts on retirement and tax
policy and investor demographics and behavior. Holden, who joined ICl in
1999, heads efforts to track trends in household retirement saving activity
and ownership of funds as well as other investments inside and outside

retirement accounts. Before joining ICI, Holden served as an economist at

the Federal Reserve Board of Governors. She has a PhD in economics from
the University of Michigan and a BA in mathematics and economics from

Smith College.

Senior Director of Statistical Research

Judy Steenstra oversees the collection and publication of weekly, monthly,
quarterly, and annual data on open-end mutual funds, as well as data on
closed-end funds, exchange-traded funds, unit investment trusts, and the
worldwide fund industry. Steenstra joined ICl in 1987 and was appointed

director of statistical research in 2000. She has a BS in marketing from

The Pennsylvania State University.
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ICl Research Department

The ICI Research Department consists of 42 members, including economists and research analysts.
This staff collects and disseminates data for all types of registered investment companies, offering
detailed analyses of fund shareholders, the economics of investment companies, and the retirement

and education savings markets.

2020 ICI Research and Statistical Publications

IClis the primary source of analysis and statistical information on the investment company industry.
In addition to the annual Investment Company Fact Book, the Institute’'s Research Department

released 20 research and policy publications and more than 300 statistical reports in 2020.

The Investment Company Fact Book remains one of ICI Research’s most visible products. In its 61st
edition, this ICI publication continues to provide the public and policymakers with a comprehensive
summary of ICI's data and analysis. The Fact Book is available at www.icifactbook.org in both PDF
and HTML versions. The HTML version contains downloadable data for all charts and tables.

Papers

Industry and Financial Analysis
» “Trends in the Expenses and Fees of Funds, 2019,” IC/ Research Perspective, March 2020
» “The Closed-End Fund Market, 2019,” IC/ Research Perspective, May 2020

» “Ongoing Charges for UCITS in the European Union, 2019,” IC/ Research Perspective,
October 2020

Retirement and Investor Research
» “American Views on Defined Contribution Plan Saving, 2019,” IC/ Research Report, January 2020

» “Defined Contribution Plan Participants’ Activities, First Three Quarters of 2019,” IC/ Research
Report, February 2020

» “Ten Important Facts About 401(k) Plans,” March 2020

» “What US Households Consider When They Select Mutual Funds, 2019, /C/ Research Perspective,
April 2020

» The BrightScope/ICI Defined Contribution Plan Profile: A Close Look at ERISA 403(b) Plans, 2016,
April 2020

» “Defined Contribution Plan Participants’ Activities, 2019,” /IC/ Research Report, April 2020

v

v

v

v

> The Myth of Under-Annuitization: Managing Income and Assets in Retirement, April 2020
» “Who Participates in Retirement Plans, 2017,” IC/ Research Perspective, May 2020

» “Defined Contribution Plan Participants’ Activities, First Quarter 2020,” IC/ Research Report,
May 2020

» “Ten Important Facts About IRAs,” May 2020

» “The Economics of Providing 401(k) Plans: Services, Fees, and Expenses, 2019,” IC/ Research
Perspective, July 2020
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» “Defined Contribution Plan Participants’ Activities, First Half 2020,” IC/ Research Report,
August 2020

» The BrightScope/ICI Defined Contribution Plan Profile: A Close Look at 401(k) Plans, 2017,
August 2020

v

» “What Does Consistent Participation in 401(k) Plans Generate? Changes in 401(k) Plan Account

Balances, 2010-2018,” ICl Research Perspective, October 2020

» “Characteristics of Mutual Fund Investors, 2020,” IC/ Research Perspective, November 2020

» “Ownership of Mutual Funds, Shareholder Sentiment, and Use of the Internet, 2020,” IC/ Research

Perspective, November 2020

v

» “Defined Contribution Plan Participants’ Activities, First Three Quarters of 2020,” IC/ Research
Report, November 2020

ICI's papers and more are available at www.ici.org/research.

Analysis and Commentary: /C/ Viewpoints

In addition to research papers, ICl staff produce analysis and commentary for the Institute’s
blog, ICI Viewpoints. Below are some examples of recent analysis by ICl staff, including a series
of posts detailing the experiences of bond funds during the COVID-19 pandemic. Please visit
www.ici.org/viewpoints to find these and more.

» Proxy Proposals Worth Supporting
» Mutual Fund Flows in the COVID-19 Crisis
» ETFs Are Passing the COVID-19 Crisis Test

v
M

IRA Investors Are Concentrated in Lower-Cost Mutual Funds

v
M

Market Turmoil and Liquidity Crunch Rooted in the COVID-19 Pandemic
Value Is in the Eye of the UCITS Holder

v
M

v
M

Bond Mutual Fund Outflows: A Measured Investor Response to a Massive Shock

» What's in a Name, Redux: For Bond Mutual Funds, “Corporate” Matters

v
M

Growth in Bond Mutual Funds: See the Whole Picture

v
M

Growth in Bond Mutual Funds: A Question of Balance
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Statistical Releases
Trends in Mutual Fund Investing

Monthly report that includes mutual fund sales, redemptions, assets, cash positions, exchange
activity, and portfolio transactions for the period by 42 investment objectives.

Estimated Long-Term Mutual Fund Flows

Weekly report that provides aggregate estimates of net new cash flows to 16 categories of equity,
hybrid, and bond mutual funds.

Estimated Exchange-Traded Fund (ETF) Net Issuance

Weekly report that provides aggregate estimates of net issuance to six categories of ETFs.

Combined Estimated Long-Term Mutual Fund Flows and ETF Net Issuance

Weekly news release and report that provides aggregate estimates of net new cash flows and net
issuance to six categories of long-term mutual funds and ETFs.

Money Market Fund Assets

Weekly report on money market fund assets by type of fund.

Monthly Taxable Money Market Fund Portfolio Data

Monthly report based on data contained in SEC Form N-MFP that provides insights into the
aggregated holdings of prime and government money market funds and the nature and maturity of
security holdings and repurchase agreements.

Retirement Market Data

Quarterly report that includes individual retirement account (IRA) and defined contribution (DC) plan
assets, mutual fund assets inside retirement accounts, and estimates of mutual fund net new cash
flows to retirement accounts by type of fund.

Mutual Fund Distributions

Quarterly report that includes paid and reinvested capital gains and paid and reinvested income
dividends of mutual funds by broad investment classification.

Institutional Mutual Fund Shareholder Data

Annual report that includes mutual fund asset information for various types of institutional

shareholders, broken out by broad investment classification.

Closed-End Fund Data

Quarterly report that includes closed-end fund assets, number of funds, issuance, redemptions,
distributions, use of leverage, and number of shareholders by investment objective.

xii 2021 INVESTMENT COMPANY FACT BOOK



Exchange-Traded Fund Data

Monthly report that includes assets, number of funds, issuance, and redemptions of ETFs by

investment objective.

Unit Investment Trust Data

Monthly report that includes the value and number of new trust deposits by type and maturity.

Worldwide Regulated Open-End Fund Data

Quarterly report that includes assets, number of funds, and net sales by broad investment

classification of funds in 46 jurisdictions worldwide.

These and other ICl statistics are available at www.ici.org/research/stats. To subscribe to ICl's

statistical releases, visit www.ici.org/pdf/stats_subs_order.pdf.
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Methods and Assumptions

The following methods, unless otherwise specified, apply to all data in this book:

» Data for US-registered investment companies only include those that report statistical
information to the Investment Company Institute. Assets of these companies are at least
98 percent of industry assets.

» Funds of funds are excluded from the data to avoid double counting.

» Dollars and percentages may not add to the totals presented because of rounding.

» Data for US-registered investment companies include exchange-traded funds that are not
registered under the Investment Company Act of 1940.

» Long-term funds include equity funds, hybrid funds, and bond funds.

Data are subject to revision. Although information or data provided by independent sources
is believed to be reliable, the Investment Company Institute is not responsible for its accuracy,
completeness, or timeliness. Opinions expressed by independent sources are not necessarily
those of the Institute. If you have questions or comments about this material, please contact

the source directly.

METHODS AND ASSUMPTIONS
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Preface

The Spread
and Impact of
COVID-19

The annual Investment Company Fact Book provides a snapshot of the regulated fund industry
over the past year. Fact Book specifically addresses major developments in the financial
markets and accompanying macroeconomic events to shed light on how they affected the
regulated fund industry—and the COVID-19 pandemic is an important backdrop to this
analysis for 2020.

The public health crisis created by the swift spread of COVID-19 in 2020 caused countries
around the world to impose social distancing and containment measures that effectively shut
down large parts of the global economy. Because this disruption to the financial markets

originated from a health crisis, not a financial one, it is helpful to discuss how it unfolded.



Spread of COVID-19

SARS-CoV-2 is a highly transmittable and pathogenic virus that emerged in Wuhan, China, in
late 2019. From early 2020 onward, the virus spread from China to other countries. Cumulative
confirmed cases of the virus increased in the second half of February in countries in the Asia-
Pacific region, including Japan and the Republic of Korea. In Korea, cumulative confirmed cases
accelerated rapidly in the second half of February, but flattened out fairly early in March, as its

government imposed quarantines and social distancing measures.

From late February to mid-March, the virus spread rapidly in Europe; first in Italy, then to other
countries such as France, Spain, Germany, and the United Kingdom. Beginning in late February,
Italy imposed an array of social distancing and containment measures, including closing
schools, restricting mass gatherings, requiring businesses to close, issuing stay-at-home orders,
recommending telecommuting, and restricting cross-border travel. Other European countries

adopted similar measures, generally by mid-March.

In the United States, cumulative cases were initially small—only 66 by the end of February—and
remained low in the first half of March. By March 22, however, the cumulative number of cases

had surged and the United States was leading the world in terms of new daily reported cases.

Measures Taken by US Authorities to Contain COVID-19

A review of how US authorities attempted to contain the virus is critical to understanding the

depth of financial market stresses in March 2020.

Like governments elsewhere in the world, US authorities reacted to the outbreak with health
mandates and social distancing measures. Such measures included imposing restrictions on
travelers arriving in the United States from certain Asia-Pacific and European countries; ordering
the closure of schools, universities, restaurants, bars, and recreational and entertainment
facilities; imposing stay-at-home orders for employees who could work from home or whose
work was not deemed essential; and prohibiting large social gatherings.

In addition, US businesses and institutions voluntarily undertook such additional measures as
prohibiting employees from engaging in foreign or domestic travel and cancelling or postponing
significant numbers of large conferences. Universities—public and private—sent students home.
Households sharply curtailed dining out and, recognizing that travel would be difficult if not

impossible, cancelled vacation plans and sought refunds from airlines and hotels.



Economic Effects of COVID-19, Health Mandates, and
Social Distancing

The effects of social distancing and mandated closures were readily apparent. The mobility of
US residents dropped precipitously in March relative to normal levels, especially in populous
coastal states. This was particularly significant because New York City, the nation’s financial hub,
closed down swiftly, bringing with it the challenge of keeping the financial system running under

new and untried work-from-home arrangements.

Health mandates imposed by governments, and the social distancing approaches voluntarily
adopted by others such as businesses and schools, effectively shut down large portions of the

US economy.

Markets anticipated—and subsequent data confirmed—that gross domestic product (GDP) and
business revenues would plummet, unemployment would skyrocket, the finances of municipalities
and households would deteriorate, and all sectors would face challenges paying their bills. But
there was vast uncertainty about what the extent of the damage would be, causing businesses,

households, and financial market participants to become extremely risk averse.

COVID-19 Cirisis vs. the 2007-2009 Global Financial Crisis
The COVID-19 crisis differs in many respects from the global financial crisis of 2007-2009. The

global financial crisis was, at its root, a financial crisis that spilled over into the real economy. The
COVID-19 crisis, in contrast, was a shock to the real economy that rebounded into financial markets.
This is key to understanding financial market developments and the experience of funds.

Effect on the Financial Markets

In response to these swift and sudden changes, financial markets, which had generally not been
affected by the earliest COVID-19 developments, began to slide. In February and March 2020, world
stock markets contracted sharply, while bond and short-term funding markets dealt with increased

demand for liquidity as investors sought to move to cash in the face of uncertainty.
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The Investment Company Institute’s analysis of the impact of

G
COVID-19 on economies, financial markets, and regulated funds REPORT OF THE COvI

was published in the Report of the COVID-19 Market Impact The Impact of COVID-19

. 0 q . on Economies and
Working Group, which includes: Financial Markets

» The Impact of COVID-19 on Economies and Financial
Markets (October 2020)

» Experiences of US Exchange-Traded Funds During the
COVID-19 Crisis (October 2020)

» Experiences of US Money Market Funds During the COVID-19
Crisis (November 2020)

» Experiences of European Markets, UCITS, and European ETFs During the COVID-19 Crisis
(December 2020)

In addition, the Institute published this series of blog posts on the experiences of US bond
mutual funds during the COVID-19 crisis.

» Bond Mutual Fund Outflows: A Measured Investor Response to a Massive Shock
(March 2021)

» What's in a Name, Redux: For Bond Mutual Funds, “Corporate” Matters (March 2021)
» Growth in Bond Mutual Funds: See the Whole Picture (March 2021)
» Growth in Bond Mutual Funds: A Question of Balance (April 2021)

All of these publications can be found on the ICI COVID-19 Resource Center.

www.ici.org/covid19
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Chapter 1

Worldwide
Regulated
Open-End Funds

Investors around the world have demonstrated strong demand for
regulated open-end funds (referred to in this chapter as requlated
funds). In the past decade, worldwide net sales of regulated funds

have totaled $16.5 trillion. This demand has been influenced by several
long-term factors as well as cyclical and macroeconomic factors. Fund
providers have responded to the increasing interest in funds by offering
more than 125,000 regulated funds, which provide a vast array of
choices for investors. In many countries, markets for regulated funds are
well-developed and highly competitive. At year-end 2020, regulated
funds had $63.1 trillion in total net assets.



Total net assets of worldwide regulated open-end
funds have grown substantially in the past decade

$63 trillion

at year-end 2020
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What Are Regulated Funds?

The International Investment Funds Association (IIFA) defines regulated funds as collective
investment pools that are substantively regulated, open-end investment funds.* Open-end funds
generally are defined as those that issue new fund shares (or units) and redeem existing shares

(or units) on demand. Such funds are typically regulated with respect to disclosure, the form of
organization (for example, as either corporations or trusts), custody of fund assets, minimum capital,
valuation of fund assets, and restrictions on fund investments, such as limits on leverage, types of

eligible investments, and diversification of portfolio investments.

In the United States, regulated funds include open-end funds—mutual funds and exchange-traded
funds (ETFs)—as well as unit investment trusts and closed-end funds.t In Europe, regulated funds
include Undertakings for Collective Investment in Transferable Securities (UCITS)—ETFs, money
market funds, and other categories of similarly regulated funds—and alternative investment funds,
commonly known as AlFs.

In many countries, regulated funds may also include institutional funds (funds that can only be sold
to a limited number of non-retail investors), funds that offer guarantees or protection of principal
(those that offer a formal, legally binding guarantee of income or capital), and open-end real estate

funds (funds that invest directly in real estate to a substantive degree).

Worldwide Total Net Assets of Regulated Funds

Worldwide total net assets of regulated funds have seen robust growth over the past decade

across the world. The increase in worldwide total net assets largely reflects an increase in the

value of the underlying securities held by the funds. However, over the same period, worldwide
demand for regulated funds as measured by net sales—total sales minus total redemptions plus net
exchanges—has also been significant. Demand for regulated funds has been driven by, among other
factors, investors’ demand for professionally managed and well-diversified products offering access

to capital markets and by the increasing depth and liquidity of global capital markets.

* The primary data source for worldwide regulated funds is the IIFA. In 2020, the IIFA collected data on worldwide
regulated funds from 46 jurisdictions. For data on individual jurisdictions, see the data tables on pages 274-279. For
more details about the [IFA data collection, see Worldwide Definitions of Terms and Classifications at www.ici.org/
info/ww_q3_18_definitions.xls.

T Data for unit investment trusts and closed-end funds are not included in this chapter; these funds are discussed in
chapter 2 and chapter 5, respectively.
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In 2020, the COVID-19 public health crisis played a considerable role in shaping global financial
markets. Beginning in late February, governments around the world made efforts to control the crisis
by imposing public health mandates and social distancing guidelines, which effectively shut down
large portions of the global economy. Confidence in financial markets plummeted, and investors
around the world sought to preserve and build liquidity. The total return on global stocks sharply
declined in the first quarter of 2020, which contributed to a substantial decrease in total net assets
of worldwide regulated funds by the end of March 2020. In addition, the surge in demand for highly
liquid assets during this period contributed to outflows from regulated funds investing in long-term
assets and inflows into funds investing primarily in short-term government securities. As monetary
and fiscal policies set by governments stabilized markets in the second quarter of 2020, values in the
underlying securities held by worldwide regulated funds steadily recovered through the end of the

year, and overall net sales for the year were positive.

Total Net Assets of Worldwide Regulated Funds by Type and Region

Despite the impact that the COVID-19 pandemic had on financial markets during the first quarter of
2020, net assets in worldwide regulated funds increased 14.9 percent for the year, from $54.9 trillion
at year-end 2019 to $63.1 trillion at year-end 2020 (Figure 1.1).*

Worldwide total net assets of equity funds—which invest primarily in publicly traded stocks—
increased by 15.7 percent, from $24.5 trillion at year-end 2019 to $28.3 trillion at year-end 2020.
Bond funds—which invest primarily in fixed-income securities—saw their total net assets increase
from $11.8 trillion to $13.1 trillion (10.7 percent) over the same period, and total net assets of mixed/
other fundst rose 14.6 percent, from $11.6 trillion at year-end 2019 to $13.3 trillion at year-end 2020.
Finally, money market funds—which are generally defined throughout the world as regulated funds
that are restricted to holding only short-term, high-quality debt instruments—saw their total net
assets increase from $6.9 trillion at year-end 2019 to $8.3 trillion at year-end 2020 (20.0 percent).
At year-end 2020, equity funds remained the largest category of regulated funds, accounting for

45 percent of net assets. Bond funds and mixed/other funds each accounted for 21 percent of net

assets, and money market funds accounted for the remaining 13 percent of net assets.

* In this chapter, unless otherwise noted, data for total net assets and net sales are denominated in US dollars.
T Mixed/other funds include balanced/mixed funds, guaranteed/protected funds, real estate funds, and other funds.
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FIGURE 1.1

Total Net Assets of Worldwide Regulated Open-End Funds Rose to $63.1 Trillion
in 2020
Trillions of US dollars by type of fund, year-end
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* Mixed/other funds include balanced/mixed funds, guaranteed/protected funds, real estate funds, and other funds.
Note: Regulated open-end funds include mutual funds, ETFs, and institutional funds.
Source: International Investment Funds Association

Worldwide total net assets of regulated funds also vary widely by geographic region. At year-end
2020, total net assets in regulated funds continued to be predominantly held in the United States and
Europe, with 47 percent and 35 percent of the worldwide total, respectively (Figure 1.2). Regulated
funds in the Asia-Pacific region held another 14 percent of worldwide total net assets, and funds in

the rest of the world held the remaining 5 percent.

« LEARN MORE

IIFA Presents Expanded Worldwide Regulated Open-End Fund Assets and Flows Report
www.ici.org/research/stats/worldwide/ww_q1l_15_explanation
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Total net assets of worldwide regulated funds in the United States increased by 14.2 percent from
$25.7 trillion at year-end 2019 to $29.3 trillion at year-end 2020. Over the same period, total net
assets in Europe increased by 15.7 percent to $21.8 trillion, total net assets in the Asia-Pacific region
increased by 21.3 percent to $8.8 trillion, and total net assets in the rest of the world increased by
1.1 percent to $3.2 trillion.

FIGURE 1.2

The United States Has the Largest Share of Total Net Assets of Worldwide
Regulated Open-End Funds
Trillions of US dollars by region, year-end

[ Asia-Pacific
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Note: Regulated open-end funds include mutual funds, ETFs, and institutional funds.
Source: International Investment Funds Association

The growth in worldwide total net assets of regulated long-term funds in 2020 largely reflected

an increase in the value of the underlying assets in which these funds invest. Despite a sharp
downturn in the first quarter of 2020, stock market returns around the world were generally positive
for the year. In 2020, US stock markets returned 20.8 percent, Asia-Pacific stock markets returned
20.1 percent, and European stock markets returned 5.9 percent (Figure 1.3). Similarly, global bond
markets increased in value in 2020. US bond markets returned 7.7 percent, European bond markets

returned 3.6 percent, and bond markets in the Asia-Pacific region returned 1.2 percent.*

* As measured by the FTSE US Broad Investment Grade Bond Index, the Bloomberg Barclays Pan-European Aggregate
Index (expressed in euros), and the Bloomberg Barclays Asian-Pacific Aggregate Index (expressed in Japanese yen),
which all cover investment grade securities.
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Exchange rates also played a role in the growth of worldwide regulated fund total net assets in
2020. In particular, the US dollar depreciated against all major currencies in 2020, which increased
the value of total net assets in other regions when measured in US dollars. For example, the euro
appreciated against the US dollar by 8.9 percent, which would have boosted the value of total net
assets in Europe measured in US dollars by about $1.8 trillion when compared with a scenario in
which year-over-year exchange rates remained unchanged in 2020. Elsewhere around the world,
the Australian dollar appreciated against the US dollar by 9.6 percent, the Chinese renminbi by
6.7 percent, and the Japanese yen by 5.1 percent (see the opposite page for more information on

how exchange rates can influence measurement of total net assets).

FIGURE 1.3
Stock Market Returns Around the World Were Generally Positive in 2020

Percent

Change in exchange rate of euros®
=== Total return on US equities?
== Total return on European equities®
---- Total return on Asia-Pacific equities*

40
30 -
20

10 -

-10 -

-20 -
2011 2012 2013 2014 2015 2016 2017 2018 2019 2020

-

The change in the exchange rate of euros is measured as the year-over-year percent change in the exchange rate of
US dollars per euro.

The total return on US equities is measured as the year-over-year percent change in the Wilshire 5000 Total Market
Index.

The total return on European equities is measured as the year-over-year percent change in the MSCI Daily Total
Return Gross Europe Index (expressed in US dollars).
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IS

The total return on Asia-Pacific equities is measured as the year-over-year percent change in the MSCI Daily Total
Return Gross AC Asia-Pacific Index (expressed in US dollars).

Sources: Bloomberg and MSCI

« LEARN MORE

Worldwide Regulated Open-End Fund Assets and Flows
www.ici.org/research/stats/worldwide
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How Exchange Rates Can Influence Measurement of
Total Net Assets Held by Worldwide Regulated Funds

For worldwide regulated funds holding assets denominated in currencies other than

US dollars, fluctuations in US dollar exchange rates can significantly affect the value of
these assets when they are expressed or measured in US dollars. For example, when
foreign currencies appreciate against the dollar (or, equivalently, the US dollar depreciates
against foreign currencies), the value of assets not denominated in US dollars will rise
when those assets are measured in US dollars. Figure 1.4 illustrates this effect using two

hypothetical scenarios.

FIGURE 1.4

Impact of Changes in the Exchange Rate on the US Dollar Value of a
European Stock

Scenario 1: No change in exchange rate between euros and US dollars

Year 1 Year 2 Percent change

1. Market value of European stock expressed in euros €100 €110 10%
2. Exchange rate of euros (US dollars per euro) 1.00 1.00 0%
3. Market value of European stock expressed in US dollars $100 $110 10%

Scenario 2: Market value if euro appreciates (US dollar depreciates)

Year1l  Year?2 Percent change

4. Market value of European stock expressed in euros €100 €110 10%
5. Exchange rate of euros (US dollars per euro) 1.00 1.20 20%
6. Market value of European stock expressed in US dollars $100 $132 32%

In the first scenario, the market value of a European stock, measured in euros, rises from €100
inyear 1to €110 in year 2, an increase of 10 percent. The exchange rate between US dollars
and euros, in this scenario, remains unchanged at 1.00 in both years. In other words, one euro
is worth one US dollar in both years. To convert the euro-denominated value of the European
stock into US dollars, multiply by the exchange value of the euro (US dollars per euro). Because
this value is 1.00 in both years, the value of the European stock expressed in US dollars is the
same as when expressed in euros: $100 in year 1 and $110 in year 2. When the US dollar
exchange rate with another country is unchanged between two years, any gain or loss in
assets denominated in that country’s currency translates into an identical percent gain or loss
when the value of those assets is expressed in US dollars.

CONTINUED ON THE NEXT PAGE
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Exchange rates, however, rarely remain unchanged. In the second scenario, a European
stock experiences the same 10 percent gain as in the first scenario (€100 in year 1 to €110
in year 2); at the same time, the euro appreciates 20 percent against the US dollar. As in
the first scenario, in year 1 the market value of a European stock expressed in US dollars is
$100. In year 2, however, one euro is now worth 1.20 US dollars. To find the US dollar value
of the European stock in year 2, multiply €110 by 1.20 (US dollars per euro) to get $132. The
US dollar return on the European stock is now 32 percent—higher than in the first scenario
because it accounts for the appreciation of the euro relative to the US dollar.

Worldwide Net Sales of Regulated Long-Term Funds

Worldwide demand for regulated long-term funds (equity, bond, and mixed/other) decreased slightly
in 2020, from $1.5 trillion in 2019 to $1.3 trillion in 2020, primarily because of decreased demand for
regulated funds in the United States (Figure 1.5). Net sales of long-term funds in the United States
decreased from $531 billion in 2019 to $274 billion in 2020, but increased in Europe, from $473 billion
to $497 billion, and in the Asia-Pacific region, from $345 billion to $469 billion. Worldwide net sales

for the rest of the world decreased slightly, from $115 billion in 2019 to $102 billion in 2020.

FIGURE 1.5

Net Sales of Regulated Open-End Long-Term Funds Decreased in 2020
Billions of US dollars by region, annual
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Note: Regulated open-end funds include mutual funds, ETFs, and institutional funds. Long-term funds include equity
funds, mixed/other funds (balanced/mixed, guaranteed/protected, real estate, and other funds), and bond funds, but
exclude money market funds.

Source: International Investment Funds Association
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Worldwide net sales of equity funds increased from $66 billion in 2019 to $140 billion in 2020
(Figure 1.6); net sales were concentrated in the fourth quarter of 2020. In November, news
surrounding positive vaccine results appeared to sharply boost returns of stock markets around

the world, which may have contributed to the large inflows that equity funds received during the
quarter. Aside from the United States, the other regions contributed to the increase in equity fund
investment in 2020, with combined inflows increasing from $115 billion in 2019 to $412 billion in
2020. This was partially offset by outflows of $272 billion from regulated equity funds in the United
States in 2020—likely affected by portfolio rebalancing to maintain target allocations among equity
and bond funds.

FIGURE 1.6

Worldwide Net Sales of Regulated Open-End Bond Funds Fell in 2020
Billions of US dollars by type of fund, annual
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* Mixed/other funds include balanced/mixed funds, guaranteed/protected funds, real estate funds, and other funds.
Note: Regulated open-end funds include mutual funds, ETFs, and institutional funds.
Source: International Investment Funds Association
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While equity funds globally saw an increase in net sales in 2020 compared with 2019, net sales

of bond funds slowed from $1.0 trillion in 2019 to $729 billion in 2020 (Figure 1.6). The COVID-19
pandemic partly contributed to this decline, as investors and other market participants, especially
during the first quarter of 2020, sought safe, liquid, short-term assets, such as money market
funds. However, demand for bond funds was still relatively strong in 2020, which likely reflected a
continuing global demographic shift of aging populations (see below), positive returns on bonds,
and portfolio rebalancing, as returns on global stocks outpaced returns on bonds. The United States,
Europe, and the Asia-Pacific region all experienced positive demand for bond funds in 2020. In the
United States, net sales of bond funds were $552 billion in 2020, down from $581 billion in 2019; in
Europe, net sales were $122 billion in 2020, down from $311 billion in 2019; and in the Asia-Pacific
region, net sales were $58 billion in 2020, down from $124 billion in 2019. The rest of the world
experienced outflows from bond funds of $4 billion in 2020 compared with inflows of $13 billion in
2019.

Combined net sales of bond funds and mixed/other funds have generally been strong over the past
decade, usually outpacing net sales of equity funds. This trend continued in 2020 (Figure 1.6), which
can partially be explained by the aging of the global population. In 2020, individuals aged 50 or older
were estimated to represent 24 percent of the world’s population, up from 21 percentin 2010.* As
investors near retirement reassess their tolerance for investment risk, they might elect to weight their
purchases more toward regulated funds with less-variable returns. Because returns on bonds tend to
be less variable than those on stocks, returns on bond funds and some mixed/other funds that hold
substantial proportions of their total net assets in bonds also tend to be less variable than those of

equity funds.

* United Nations, Department of Economic and Social Affairs, Population Division (2019). World Population Prospects
(2019 Revision). Available at https://population.un.org/wpp/.

« LEARN MORE

Experiences of European Markets, UCITS, and European ETFs During the COVID-19 Crisis
www.ici.org/pdf/20_rpt_covid4.pdf
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Ongoing Charges for UCITS in the European Union

The UCITS Directive has become a global success story since its adoption in 1985.
Net assets in UCITS increased from €10.4 trillion at year-end 2019 to €11.0 trillion by
year-end 2020. Investments in these funds are held by investors in Europe and other

jurisdictions worldwide.

UCITS provide many important advantages to European investors, including professional
management services, access to global markets, the benefit of regulation and supervisory
oversight, and access to a wide array of investment options via “passporting”—meaning that

a UCITS established in one country can be sold cross-border into one or more other countries.

UCITS investors incur ongoing charges that cover a host of services, including portfolio
management, administration, compliance costs, accounting services, legal costs, and
payments to distributors. The total cost of these charges is disclosed to investors through
either the total expense ratio (TER), often found in a UCITS' annual report and other marketing
documents, or the ongoing charges figure (OCF), found in the Key Investor Information
Document (KIID). Ongoing charges among UCITS vary, and these differences depend on a
variety of factors. Because ongoing charges are paid from fund assets, investors pay for these

investment-related services indirectly.

On an asset-weighted basis, average ongoing charges paid by investors in equity and fixed-
income UCITS have decreased since 2013, while ongoing charges for mixed funds have
remained relatively stable (Figure 1.7). In 2013, asset-weighted average ongoing charges
for equity funds were 1.49 percent, or €1.49 for every €100 in assets. By 2019, the asset-
weighted average had fallen to 1.24 percent. Asset-weighted average ongoing charges also
declined for fixed-income funds, from 0.98 percent in 2013 to 0.78 percent in 2019. Asset-
weighted average ongoing charges for mixed funds, which invest in a combination of equity
and fixed-income securities, were 1.45 percent in 2013 compared with 1.41 percentin 2019.

In each year from 2013 to 2019, the asset-weighted average ongoing charges for equity,
fixed-income, and mixed funds were below their respective simple averages, illustrating that
investors tend to concentrate their assets in lower-cost funds. For example, the simple average
ongoing charge for equity funds was 1.48 percent in 2019 compared with an asset-weighted
average of 1.24 percent. For fixed-income funds, the simple average was 1.02 percent
compared with an asset-weighted average of 0.78 percent; and for mixed funds, the simple

average was 1.47 percent compared with an asset-weighted average of 1.41 percent.

CONTINUED ON THE NEXT PAGE
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FIGURE 1.7

Investors in UCITS Pay Below-Average Ongoing Charges
Percent
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Source: Investment Company Institute tabulations of Morningstar Direct data. See /C/ Research Perspective,
“Ongoing Charges for UCITS in the European Union, 2019.”

« LEARN MORE

Ongoing Charges for UCITS in the European Union, 2019
www.ici.org/pdf/per26-07.pdf
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Worldwide Net Sales of Money Market Funds

Worldwide net sales of money market funds in 2020 totaled $1.3 trillion, compared with net sales of
$706 billion in 2019 (Figure 1.8). The majority of inflows into money market funds in 2020 occurred
in the United States, where money market funds saw inflows of $700 billion. However, the majority
of the growth in net sales of money market funds came from Europe and the Asia-Pacific region. In
Europe, money market funds experienced inflows of $250 billion in 2020, up sharply from $70 billion
in 2019, and Asia-Pacific money market funds received $302 billion in inflows in 2020, a significant
increase from $30 billion in 2019. The rest of the world received $43 billion in net sales in 2020, more
than double the $20 billion in 2019.

Investors use money market funds because they are professionally managed, tightly regulated
vehicles with holdings limited to high-quality, short-term debt instruments. As such, they are highly
liquid, attractive, cash-like alternatives to bank deposits. Generally, the demand for money market
funds depends on their performance and interest rate risk exposure. As the difference between
yields on short-term fixed-income securities and yields on long-term fixed-income securities
narrows, money market funds tend to experience inflows because investors can reduce interest rate

risk without sacrificing much yield by using a fund with a short duration.

As yield curves globally flattened or further inverted during the first quarter of 2020, investors
typically would have exhibited a strong demand for short-term assets in general, such as short-
term bond funds and money market funds. However, the increasing expectation of significant
economic fallout brought on by the COVID-19 pandemic during the first quarter of 2020 led many
investors to seek high-quality, short-term investments to preserve and build liquidity. As a result,
government money market funds, especially those that invested in US government securities, were

a popular investment.

LEARN MORE

Experiences of US Money Market Funds During the COVID-19 Crisis
www.ici.org/pdf/20_rpt_covid3.pdf
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FIGURE 1.8

Worldwide Net Sales of Money Market Funds Increased in 2020
Billions of US dollars by region, annual
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Source: International Investment Funds Association

« LEARN MORE

Trends in the European Investment Fund Industry
www.efama.org/node/501
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Factors Influencing Demand for Worldwide Regulated Funds

Research indicates that the size of the regulated fund market in a country or region is a reflection of
a broad range of factors, including access to well-developed capital markets, household demand
for well-diversified investments, strong and appropriate regulation of funds and financial markets,
availability of distribution structures that facilitate access to regulated funds, returns and costs of
regulated funds relative to other available investment products, demographics (see page 26), and

high or improving levels of economic development.

Number of Worldwide Regulated Funds

At year-end 2020, fund providers globally offered 126,457 regulated funds, up 3.2 percent from
year-end 2019 and a 38.1 percent increase since year-end 2011 (Figure 1.1). In 2020, 46 percent of
these funds were domiciled in Europe (Figure 1.9). The Asia-Pacific region accounted for 28 percent
of regulated funds, the United States for 8 percent, and the rest of the world for 18 percent. In 2020,
47 percent of regulated funds were mixed/other funds, 34 percent were equity funds, 17 percent
were bond funds, and 2 percent were money market funds.

FIGURE 1.9

Number of Worldwide Regulated Open-End Funds
Percentage of funds by region or type of fund, year-end 2020

Region Type of fund
2%

18% Money market
Rest of the world

Asia-Pacific 34%
Equity
8%
United States

46%

Mixed/Other*
Europe

Number of worldwide regulated open-end funds: 126,457

* Mixed/other funds include balanced/mixed funds, guaranteed/protected funds, real estate funds, and other funds.
Note: Regulated open-end funds include mutual funds, ETFs, and institutional funds.
Source: International Investment Funds Association
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Strong Regulatory Framework

The United States and Europe are home to the world's largest regulated fund industries

(Figure 1.2). The relatively large size of the US market is the result of several factors. One is that
US-regulated funds have been available in the United States for around 100 years—for example,
mutual funds have been available to US investors since the 1920s. Another factor is the strong
regulatory framework for securities markets and regulated funds in the United States that was
established in the wake of the stock market crash of 1929 and the Great Depression—most
notably, the Securities Act of 1933 and the Investment Company Act of 1940. Grounded in this
sound framework, investor confidence in securities markets and regulated funds led to steady

growth in US-regulated funds’ assets.

In recent decades, US demand has also been fueled by the availability of regulated funds as
investment options in tax-advantaged accounts (for example, 401(k) plans), and by a broad and
growing availability of fund types that help investors meet their investment goals (for example, ETFs
and target date funds). Also, assets of regulated funds in the past decade have been boosted by

stock and bond market appreciations and by reinvestment of dividends into funds.

Europe’s regulated fund market has also grown rapidly over the past few decades. One important
factor helping to drive this growth is the UCITS regulatory framework, which includes passporting—
the ability for funds domiciled in one EU country to be offered for sale and purchased by investors

in another EU country. Additionally, many countries outside of Europe, such as in the Asia-Pacific
region, allow UCITS to be offered for sale to their citizens. The pooling of assets from investors in a
range of countries allows for economies of scale that help to lower the costs of funds to individual
investors. The UCITS framework further promotes asset pooling across countries by allowing an
individual fund to offer share classes that are denominated in a range of different currencies (for
example, euros, US dollars, British pounds sterling) and that are adapted to different tax structures

across jurisdictions.

Finally, while the Asia-Pacific region had only 14 percent of the worldwide total net assets of
regulated funds at year-end 2020 (Figure 1.2), the market has been growing. And given the size of
the population and the rapidly increasing economic development and wealth in many countries there,

the region’s regulated fund market has potential for continued growth.

« LEARN MORE

Focus on Funds: When Fund Investment Is Strong, Capital Markets Get Stronger
www.ici.org/video/190322_fof_capmrkts
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Well-Developed Capital Markets

Demand for regulated funds in a country is positively associated with its level of equity capital
market development—that is, its stock market capitalization relative to its gross domestic product
(GDP). Residents of countries with more highly developed equity capital markets (higher ratios of
stock market capitalization to GDP), such as the United States and members of the European Union,
tend to hold a larger share of their household financial wealth in regulated funds.

Figure 1.10 illustrates the relationship between equity capital market development and the size of
the regulated fund market (total net assets in regulated long-term funds in a country relative to its
GDP) across countries. The horizontal axis measures a country’s equity capital market development;

the vertical axis plots the size of the regulated fund market in a given country.

Generally, as stock market capitalization rises relative to GDP, so do total net assets in regulated
funds (Figure 1.10). Countries with more-developed equity capital markets—such as the United
States, the United Kingdom, the Netherlands, or Switzerland—also tend to have a higher ratio of
regulated long-term fund assets to GDP. For example, the Netherlands’ stock market capitalization

is close to its GDP (94 percent on the horizontal axis), indicating a highly developed equity capital
market, while total net assets in requlated long-term funds are also close to its GDP (106 percent

on the vertical axis), indicating a well-developed fund industry. In contrast, countries with less-
developed equity capital markets, such as Poland or China, tend to also have lower total net assets in

regulated long-term funds relative to GDP.
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FIGURE 1.10

Countries with More-Developed Equity Capital Markets Tend to Have
More-Developed Fund Industries
Percent, 2019
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* Regulated open-end funds include mutual funds, ETFs, and institutional funds. Long-term funds include equity
funds, mixed/other funds (balanced/mixed, guaranteed/protected, real estate, and other funds), and bond funds, but
exclude money market funds.

Source: Investment Company Institute tabulations of data from the International Investment Funds Association,
Bloomberg, World Bank, World Federation of Exchanges, and Euronext
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Other Factors Influencing Demand

Other factors also influence the demand for regulated funds, and therefore, the size of the

regulated fund market. For example, in countries where banks have historically dominated the
financial landscape, households tend to hold more of their financial assets in bank products and

less in regulated funds (Figure 1.11). For example, although Japan's stock market capitalization is
122 percent of GDP, comparable to that of the United Kingdom, it has substantially less net assets in
regulated long-term funds as a proportion of its GDP (38 percent) (Figure 1.10).

Households in Japan hold more than half (54 percent) of their financial assets in bank deposits

and currency but very little in regulated funds (4 percent) (Figure 1.11). By contrast, in the United
States, banks compete with capital market instruments for households’ financial assets; as a result,
households hold a relatively small fraction (13 percent) of their assets in bank deposits compared
with 23 percent in regulated funds. European countries are intermediate cases among industrialized
nations, with 33 percent of households’ financial wealth in bank deposits and 9 percent in requlated
funds. Differences in public policy and tax regimes across countries also likely have contributed to the

dispersion of deposits and regulated funds held by households.

FIGURE 1.11

US Households Hold More of Their Wealth in Regulated Funds; Bank-Centric
Countries Have a Lower Share
Percentage of household! financial wealth, selected dates?

[ Bank deposits and currency
M Regulated funds? 54

33

United States European Union Japan

* Households include households and nonprofit institutions serving households.

2 Data for the United States and Japan are as of 2020:Q4; data for the European Union are as of 2020:Q3.

3 For the United States and Japan, regulated funds include mutual funds and ETFs. For the European Union, regulated
funds include investment fund shares as defined by their respective systems of national accounts.
Source: Investment Company Institute tabulations of data from the International Investment Funds Association,
Federal Reserve Board, Eurostat, and Bank of Japan

LEARN MORE

Regulated Funds, Emerging Markets, and Financial Stability
www.ici.org/pdf/icig_per02-01.pdf ’
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Size of Worldwide Regulated Funds in Global Capital Markets

Regulated funds are a growing source of capital for world financial markets, helping to finance
businesses, governments, and household activities. As of year-end 2020, worldwide capital markets,
as measured by the value of equity and debt securities outstanding, totaled $240.8 trillion, of which

regulated funds’ net assets were 26 percent, or $63.1 trillion (Figure 1.12).

The share of worldwide capital markets held by regulated funds has grown over the past decade. In
2011, worldwide regulated funds held 20 percent of worldwide capital markets, rising to 26 percent
in 2020. The remaining 74 percent of worldwide capital markets in 2020 were held by a wide range
of other investors, such as central banks, sovereign wealth funds, defined benefit pension plans,
banks, insurance companies, hedge funds, broker-dealers, and households’ direct holdings of

stocks and bonds.
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FIGURE 1.12

Worldwide Regulated Open-End Fund Share of Worldwide Equity and

Debt Markets
Trillions of US dollars, year-end

& Other investors

H Total net assets of worldwide regulated open-end funds

162.3
151.4
142.9
125.9
119.1
114.6
28.4 &4 32.3 36.4

2011 2012 2013

162.9

124.8

38.1

2014

162.4

124.2

38.3

2015

169.2

128.6

40.6

2016

* Data for worldwide debt markets are as of September 30, 2020.
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Chapter 2

US-Registered
Investment
Companies

Registered investment companies are an important segment of the
asset management industry in the United States. US-registered
investment companies play a major role in the US economy and financial
markets, and a growing role in global financial markets. These funds
managed nearly $30 trillion in total net assets at year-end 2020,

largely on behalf of more than 105 million US retail investors. The
industry has experienced robust growth over the past quarter century
from asset appreciation and strong demand from households due to
rising household wealth, the aging US population, and the evolution of
employer-based retirement systems. US funds supply investment capital
in securities markets around the world and are important investors in the
US stock and municipal securities markets.
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Number of Investment Companies

The total number of investment companies* offered by US financial services companies has
increased overall since 2005 (the recent low point) but remains below the recent peak at year-end
2000. During 2020, the overall number of investment companies fell by 3.2 percent (Figure 2.1), with
each type, except exchange-traded funds (ETFs), contributing to the decline. The number of mutual
funds decreased from 9,414 at year-end 2019 to 9,027 at year-end 2020; the number of closed-end
funds fell to 494 at year-end 2020, the lowest level since the early 2000s; and the number of unit
investment trusts (UITs) fell from 4,572 at year-end 2019 to 4,310 at year-end 2020. These declines
contrast with the continued growth in the number of ETFs, which increased from 2,176 at year-end
2019 to 2,296 at year-end 2020.

FIGURE 2.1
Number of Investment Companies by Type
Year-end

Mutual funds! ETFs? Closed-end funds UITs Total
2000 8,349 80 482 10,072 18,983
2001 8,480 102 490 9,295 18,367
2002 8,490 113 543 8,303 17,449
2003 8,406 119 581 7,233 16,339
2004 8,411 152 618 6,499 15,680
2005 8,439 204 635 6,019 15,297
2006 8,704 359 646 5,907 15,616
2007 8,723 629 664 6,030 16,046
2008 8,860 743 644 5,984 16,231
2009 8,594 820 629 6,049 16,092
2010 8,523 950 626 5971 16,070
2011 8,662 1,166 634 6,043 16,505
2012 8,742 1,239 604 5,787 16,372
2013 8,970 1,332 601 5,652 16,455
2014 9,256 1,451 570 5,381 16,658
2015 9,515 1,644 561 5,188 16,908
2016 9,505 1,774 534 5,100 16,913
2017 9,354 1,900 532 5,035 16,821
2018 9,616 2,057 504 4917 17,094
2019 9,414 2,176 501 4,572 16,663
2020 9,027 2,296 494 4,310 16,127

* Mutual fund data include mutual funds that invest primarily in other mutual funds.
2 ETF data include ETFs that invest primarily in other ETFs.

* The terms investment companies and US investment companies are used at times throughout this book in place of
US-registered investment companies. US-registered investment companies are open-end mutual funds, exchange-traded
funds, closed-end funds, and unit investment trusts.
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Investment Company Assets

Total assets in US-registered investment companies rose by $3.7 trillion in 2020, to a year-end level of

$29.7 trillion (Figure 2.2). With a combined $29.3 trillion in assets, mutual funds and ETFs accounted

for the vast majority of total industry assets. However, the year-end data do not provide a complete

picture of how the market turmoil from the COVID-19 pandemic affected assets of US-registered

investment companies. In the first quarter of 2020, assets fell 12 percent to $22.8 trillion, primarily

reflecting a broad-based decline in domestic and international stock markets. Markets steadily

recovered for the remainder of the year.

FIGURE 2.2

Investment Company Total Net Assets by Type
Billions of dollars, year-end

Mutual funds ETFs Closed-end funds! UITs Total?
2000 $6,956 $66 $150 $74 $7,245
2001 6,969 83 145 49 7,246
2002 6,380 102 161 36 6,680
2003 7,399 151 216 36 7,801
2004 8,093 228 255 37 8,614
2005 8,889 301 276 41 9,507
2006 10,395 423 299 50 11,167
2007 11,995 608 316 53 12,973
2008 9,619 531 185 29 10,364
2009 11,109 777 224 38 12,149
2010 11,831 992 239 51 13,113
2011 11,630 1,048 244 60 12,982
2012 13,054 1,337 265 72 14,728
2013 15,049 1,675 282 87 17,092
2014 15,877 1,975 292 101 18,244
2015 15,658 2,101 263 94 18,116
2016 16,353 2,525 265 85 19,227
2017 18,765 3,401 277 85 22,528
2018 17,710 3,371 252 70 21,403
2019 21,291 4,396 279 79 26,045
2020 23,896 5,449 279 78 29,702

* Closed-end fund data include preferred share classes.

2 Total investment company assets include mutual fund holdings of closed-end funds and ETFs.
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At year-end 2020, US-registered mutual fund and ETF total net assets were concentrated in long-
term funds, with equity funds alone constituting 58 percent (Figure 2.3). Domestic equity funds
(those that invest primarily in shares of US corporations) held 43 percent of net assets; world equity
funds (those that invest significantly in shares of non-US corporations) accounted for 14 percent.
Bond funds held 21 percent of fund net assets. Money market funds, hybrid funds, and other funds—
such as those that invest primarily in commodities—held the remaining 21 percent.

During 2020, mutual funds in aggregate recorded $205 billion in net inflows (Figure 3.4). Money
market funds received $691 billion of net inflows as investors used government money market funds
to preserve and build liquidity during the spring of 2020 (see Money Market Funds on page 88).
Long-term mutual funds, however, saw net outflows of $486 billion in 2020. Additionally, mutual
fund shareholders reinvested $268 billion in income dividends and $354 billion in capital gains
distributions that mutual funds paid out during the year. Investors continued to show strong demand
for ETFs, with net share issuance (which includes reinvested dividends) totaling $501 billion in 2020
(Figure 4.9). UITs experienced net new deposits of $45 billion, slightly less than in the previous year,
and closed-end funds issued a net $1.5 billion in new shares (Figure 5.3).

FIGURE 2.3

The Madjority of US Mutual Fund and ETF Total Net Assets Were in Equity Funds
Percentage of total net assets, year-end 2020

6%
Hybrid and other funds*

15%
Money market funds

43%
Domestic equity funds

Bond funds

14%
World equity funds

US mutual fund and ETF total net assets: $29.3 trillion

* This category includes ETFs—both registered and not registered under the Investment Company Act of 1940—that
invest primarily in commodities, currencies, and futures.

« LEARN MORE

Monthly Trends in Mutual Fund Investing
www.ici.org/research/stats/trends
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Americans’ Continued Reliance on Investment Companies

Households make up the largest group of investors in funds, and registered investment companies
managed 23 percent of household financial assets at year-end 2020 (Figure 2.4).

FIGURE 2.4

Share of US Household Financial Assets Held in Investment Companies
Percentage of US household financial assets, year-end

1980 1985 1990 1995 2000 2005 2010 2015 2020

Note: Household financial assets held in registered investment companies include holdings of mutual funds, ETFs,
closed-end funds, and UITs. Mutual funds held in employer-sponsored DC plans, IRAs, and variable annuities are
included.

Sources: Investment Company Institute and Federal Reserve Board

The growth of individual retirement accounts (IRAs) and defined contribution (DC) plans, particularly
401(k) plans, explains some of the increased household reliance on investment companies in the
past three decades. IRAs made up 12 percent of household financial assets at year-end 2020, up
from 4 percent in 1990, while DC plans have risen over the same period from 5 percent of household
financial assets to 9 percent (with 401(k) plans alone accounting for 6 percent of household financial
assets at year-end 2020).

LEARN MORE

Quarterly Retirement Market Data
www.ici.org/research/stats/retirement ’
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Mutual funds made up a significant portion of DC plan assets (59 percent) and IRA assets

(45 percent) at year-end 2020 (Figure 2.5). In addition, the share of DC plan assets held in mutual
funds has grown over the past two decades, from 43 percent at year-end 2000 to 59 percent at
year-end 2020. Mutual funds also managed $1.4 trillion in variable annuities outside retirement

accounts, as well as $11.4 trillion of other assets outside retirement accounts.

FIGURE 2.5

Mutual Funds in US Household Retirement Accounts
Percentage of retirement assets in mutual funds by type of retirement vehicle

DC plans*

2000 2002 2004 2006 2008 2010 2012 2014 2016 2018 2020

IRAs

51
48 48 46 48 48 48 46 45

43 44

2000 2002 2004 2006 2008 2010 2012 2014 2016 2018 2020

* This category includes private-sector employer-sponsored DC plans—such as 401 (k) plans—403(b) plans, 457 plans,
and the Federal Employees Retirement System (FERS) Thrift Savings Plan (TSP).
Source: Investment Company Institute. For a complete list of sources, see Investment Company Institute, “The US
Retirement Market, Fourth Quarter 2020.”
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Businesses and other institutional investors also rely on funds. For instance, institutions can use
money market funds to manage some of their cash and other short-term assets. At year-end
2020, nonfinancial businesses held 20 percent, or $1.0 trillion, of their short-term assets in money
market funds (Figure 2.6). Institutional investors also have contributed to the growing demand for
ETFs. Investment managers—including mutual funds, pension funds, hedge funds, and insurance
companies—use ETFs to invest in markets, to manage liquidity and investor flows, or to hedge
their exposures.

FIGURE 2.6

Money Market Funds Managed 20 Percent of US Nonfinancial Businesses’
Short-Term Assets in 2020
Percentage of short-term assets, year-end
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Note: US nonfinancial businesses’ short-term assets consist of foreign deposits, checkable deposits and currency, time
and savings deposits, money market funds, repurchase agreements, and commercial paper.

Sources: Investment Company Institute and Federal Reserve Board

LEARN MORE

Money Market Fund Resource Center
www.ici.org/mmfs

US-REGISTERED INVESTMENT COMPANIES 45


https://www.ici.org/mmfs

Role of Investment Companies in Financial Markets

Investment companies have been important investors in domestic financial markets for much of the
past 30 years. In recent years, they have held a largely stable share of the securities outstanding
across a variety of asset classes, with mutual funds accounting for the majority of the holdings.

At year-end 2020, investment companies held 30 percent of US-issued equities outstanding, little

changed from the 31 percent at year-end 2017 (Figure 2.7).

Investment companies held 23 percent of bonds issued by US corporations and foreign bonds held
by US residents at year-end 2020, compared with 20 percent at year-end 2017. Also, investment
companies held 15 percent of the US Treasury and government agency securities outstanding at
year-end 2020, a share that has slightly increased over the past few years (Figure 2.7). Investment
companies have been one of the largest groups of investors in the US municipal securities

market, holding 29 percent of the securities outstanding at year-end 2020. Finally, mutual funds
are important investors in the US commercial paper market, which is a critical source of short-
term funding for many major corporations around the world. At year-end 2020, the share of

the commercial paper market held by mutual funds (primarily prime money market funds) was

22 percent, down from 26 percent at year-end 2019.

« LEARN MORE

What's in a Name, Redux: For Bond Mutual Funds, “Corporate” Matters
www.ici.org/viewpoints/21_view_covid2
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FIGURE 2.7

Investment Companies Channel Investment to Stock, Bond, and Money Markets
Percentage of total market securities held by investment companies, year-end
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* The percentage of total US Treasury and government agency securities held by other registered investment companies
was less than 0.5 percent in 2017.

2 Other registered investment companies held no commercial paper.
Sources: Investment Company Institute, Federal Reserve Board, and World Federation of Exchanges
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Growth of Index Funds

Index funds are designed to track the performance of a market index. To do this, the fund manager
purchases all the securities in the index or a representative sample of them—mirroring the index
composition—so that the performance of the fund tracks the value of the index. This approach

to portfolio management is the primary reason that index funds—which can be formed as either

mutual funds or ETFs—tend to have below-average expense ratios (see Figure 6.7).

Index mutual funds were first offered in the 1970s, followed by index ETFs in the 1990s. By year-end
2020, total net assets in these two index fund categories had grown to $9.9 trillion. Along with this
growth, index fund assets have become a larger share of overall fund assets. At year-end 2020,
index mutual funds and index ETFs together accounted for 40 percent of assets in long-term funds,
up from 19 percent at year-end 2010 (Figure 2.8). Nevertheless, actively managed funds accounted

for the majority of long-term fund assets (60 percent) at year-end 2020.

« LEARN MORE

Pointing Fingers at Index Funds Won’t Explain Market Volatility
www.ici.org/viewpoints/view_18_index_volatility
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FIGURE 2.8

Index Funds Have Grown as a Share of the Fund Market
Percentage of total net assets, year-end
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2010 total net assets: $9.9 trillion

19%
Index mutual funds

60%
Actively managed
mutual funds and ETFs

21%
Index ETFs

2020 total net assets: $24.9 trillion

Note: Data for ETFs exclude non-1940 Act ETFs. Data for mutual funds exclude money market funds.
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Growth in index funds has been concentrated in funds that invest in equities. Over the past decade,
66 percent of inflows into index funds went to domestic and world equity index funds, whereas bond
and hybrid index funds received 34 percent. In 2020, however, domestic and world equity index
funds received only 22 percent of the total flow to index funds, while bond and hybrid index funds
received the bulk (78 percent) of the total flow. Even with these inflows, bond and hybrid index funds

accounted for only 19 percent of index fund assets at year-end 2020.

Despite their significant growth over the past decade, index domestic equity mutual funds and ETFs
remain relatively small investors in the US stock markets, holding only 14 percent of the value of

US stocks at year-end 2020 (Figure 2.9). Actively managed domestic equity mutual funds and ETFs
held another 14 percent, while other investors—including hedge funds, pension funds, life insurance

companies, and individuals—held the majority (72 percent).

FIGURE 2.9

Index Fund Share of US Stock Market Is Small
Percentage of US stock market capitalization, year-end

B Other investors
[ Active domestic equity mutual funds and ETFs
M Index domestic equity mutual funds and ETFs
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Sources: Investment Company Institute and World Federation of Exchanges
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Unit Investment Trusts

Unit investment trusts (UITs) are registered investment companies with characteristics of both
mutual funds and closed-end funds. Like mutual funds, UITs issue redeemable shares (called
units), and like closed-end funds, they typically issue a specific, fixed number of shares. But
unlike either mutual funds or closed-end funds, UlTs have a preset termination date based on
the portfolio’s investments and the UIT's investment goals. UITs investing in long-term bonds
might have a preset termination date of 20 to 30 years, depending on the maturity of the
bonds they hold. UITs investing in stocks might seek to capture capital appreciation in a few
years or less. When a UIT terminates, proceeds from the securities are paid to unit holders or,

at a unit holder’s election, reinvested in another trust.

UITs fall into two main categories: bond (or debt) trusts and equity trusts. Bond trusts are
either taxable or tax-free; equity trusts are either domestic or international/global. The first
UIT, introduced in 1961, held tax-free bonds, and historically, most UIT total net assets were
invested in bonds. Equity UITs, however, have grown in popularity over the past three decades.
Assets in equity UITs have exceeded the combined assets of taxable and tax-free bond UITs in
recent years and constituted 90 percent of the assets in UlTs at year-end 2020 (Figure 2.10).
The number of trusts outstanding has been decreasing as sponsors created fewer new trusts

and existing trusts reached their preset termination dates.

Federal law requires that UITs have a largely fixed portfolio—one that is not actively managed
or traded. Once the trust's portfolio has been selected, its composition may change only in
very limited circumstances. Most UITs hold a diversified portfolio, described in detail in the
prospectus, with securities professionally selected to meet a stated investment goal, such as

growth, income, or capital appreciation.

Investors can obtain UIT price quotes from brokerage or investment firms and investment
company websites. Some, but not all, UITs list their prices on Nasdaq's Mutual Fund Quotation
Service. Some broker-dealers offer their own trusts or sell trusts offered by nationally
recognized independent sponsors. Units of these trusts can be bought through their registered
representatives. Units can also be bought from the representatives of smaller investment firms
that sell trusts sponsored by third-party firms.

Though a fixed number of units of a UIT are sold in a public offering, a trust sponsor is likely to
maintain a secondary market, in which investors can sell their units back to the sponsor and
other investors can buy those units. Even absent a secondary market, UITs are required by law
to redeem outstanding units at their net asset value (NAV), which is based on the underlying

securities’ current market value.

CONTINUED ON THE NEXT PAGE
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CONTINUED FROM THE PREVIOUS PAGE

FIGURE 2.10

Total Net Assets of UITs
Billions of dollars, year-end

I Equity trust assets
M Taxable debt trust assets
M Tax-free debt trust assets
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Fund Complexes and Sponsors

A variety of financial services companies offer registered funds in the United States. At year-end
2020, 81 percent of investment company complexes were independent fund advisers (Figure 2.11),
managing 71 percent of investment company assets. Other types of investment company
complexes in the US market include non-US fund advisers, insurance companies, banks, thrifts,

and brokerage firms.

FIGURE 2.11

More Than 80 Percent of Fund Complexes Were Independent Fund Advisers
Percentage of investment company complexes by type of intermediary, year-end 2020

8%

81% Non-US fund advisers
Independent fund advisers
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Insurance companies
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In 2020, 804 fund sponsors from around the world competed in the US market to provide investment
management services to fund investors (Figure 2.12). The decline in the number of fund sponsors
since year-end 2015 may be due to a variety of business decisions, including larger fund sponsors
acquiring smaller ones, fund sponsors liquidating funds and leaving the business, or larger sponsors
selling their advisory businesses. Prior to 2015, the number of fund sponsors had been increasing as
the economy and financial markets recovered from the 2007-2009 financial crisis. Overall, from 2011
through 2020, 583 sponsors entered the market while 486 left, for a net increase of 97.

FIGURE 2.12
Number of Fund Sponsors

= Total fund sponsors at year-end
B Fund sponsors entering
[ Fund sponsors leaving
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Many recent entrants to the fund industry have adopted solutions in which the fund’s sponsor
arranges for a third party to provide certain services (e.g., audit, trustee, some legal) through a
turnkey setup. This allows the sponsor to focus more on managing portfolios and gathering assets.
Through an arrangement known as a series trust, the third party provides services to a number of
independent fund sponsors under a single complex that serves as an “umbrella.” This can be cost-
efficient because the costs of operating funds are spread across the combined assets of a number of

funds in the series trust.

The increased availability of other investment products has led to changes in how investors are
allocating their portfolios. The percentage of mutual fund companies retaining assets and attracting
net new investments generally has been lower in recent years. In 2020, 32 percent of fund complexes
saw positive flows to their long-term mutual funds, and 82 percent of ETF sponsors had positive net

share issuance (Figure 2.13).

FIGURE 2.13

Positive Flows to Long-Term Mutual Funds and Positive Net Share Issuance
of ETFs
Percentage of fund complexes

B Long-term mutual funds
[ ETFs

82
74

37
32

2011 2012 2013 2014 2015 2016 2017 2018 2019 2020

Note: Long-term mutual fund data include net new cash flow and reinvested dividends; ETF data for net share issuance
include reinvested dividends.
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In the past decade, the percentage of fund complexes attracting new money into their long-term
mutual funds has decreased, while the concentration of mutual fund and ETF assets managed by
the largest fund complexes has increased. The share of assets managed by the five largest firms
rose from 35 percent at year-end 2005 to 53 percent at year-end 2020, and the share managed
by the 10 largest firms increased from 46 percent to 64 percent (Figure 2.14). Some of the increase
in market share occurred at the expense of the middle tier of firms—those ranked from 11 to 25—
whose market share fell from 21 percent in 2005 to 17 percent in 2020.

FIGURE 2.14

Share of Mutual Fund and ETF Assets at the Largest Fund Complexes
Percentage of total net assets of mutual funds and ETFs, year-end

2005 2010 2015 2016 2017 2018 2019 2020

Largest 5 complexes 35 42 45 47 50 51 53 53
Largest 10 complexes 46 55 56 58 60 61 64 64
Largest 25 complexes 67 74 75 76 77 79 80 81

Note: Data include only mutual funds and ETFs registered under the Investment Company Act of 1940.
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At least two factors have contributed to the rise in industry concentration. First, the increased
concentration reflects the growing popularity of index funds—the 10 largest fund complexes
manage most of the assets in index mutual funds. Actively managed domestic equity mutual funds
had outflows in every year after 2005, while domestic equity index mutual funds had inflows in each
of these years except for 2020. Domestic equity index ETFs had positive net share issuance in each
of these years. Second, strong inflows over the past decade to bond mutual funds (Figure 3.10),
which are fewer in number and are less likely to be offered by smaller fund sponsors, helped boost

the share of assets managed by large fund complexes.

Macroeconomic conditions and competitive dynamics can affect the supply of funds offered for sale.
Fund sponsors create new funds to meet investor demand and merge or liquidate those that do not
attract sufficient investor interest. A total of 581 mutual funds and ETFs opened in 2020, up from
539in 2019, but well below the 2010-2019 annual average of 762 (Figure 2.15). The number of
mutual fund and ETF mergers and liquidations increased from 616 in 2019 to 826 in 2020.

FIGURE 2.15
Number of Mutual Funds and ETFs Entering and Leaving the Industry

[ Opened funds
B Merged/Liquidated funds

888 846 858 880

826

539

2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020

Note: Data include mutual funds that do not report statistical information to the Investment Company Institute and
mutual funds that invest primarily in other mutual funds. ETF data include ETFs that invest primarily in other ETFs.
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Fund Proxy Voting Reflects Heterogeneous Industry

Investment companies are major shareholders of public companies. At year-end 2020, they
held 30 percent of US-issued equities outstanding, a number that has changed little over the
past several years (Figure 2.7). Like any company shareholder, they are entitled to vote on
proxy proposals put forth by a company’s board or its shareholders. Funds normally delegate
proxy voting responsibilities to fund advisers, which have a fiduciary duty to vote in the best

interest of fund shareholders.

During proxy year 2017 (the 12 months that ended June 30, 2017), shareholders of the
3,000 largest public companies considered 25,045 proposals—98 percent (24,580) of
which were proposed by management and 2 percent (465) were submitted by shareholders.
Investment companies cast more than 7.6 million votes on these proposals, with each
investment company voting, on average, on about 1,500 separate proxy proposals. Because
management proposals account for the bulk of proxy proposals, 70.7 percent of funds' votes
were cast on management proposals related to uncontested elections of directors, with an
additional 13.2 percent and 9.3 percent related to management proposals on management
compensation and ratification of audit firms, respectively.

Investment companies voted in favor of management proposals 94.0 percent of the time. The
strong support for management proxy proposals likely reflects that the vast majority of them
are not controversial—81 percent of management proposals were uncontested elections of

directors and ratifications of the audit firms that companies selected.

During the same 2017 proxy year, 4.1 percent of the votes that investment companies cast
were on the 465 shareholder proxy proposals. Among the shareholder proposals, about half
were related to social and environmental matters; a quarter to board structures and elections;
and the remainder to shareholder rights and antitakeover issues, compensation matters,

and miscellaneous issues. Shareholder proxy proposals received support from investment

companies, on average, 34.6 percent of the time.
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Investment companies’ support for shareholder proposals varied considerably depending on

a range of factors. These factors included, among other things, the details of the proposal, the
issuer to whom the proposal applied, and the backdrop and context in which the proposal was
set. Investment companies tend to offer more support for shareholder proxy proposals that are
likely to increase their rights as company shareholders. For example, investment companies
voted in favor of shareholder proxy proposals related to shareholder rights or antitakeover
measures nearly 50 percent of the time in proxy year 2017.

Investment companies, on average, have provided more limited support for social and
environmental proposals. In proxy year 2017, these proposals received a favorable vote
25.2 percent of the time. Average levels of support can mask important nuances of how
investment companies vote on such issues. These kinds of proposals, though classified
generally as “social and environmental,” cover a wide array of issues, including the
environment, diversity in hiring practices, human rights matters, and issues about the safety
of a company’s business operations.

In addition, these proposals must be viewed in context. For example, suppose virtually
identical proposals are directed to two different companies. An investment company might
view the proposal as appropriate for the first company, but inappropriate for the second

because the latter has already taken steps to address the proposal’s concerns.

In short, there is no one-size-fits-all description of how funds vote, other than to say that
investment companies seek to vote in the interests of their shareholders and in a way that is

consistent with their investment objectives and policies.

For more information about investment company proxy voting, see IC/ Research Perspective,
“Proxy Voting by Registered Investment Companies, 2017,” at www.ici.org/pdf/per25-05.pdf.

LEARN MORE

Proxy Voting Resource Center
www.ici.org/proxy_voting
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Environmental, Social, and Governance Investing

Perhaps one of the most significant recent global trends is the increasing interest in environmental,
social, and governance (ESG) matters. These matters vary widely but are generally considered to
include topics related to climate change, diversity and inclusion, human rights, the rights of company
shareholders, and companies’ compensation structures. The fund industry is responding to increased
investor interest in ESG investing by, among other things, creating new funds that explicitly tailor

their investments to specific ESG criteria.

Funds consider ESG factors to varying degrees. For decades, some funds have incorporated ESG
factors into their investment processes as a way to enhance fund performance, manage investment
risks, and identify emerging investment risks and opportunities, much as they would consider
macroeconomic or interest rate risks, idiosyncratic business risks, and investment exposures to
particular companies, industries, or geographical regions. Because these funds “integrate” ESG
factors into the investment process, this type of investing is known as ESG integration.

Funds’ use of ESG integration is distinct from funds’ use of “sustainable investing strategies.”
Sustainable investing is a strategy that uses ESG analysis as a significant part of the fund’s

investment thesis as a way to pursue investment returns and ESG-related outcomes.

« LEARN MORE

Funds’ Use of ESG Integration and Sustainable Investing Strategies: An Introduction
www.ici.org/pdf/20_ppr_esg_integration.pdf
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Approaches to ESG Investing

The investment strategies funds use vary, as do the ways they describe their approaches. This

section describes some of the most common approaches.

» Exclusionary investing: Investment strategies that exclude, or “screen out,” investments in
particular industries or companies that do not meet certain ESG criteria. This may also be

described as negative screening, sustainable, or socially responsible investing (SRI).

» Inclusionary investing: Investment strategies that generally seek investment returns by pursuing

a strategic investing thesis focusing on investments that systematically tilt a portfolio based on

ESG factors alongside traditional financial analysis. This may also be described as best-in-class,

ESG thematic investing, ESG tilt, positive screening, or sustainable investing.
» Impact investing: Investment strategies that seek to generate positive, measurable social and
environmental impact alongside a financial return. This may also be described as community,

goal-based, sustainable, or thematic investing.

These common approaches to ESG investing are not mutually exclusive—that is, a single fund may
use multiple approaches (e.g., a best-in-class fund that excludes certain types of investments).

As a result, seeking to classify funds that invest according to ESG criteria as solely exclusionary,
inclusionary, or impact can be challenging. Applying IClI's long-standing general approach to

classifying funds enables research into these funds (e.g., tracking data and monitoring trends).

How ICI Categorizes Funds for Research and Statistical
Purposes

ICl seeks to categorize funds as objectively as possible by applying predetermined rules and
definitions to the prospectus language of mutual funds, ETFs, and closed-end funds, with a

special focus on the “investment objective” and “principal investment strategies” sections.

For example, ICl Research uses prospectus language to determine in which of four broad
categories to place a fund: equity, bond, hybrid, or money market. Funds are then placed in
subcategories—for example, classifying equity funds as large-, mid-, or small-cap; or bond
funds as investment grade or high-yield. To keep fund classifications up to date, ICI monitors

funds’ prospectuses for material revisions.

This approach produces fund classifications that are consistent and relatively stable, which is

very helpful when monitoring current and historical trends in fund data.

US-REGISTERED INVESTMENT COMPANIES
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Using ICI's Approach to Classify Funds That Invest According to
ESG Criteria

ICI's approach to classifying funds (see page 61) can be applied in a straightforward manner to all
types of funds that invest according to ESG criteria. ICl Research reviews the prospectuses for a vast
number of mutual funds and ETFs, examining the investment objective and principal investment
strategies sections for language indicating that a fund places an important and explicit emphasis on

environmental, social, or governance criteria to achieve certain goals.

Following this approach, in 2020, 592 mutual funds and ETFs with assets of $465 billion

(Figure 2.16) would be classified generally as investing according to exclusionary, inclusionary,
or impact investing ESG criteria. This is a sharp increase from year-end 2019—when there were
511 funds with assets of $321 billion—reflecting growing investor interest in these funds.

FIGURE 2.16

Number and Total Net Assets of Funds That Invest According to ESG Criteria
By focus, year-end

M Otherfocus

M Religious values focus
M Environmental focus
[ Broad ESG focus

Number of funds Total net assets
Billions of dollars
592
511 159
137
144
141
56
53
180 233
2019 2020 2020

Note: Data include mutual funds and ETFs. Data include mutual funds that invest primarily in other mutual funds and
ETFs that invest primarily in other ETFs.
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Among funds that use such criteria in selecting their investments, ICl uses prospectus language to
classify these funds into groups based on the frameworks or guidelines expressed at the forefront of

their principal investment strategies sections. Funds in these groups emphasize:

» Broad ESG focus: These funds focus broadly on ESG matters. They consider all three elements
of ESG (rather than focusing on one or two of the considerations) or may include ESG in their
names. Index funds in this group may track a socially responsible index such as the MSCI KLD
400 Social Index.

» Environmental focus: These funds focus more narrowly on environmental matters. They may
include terms such as “alternative energy,” “climate change,” “clean energy,” “environmental

solutions,” or “low carbon” in their principal investment strategies or fund names.

v
M

Religious values focus: These funds invest in accordance with specific religious values.
» Other focus: These funds focus more narrowly on some combination of environmental, social,
or governance elements, but not all three. They often negatively screen to eliminate certain

types of investments.

Of the 592 funds at the end of 2020, 233 funds with assets of $167 billion fall into the broad ESG
focus subcategory; 56 funds with assets of $28 billion in the environmental focus subcategory;
144 funds with assets of $119 billion in the religious values focus subcategory; and 159 funds with
assets of $152 billion in the other focus subcategory (Figure 2.16).

LEARN MORE

ESG Resource Center
www.ici.org/esg
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Chapter 3

US Mutual Funds

A mutual fund is an investment company that pools money from
shareholders and invests in a portfolio of securities. In 2020, an
estimated 102.5 million Americans in 58.7 million households
owned mutual funds, relying on them to meet long-term personal
financial objectives, such as preparing for retirement. US
households and institutions also use money market funds as cash
management tools. Mutual funds had net inflows of $205 billion in
2020, or 1.0 percent of year-end 2019 total net assets. Changing
demographics, portfolio rebalancing, and investors’ reactions to US
and worldwide economic and financial conditions play important
roles in determining how demand for specific types of mutual
funds—and for mutual funds in general—evolves.



Investors showed strong demand for money
market funds in 2020

$691 billion

net new cash flow into
money market funds
in 2020

IN THIS CHAPTER

66
69
72
76
81
83
88

Overview of Mutual Fund Trends
Developments in Mutual Fund Flows
Equity Mutual Funds

Bond Mutual Funds

Hybrid Mutual Funds

Growth of Other Investment Products

Money Market Funds



Overview of Mutual Fund Trends

With $23.9 trillion in total net assets (Figure 3.1), the US mutual fund industry remained the largest
in the world at year-end 2020. The majority of US mutual fund net assets at year-end 2020 were in
long-term mutual funds, with equity funds alone making up 53 percent of US mutual fund net assets.
Bond funds were the second-largest category, with 22 percent of net assets. Money market funds
(18 percent) and hybrid funds (7 percent) held the remainder.

FIGURE 3.1

Equity Mutual Funds Held More Than Half of Mutual Fund Total Net Assets
Percentage of total net assets, year-end 2020

53%
Equity

18%
Money market

22%
Bond

Hybrid

US mutual fund total net assets: $23.9 trillion

Investor Demand for US Mutual Funds

A variety of factors influence investor demand for mutual funds, such as funds’ ability to assist
investors in achieving their investment objectives. For example, US households rely on equity,

bond, and hybrid mutual funds to meet long-term personal financial objectives, such as preparing
for retirement, saving for education, purchasing a house, or preparing for emergencies. US
households, as well as businesses and other institutional investors, use money market funds as cash
management tools because they provide a high degree of liquidity and competitive short-term yields.
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Continued long-running investing trends, portfolio rebalancing, and effects from the COVID-19
pandemic were important factors that influenced investor demand for mutual funds in 2020.
Domestic equity mutual funds experienced net outflows, reflecting two major factors: an ongoing
shift to index-based products and redemptions to keep equity allocations at their portfolio targets in
response to substantial gains in US stock prices during the year. In contrast, demand for bond mutual
funds was strong in 2020, despite substantial outflows from bond funds in March. Some of the
money that investors directed toward bond funds likely was used to keep fixed-income allocations

at their portfolio targets. The aging of the US population also continued to play a role in demand for
bond mutual funds. In addition, government money market funds experienced substantial inflows in
March and April 2020 as investors sought to preserve and build liquidity.

Entry and Exit of US Mutual Funds

Mutual fund sponsors create new funds to meet investor demand, and they merge or liquidate
those that do not attract sufficient investor interest. A total of 268 mutual funds opened in 2020
(Figure 3.2). Fewer domestic and world equity fund launches contributed to the decline in the
number of new mutual funds offered from 2019 to 2020. The number of mutual funds that were
either merged or liquidated increased 27 percent to 644 funds in 2020—its highest level since
2009—as sponsors eliminated or consolidated more funds of funds from their lineups.

FIGURE 3.2
Number of Mutual Funds Entering and Exiting the Industry

[l Opened mutual funds
[ Merged mutual funds
M Liguidated mutual funds

2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020

Note: Data include mutual funds that do not report statistical information to the Investment Company Institute and
mutual funds that invest primarily in other mutual funds.
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Investors in US Mutual Funds

Demand for mutual funds is, in part, related to the types of investors who hold mutual fund shares.
Retail investors (i.e., households) held the vast majority (89 percent) of the $23.9 trillion in US mutual
fund net assets at year-end 2020 (Figure 3.3). The proportion of long-term mutual fund net assets
held by retail investors is even higher (94 percent). Retail investors also held substantial money
market fund net assets ($2.7 trillion), but this was a relatively small share (13 percent) of their total

mutual fund net assets ($21.2 trillion).

In contrast, institutional investors such as nonfinancial businesses, financial institutions, and
nonprofit organizations held a relatively small portion of mutual fund net assets. At year-end 2020,
institutions held 11 percent of mutual fund net assets (Figure 3.3). The majority (59 percent) of the
$2.7 trillion that institutions held in mutual funds was in money market funds, because one of the

primary reasons institutions use mutual funds is to help manage their cash balances.

FIGURE 3.3

Households Held 89 Percent of Mutual Fund Total Net Assets
Trillions of dollars, year-end 2020

$2.7
Households” money
market funds*

$18.5
Households’ long-term
mutual funds*

$1.6
Institutional investors’
money market funds

$1.1
Institutional investors’
long-term mutual funds

Mutual fund total net assets: $23.9 trillion
Long-term mutual fund total net assets: $19.6 trillion
Money market fund total net assets: $4.3 trillion

* Mutual funds held as investments in individual retirement accounts, defined contribution retirement plans, variable
annuities, 529 plans, and Coverdell education savings accounts are counted as household holdings of mutual funds.
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Developments in Mutual Fund Flows

Overall demand for mutual funds as measured by net new cash flow—new fund sales less
redemptions, plus net exchanges—declined in 2020 (Figure 3.4). In 2020, mutual funds had net
inflows of $205 billion (1.0 percent of year-end 2019 total net assets), following net inflows of

$454 billion in 2019. Long-term mutual funds experienced net outflows of $486 billion in 2020, as
outflows from equity and hybrid funds were only partially offset by inflows to bond funds. Money
market funds received $691 billion in net inflows, driven by inflows into government money market
funds as the COVID-19 pandemic created a massive demand for liquidity by businesses, households,
governments, and other investors in March 2020. Outside of the shock to demand brought on by the
public health crisis, a number of factors—including portfolio rebalancing, broad-based increases in
global financial markets, ongoing demographic trends, and demand for indexed products—appeared
to influence US mutual fund flows in 2020.

FIGURE 3.4

Net New Cash Flow to Mutual Funds
Billions of dollars, annual
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The Global Economy and Financial Markets in 2020

Developments surrounding the COVID-19 pandemic drove macroeconomic trends around the
world in 2020. From early 2020 onward, SARS-CoV-2 spread across the globe. Governments made
efforts to control the health crisis by imposing strict mandates and social distancing guidelines,
which effectively shut down large portions of the economy. This led to a substantial contraction

in real global gross domestic product (GDP) of 8.9 percent in the second quarter of 2020 alone.

For the year, real global GDP contracted an estimated 3.3 percent—a sharp reversal from growth
of 2.8 percentin 2019. This severe deceleration in economic activity was experienced across the
world as real GDP declined for many jurisdictions. In the United States, real GDP contracted by an
estimated 3.5 percent in 2020 compared with growth of 2.2 percent in 2019; in the euro area, real
GDP contracted 6.6 percent in 2020 compared with growth of 1.3 percentin 2019; and in emerging
and developing market economies in Asia, real GDP contracted 1.0 percent in 2020 compared with
growth of 5.3 percentin 2019.

In addition to the contraction in real GDP, other metrics show the negative effects that the
COVID-19 pandemic had on the US economy. The unemployment rate spiked from 3.6 percent

in December 2019 to 14.8 percent in April 2020; by December 2020, the unemployment rate had
fallen to 6.7 percent. Inflation was low, with the Consumer Price Index rising just 1.4 percentin
2020—compared to 2.3 percent in 2019—below the Federal Reserve's target of 2 percent inflation.
Consumer spending, adjusted for inflation, experienced a year-over-year contraction of 16.5 percent
in April 2020. This improved somewhat by December, with consumer spending contracting

3.5 percent year over year. Additionally, the Federal Reserve lowered the federal funds target rate

twice in March to near-zero levels.

Financial markets around the world were generally unconcerned with early COVID-19 developments,
in part because market participants had little indication of how severe the crisis would become.
Stock markets began falling in the third week of February 2020, as governments began to impose
quarantines and social distancing mandates. US stocks reached an all-time high on February 19, and
by March 23, they had plummeted 35.0 percent.* Additionally, the Chicago Board Options Exchange
(Cboe) Volatility Index (VIX)—which tracks the volatility of the S&P 500 index and is a widely used
measure of market risk—jumped to record levels. Values less than 20 are associated with a period of
market calm and values greater than 30 are associated with a high degree of investor fear. In 2020,
the daily VIX reached a record peak of nearly 83 on March 16 and was above 30 for 32 percent of the
trading days. From February 21, 2020, to the end of the year, the daily VIX never dropped below 20.
By comparison, volatility in 2019 was fairly subdued—the daily VIX was below 20 for most of 2019

(94 percent of trading days) and never exceeded 30.

* As measured by the Wilshire 5000 Index.

N

LEARN MORE

The Impact of COVID-19 on Economies and Financial Markets
www.ici.org/pdf/20_rpt_covidl.pdf
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During this period, the Federal Reserve implemented a multitude of measures to calm markets and
ease the flow of credit to households and businesses. For example, the Federal Reserve cut short-
term interest rates, created multiple lending facilities to provide liquidity to the credit markets, and
eased the terms at which major central banks could borrow US dollars. For the remainder of 2020,
the US economy adjusted to the unique demands imposed by the COVID-19 public health crisis
and financial markets recovered, with US stocks returning 21 percent for the year and US bonds
returning 8 percent.*

Stock prices around the world in 2020 followed a similar pattern to the United States—a sharp
downward spike in March was followed by steady increases for the remainder of the year, as
investors became more optimistic about a “return to normal.” In Japan, the Nikkei 225 index was up
16 percent in 2020; in China, the Shanghai Composite Index was up 14 percent; and the broader
MSCI Emerging Markets Index rose nearly 16 percent. In Europe, the MSCI Europe Index increased
just 2 percent in 2020. In the United Kingdom, the value of stocks in the Financial Times Stock
Exchange (FTSE) 100 Index declined 14 percentin 2020.

Long-Term Mutual Fund Flows

Although net new cash flows into long-term mutual funds are typically correlated with market
returns, they tend to be moderate as a percentage of total net assets even during episodes of market
turmoil. Several factors may contribute to this phenomenon. For example, households (i.e., retail
investors) own the vast majority of US long-term mutual fund net assets (Figure 3.3). Retail investors
generally respond less strongly to market events than do institutional investors. Most notably,
households often use mutual funds to save for the long term, such as for college or retirement. Many
of these investors make stable contributions through periodic payroll deductions, even during periods
of market stress. In addition, many mutual fund shareholders seek the advice of financial advisers,
who may provide a steadying influence during market downturns. These factors are amplified by the
fact that net assets in mutual funds are spread across more than 100 million investors and that fund
investors have a wide variety of individual characteristics (such as age or appetite for risk) and goals
(such as saving for the purchase of a home, for education, or for retirement). They also are bound to
have a wide range of views on market conditions and how best to respond to those conditions to
meet their individual goals. As a result, even during months when funds as a whole experience net

outflows, many investors continue to purchase fund shares.

* As measured by the FTSE US Broad Investment Grade Bond Index.

LEARN MORE

Even in Bear Markets, Equity Fund Investors Stay the Course
www.ici.org/viewpoints/view_18_equity_flows
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Equity Mutual Funds

Historically, net new cash flows to equity mutual funds have tended to rise and fall with returns
on stocks (Figure 3.5). Global stock markets returned 17 percent in 2020, following a 27 percent
return in 2019.* Despite strong global stock market performance for the year, equity mutual funds
experienced net outflows totaling $646 billion in 2020 (5.7 percent of year-end 2019 total net
assets), following $362 billion in net outflows in 2019. In both years, outflows from equity mutual

funds were concentrated in domestic equity funds.

FIGURE 3.5

Net New Cash Flow to Equity Mutual Funds Typically Is Related to World Equity
Returns
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* Net new cash flow is reported as a percentage of previous month-end equity mutual fund total net assets, plotted as
a six-month moving average.
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* As measured by the MSCI All Country World Daily Gross Total Return Index.
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Equity mutual funds had net outflows in every month in 2020 (Figure 3.6). In the first three months
of the year, investors had redeemed, on net, only $101 billion from equity mutual funds. Flows to
mutual funds, in general, tend to be higher in the first quarter than at other times of the year because
investors who receive year-end bonuses may invest that money relatively quickly in the new year.

In addition, some investors make contributions to their individual retirement accounts (IRAs) before
filing their tax returns. As the year progressed, net outflows from equity mutual funds accelerated,
with investors redeeming a net $545 billion from April through December. During this period,
outflows were smallest in April and November. In April, US stocks returned 13 percent as investor
confidence in financial markets returned following a series of actions taken by the Federal Reserve.
In November, US stocks returned 12 percent, alongside the announcement of successful results from
COVID-19 vaccine trials.

FIGURE 3.6

Net New Cash Flow to Equity Mutual Funds in 2020
Billions of dollars; monthly, 2020
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Portfolio rebalancing likely played a role in investors’ decisions to redeem from equity funds in 2020.
In 2020, the 17 percent return on global stocks outpaced the 8 percent return on US bonds and
would have resulted in equities accounting for a larger share of investors’ portfolios. For example,
without taking any investment actions, investors following a 60/40 target portfolio allocation

(60 percent in equity funds and 40 percent in bond funds) would have seen their equity allocation
rise to 62 percent of their total portfolio from relatively strong gains in stock prices. To remain at their
equity allocation targets, investors would have needed to redeem from equity funds in 2020.

In addition to portfolio rebalancing, net outflows from domestic equity mutual funds in 2020 also
may have been driven by investor demand for domestic equity exchange-traded funds (ETFs).

As discussed in chapter 4, demand for ETFs has been very strong over the past several years.
Domestic equity ETFs had net creations in every month of 2020 except for February, which saw net
redemptions of less than $2 billion. Overall, demand for domestic equity ETFs resulted in $189 billion
in net share issuance in 2020 (Figure 4.10). In contrast, domestic equity mutual funds had net

outflows of $471 billion (Figure 3.6) over the same period.

Demand for world equity mutual funds weakened further in 2020, with investors redeeming

$175 billion (Figure 3.6), on net, compared with net redemptions of $60 billion in 2019. Outflows
from world equity mutual funds were spread across investment objectives but were concentrated in
international equity mutual funds, which experienced outflows of $120 billion in 2020. International
equity mutual funds do not hold US stocks, and while global returns on stocks were positive in many
countries in 2020, returns on US stocks were higher. Investors may have responded by moving into
funds more focused on US equities. For example, global equity mutual funds, which usually hold
some US stocks, saw $37 billion in net outflows in 2020; emerging market equity mutual funds had
outflows of $12 billion; and regional equity mutual funds and world equity mutual funds that follow

alternative investment strategies, collectively, had $6 billion in net outflows in 2020.

Rebalancing may also have contributed to outflows from world equity mutual funds in 2020. Some
types of funds rebalance portfolios automatically as part of an asset allocation strategy. The
assets in funds offering asset allocation strategies—such as target date funds (discussed in more
detail on page 81)—have grown considerably over the past decade. These funds typically hold a
higher proportion of foreign equities and bonds than many US investors had traditionally allocated
to foreign investments. As global equity markets rose in 2020, these kinds of asset allocation
funds rebalanced their portfolios away from stocks, including foreign stocks, to maintain their

target allocations.
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Asset-Weighted Turnover Rate

The turnover rate—the percentage of a fund's holdings that have been bought or sold over a
year—is a measure of a fund’s trading activity. The rate is calculated by dividing the lesser of
purchases or sales (excluding those of short-term assets) in a fund'’s portfolio by average total
net assets.

To analyze the turnover rate that shareholders actually experience in their funds, it is
important to identify those funds in which shareholders are most heavily invested. Neither

a simple average nor a median takes into account where fund assets are concentrated. An
asset-weighted average gives more weight to funds with more net assets, and accordingly,
indicates the average portfolio turnover actually experienced by fund shareholders. In 2020,
the asset-weighted annual turnover rate experienced by equity mutual fund investors was

32 percent, well below the average of the past 36 years (Figure 3.7).

Investors tend to own equity funds with relatively low turnover rates. In 2020, about half of
equity mutual fund total net assets were in funds with portfolio turnover rates of less than
27 percent. This reflects the propensity for mutual funds with below-average turnover to
attract shareholder dollars.

FIGURE 3.7
Turnover Rate Experienced by Equity Mutual Fund Investors
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Bond Mutual Funds

Bond mutual fund net new cash flows typically are correlated with the performance of US bonds
(Figure 3.8), which, in turn, is largely driven by the US interest rate environment. Long-term interest
rates fell sharply in the first quarter of 2020 and finished the year substantially lower than they were
at the beginning of the year. The yield on the 10-year Treasury started 2020 at 1.92 percent and

had declined to 0.70 percent by the end of March. By early August, the 10-year Treasury yield had
decreased further to 0.52 percent—its lowest point of the year. From that point, the 10-year Treasury
yield steadily increased 41 basis points to finish the year at 0.93 percent. For the year as a whole, the
total return on US bonds was 8 percent.

FIGURE 3.8

Net New Cash Flow to Bond Mutual Funds Typically Is Related to Bond Returns
Monthly
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Bond Index.

Sources: Investment Company Institute, FTSE Russell, and Bloomberg
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Taxable bond mutual funds received relatively strong inflows in 2020 except between February and
April, when uncertainty over the COVID-19 pandemic was at its peak. In March, investors looking to
shore up their cash positions redeemed $213 billion from taxable bond mutual funds, or 5.3 percent
of their total net assets at the end of February (Figure 3.9). At the same time, conditions in fixed-
income markets deteriorated rapidly. Dislocations were first seen in the US Treasury market—
normally a safe haven during periods of market stress—as yields on US Treasuries rose, while stock
prices fell, from March 9 to March 18. Investors were selling Treasuries for a variety of reasons, such
as to meet their need for cash, to rebalance around market conditions, and to meet margin calls. The
dislocations in the Treasury market eventually spread to short-term credit markets, including the
interbank lending, commercial paper, wholesale deposits, and short-term municipal debt markets. By
mid-March, liquidity dried up, short- and long-term credit markets ceased to function, and the flow of
credit to the economy evaporated. In March and April, the Federal Reserve took measures, including
creating a broad range of lending facilities, that injected liquidity into the markets, smoothed the

functioning of short- and long-term credit markets, and restored the flow of credit to the economy.

After April, taxable bond mutual funds experienced significant inflows. Between May and December
2020, taxable bond funds received $373 billion in inflows (Figure 3.9). Portfolio rebalancing likely
played a role in these inflows. Global stocks returned 34 percent between April 30, 2020, and
December 31, 2020, while US bonds returned 3 percent. Returning to the example on page 74,

an investor with a 60/40 target portfolio allocation (60 percent in equity funds and 40 percent in
bond funds) at the end of April, who took no investment actions, would have seen their portfolio
share in bond funds drop to 34 percent—well below the 40 percent target allocation—by the end of
December. Investors and target date funds following asset allocation strategies would have needed

to purchase bond funds during this period to remain at their target allocations.

Investor demand varied across specific categories of taxable bond mutual funds in 2020, with the
bulk of investor flows being directed toward investment grade bond mutual funds, which received
$193 billion in net inflows in 2020. In addition, government bond mutual funds saw inflows of
$26 billion; multisector bond mutual funds saw inflows of $6 billion; and high-yield bond mutual
funds had inflows of $4 billion. World bond mutual funds, which typically hold a mix of bonds

denominated in US dollars and foreign currencies, had net outflows of $24 billion.
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Investor demand for taxable bond mutual funds also varied by the maturity or duration of their
portfolios. In particular, short-term taxable bond funds received inflows of $66 billion in 2020,
or 11.6 percent of their year-end 2019 total net assets, compared with inflows of $139 billion, or

4.2 percent of net assets, for other taxable bond funds.

Like demand for taxable bond mutual funds, demand for municipal bond mutual funds was relatively
strong throughout 2020 except during March and April. In March, for example, municipal bond
mutual funds experienced outflows of $42 billion, which represented 4.9 percent of their total net
assets at the end of February (Figure 3.9). However, municipal bond funds experienced net inflows of

$39 billion for the year as a whole.

FIGURE 3.9

Net New Cash Flow to Bond Mutual Funds in 2020
Billions of dollars; monthly, 2020
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How Bond Mutual Funds Manage Investor Flows

When meeting redemptions, fund managers’ actions are guided by market conditions,
expected investor flows, and other factors. A fund might, for example, decide to sell some of
its holdings to raise the cash needed to fulfill redemptions. But its choice of which particular
securities to sell may depend on market conditions. For example, during a market downturn,
with liquidity at a premium, some fund managers might seek to add shareholder value by
selling some of their funds’ more-liquid bonds (which, being in high demand, are trading at a
premium to fundamental value). Other fund managers may conclude that it is necessary and

appropriate to sell a representative “slice” of their funds’ entire portfolios.

Bond mutual fund managers have other ways of meeting redemption requests. For example, a
fund might already have cash on hand. Or, the fund may use the cash that bond mutual funds

receive each day in the form of interest income from bonds held in the portfolio, proceeds from
matured bonds, or new sales of fund shares.

In addition, bond funds often use derivatives or hold liquid assets other than cash. For
example, a high-yield bond fund might hold some portion of its assets in equities, because
equities are very liquid, and the return profiles of high-yield bonds and equities can be similar.
Derivatives can be more liquid than their physical counterparts, and funds are required to
segregate liquid assets to support their derivatives positions. As these positions are closed,
this cash collateral provides a ready source of liquidity to meet redemptions. This is especially
true for many of the funds commonly called liquid alternative funds, as these funds are
explicitly designed to allow frequent investor trading, and do so in large measure through the

use of derivatives.
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Long-Term Demand for Bond Mutual Funds

Despite several periods of market turmoil—including the COVID-19 pandemic, which led to
substantial outflows in March 2020—bond mutual funds have experienced net inflows through most
of the past decade. Bond mutual funds received $2.3 trillion in net new cash flow and reinvested
dividends from 2011 through 2020 (Figure 3.10).

A number of factors have helped sustain this long-term demand for bond mutual funds, including
demographics. Older investors tend to have larger account balances because they have had more
time to accumulate savings and take advantage of compounding. At the same time, as investors age,
they tend to shift toward fixed-income products. Over the past decade, the aging of Baby Boomers
has boosted flows to bond funds.

FIGURE 3.10

Bond Mutual Funds Have Experienced Net Inflows Through Most
of the Past Decade
Cumulative flows to bond mutual funds, billions of dollars, monthly
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The continued popularity of target date mutual funds also likely helped to limit outflows from bond
mutual funds in 2020. Target date funds invest in a changing mix of equities and fixed-income
investments. As the fund approaches and passes its target date (which is usually specified in the
fund’s name), the fund gradually reallocates assets from equities to fixed-income investments,
including bonds. Target date funds usually invest through a fund-of-funds approach, meaning they
primarily hold and invest in shares of other equity and bond mutual funds or ETFs. Over the past 10
years, target date mutual funds have received net inflows of $494 billion. By year-end 2020, target
date mutual funds had total net assets of $1.6 trillion (Figure 8.20). Investor interest in these funds
likely reflects their automatic rebalancing features as well as their inclusion as an investment option
in many defined contribution (DC) plans (Figure 8.12).

These long-term factors, combined with positive returns on bonds and inflows from portfolio
allocation strategies, have caused bond mutual fund total net assets to double over the past
decade—from $2.6 trillion at year-end 2010 to $5.2 trillion at year-end 2020. However, their share
of the US bond market (US government bonds, corporate bonds, and tax-exempt bonds) has
stayed relatively stable during this time. Bond mutual funds held 9 percent of the US bond market
at year-end 2020, compared with 8 percent at year-end 2010.

Hybrid Mutual Funds

Hybrid funds (also called asset allocation funds or balanced funds) invest in a mix of stocks and
bonds. This approach offers a way to balance the potential capital appreciation of stocks with the
income and relative stability of bonds over the long term. The fund'’s portfolio may be periodically
rebalanced to bring its asset allocation more in line with prospectus objectives, which could be

necessary following capital gains or losses in the stock or bond markets.

Over the past six years, investors have moved away from hybrid mutual funds, which had been

a popular way to achieve a managed, balanced portfolio of stocks and bonds (Figure 3.11). In

2020, hybrid mutual funds had outflows of $84 billion (or 5.3 percent of prior year-end total net
assets), following $230 billion of net outflows over the previous five years. Many factors likely

have contributed to this change. For example, investors may be shifting out of hybrid funds and

into portfolios of ETFs that are periodically rebalanced, often with the assistance of a fee-based
financial adviser. In addition, investors may be shifting assets toward target date funds and lifestyle
funds as an alternative way to achieve a balanced portfolio. For example, in 2020, assets in target
date funds were $1.6 trillion, up substantially over the past decade (Figure 8.20).*

* |ICl generally excludes funds of funds from total net asset and net new cash flow calculations to avoid double counting.
Although target date funds are classified as hybrid funds by ICl, 97 percent of target date fund assets are in funds of
funds, and therefore, their flows are excluded from the hybrid mutual fund flows presented in Figure 3.11.
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Net outflows from hybrid funds from 2015 through 2020 were concentrated in flexible portfolio
funds, which can hold any proportion of stocks, bonds, cash, and commodities, both in the United
States and overseas. Following the 2007-2009 global financial crisis, many investors sought to
broaden their portfolios and lower the correlation of their investments with the market or limit
downside risk. Flexible portfolio funds can help investors achieve those goals. As a result, flexible
portfolio funds saw net inflows of $88 billion between 2009 and 2014. However, after a long

bull market and comparably lower returns in funds offering downside protection, investors have

redeemed, on net, $163 billion from flexible portfolio funds in the past six years.

FIGURE 3.11

Net New Cash Flow to Hybrid Mutual Funds
Billions of dollars, annual
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Growth of Other Investment Products

Outflows from some long-term mutual funds over the past decade reflect a broader shift, driven by
both investors and retirement plan sponsors, toward other pooled investment vehicles. This trend is
reflected in the outflows from actively managed funds and the growth of index mutual funds, ETFs,

and collective investment trusts (CITs) since 2007.

Index mutual funds—which hold all (or a representative sample) of the securities in a specified
index—have been popular among investors over the past two decades. Of households that owned
mutual funds, 43 percent owned at least one equity index mutual fund in 2020. As of year-end
2020, 490 index mutual funds managed total net assets of $4.8 trillion. However, index mutual
funds experienced outflows of $100 billion in 2020—a reversal from an extended period of annual
inflows (Figure 3.12). Outflows from index domestic and world equity mutual funds ($102 billion
and $55 billion, respectively) were only partially offset by inflows into index bond and hybrid mutual
funds ($57 billion). Some of the outflows from index equity mutual funds are likely attributable to
portfolio rebalancing, with investors shifting assets from equity mutual funds to bond mutual funds
as they seek to stay within some target portfolio allocation (see page 74). The outflows from index
equity mutual funds also reflect some assets moving from mutual funds into other products, such as
ETFs or CITs. At year-end 2020, net assets in index equity mutual funds made up 30 percent of total
equity mutual fund net assets, unchanged from 2019 (Figure 3.13).
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FIGURE 3.12

Net New Cash Flow to Index Mutual Funds
Billions of dollars, annual
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FIGURE 3.13

The Steady Growth of Index Equity Mutual Funds Stalled in 2020
Percentage of equity mutual funds’ total net assets, year-end
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Index domestic equity mutual funds and ETFs have particularly benefited from the overall increased
investor demand for index-based investment products. From 2011 through 2020, index domestic
equity mutual funds and ETFs received $1.9 trillion in net new cash and reinvested dividends, while
actively managed domestic equity mutual funds experienced net outflows of $1.9 trillion (including
reinvested dividends) (Figure 3.14). Index domestic equity ETFs have grown particularly quickly—
attracting twice the amount of net inflows of index domestic equity mutual funds since 2011.

Part of the recent increasing popularity of ETFs is likely attributable to more brokers and financial
advisers using them in their clients’ portfolios. In 2019, full-service brokers and fee-based advisers
had 21 percent and 33 percent, respectively, of their clients’ household assets invested in ETFs, up
sharply from 6 percent and 10 percent in 2011 (Figure 3.15).

FIGURE 3.14

Some of the Outflows from Domestic Equity Mutual Funds Have Gone to ETFs

Cumulative flows to domestic equity mutual funds and net share issuance of index domestic
equity ETFs, billions of dollars, monthly
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FIGURE 3.15

Fee-Based Advisers Are Investing Larger Portions of Client Portfolios in ETFs
Percentage of household assets invested in investment category by adviser type
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* This category includes wirehouses as well as regional, independent, and bank broker-dealers.
2 This category includes registered investment advisers and dually registered investment adviser broker-dealers.

3 This category excludes an unknown portion of assets from investors who received fee-based advice but
implemented trades themselves through discount brokers and fund supermarkets.

Source: Cerulli Associates, “The State of US Retail and Institutional Asset Management, 2020”
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ClITs are an alternative to mutual funds for DC plans. Like mutual funds, CITs pool the assets of
investors and (either actively or passively) invest those assets according to a particular strategy.
Much like institutional share classes of mutual funds, CITs generally require substantial minimum
investment thresholds, which can limit the costs of managing pooled investment products. Unlike
mutual funds, which are regulated under the Investment Company Act of 1940, CITs are regulated
under banking laws and are not marketed as widely as mutual funds; this can also reduce their
operational and compliance costs as compared with mutual funds.

More retirement plan sponsors have begun offering CITs as options in 401(k) plan lineups. As

Figure 3.16 demonstrates, this trend has translated into a growing share of assets held in CITs by
large 401(k) plans. That share increased from 6 percent in 2000 to an estimated 25 percent in 2019.
This recent expansion is due, in part, to the growth in target date ClTs.

FIGURE 3.16

Assets of Large 401(k) Plans Are Increasingly Held in Collective Investment Trusts
Percentage of assets in 401(k) plans with 100 participants or more
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Note: Assets exclude Direct Filing Entity assets that are reinvested in collective investment trusts. Data prior to 2019
come from the Form 5500 Research data sets released by the Department of Labor. Data for 2019 are preliminary,
based on Department of Labor Form 5500 latest data sets.

Source: Investment Company Institute tabulations of Department of Labor Form 5500 data
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Money Market Funds

In 2020, money market funds received $691 billion in net new cash flows, up from $553 billion
in 2019 (Figures 3.4 and 3.17). Government money market funds received substantial inflows
($835 billion) while prime money market funds and tax-exempt money market funds had
outflows of $111 billion and $33 billion, respectively.

FIGURE 3.17

Net New Cash Flow to Money Market Funds in 2020
Billions of dollars; monthly, 2020
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Demand for government money market funds in March and April 2020 was shaped by the efforts
of businesses, households, and governments to preserve or build liquidity. As market volatility

and investor uncertainty peaked in March, investors of all types used government money market
funds, which primarily hold securities issued by the US Treasury, to help them preserve liquidity.
Government money market funds experienced inflows of $834 billion in March, followed by
additional inflows of $342 billion in April. From May through December, government money market
funds had outflows of $338 billion. Even though financial markets became significantly calmer after

April, the bulk of the cash that flooded into government money market funds remained.

Meanwhile, prime money market funds experienced outflows of $139 billion in March 2020,

17.6 percent of their net assets at the end of February. In particular, institutional prime money market
funds had outflows of $91 billion (29.1 percent of their total net assets at the end of February) and
retail prime money market funds had outflows of $48 billion (10.1 percent of their total net assets

at the end of February). A combination of factors may have contributed to these outflows. Investor
demand for safe, liquid assets meant that some of the outflows from prime money market funds may

have moved into government money market funds.

The 2014 reforms from the Securities and Exchange Commission (SEC) may also have played a role;
for example, they granted funds the option to impose fees or gates on redemptions if their weekly
liquid assets dropped below the 30 percent regulatory minimum. As weekly liquid assets of some
institutional prime money market funds approached the 30 percent threshold, the pace of outflows
accelerated because of the risk that a fund could impose a liquidity fee or redemption gate. Toward
the end of March 2020, the Federal Reserve established a range of facilities to lend to virtually every
sector of the economy, including to money market funds through the Money Market Fund Liquidity
Facility. These facilities eased pressures on short-term credit markets and money market funds, and
outflows from prime money market funds reversed. In April, prime money market funds experienced
inflows of $49 billion, followed by inflows of $46 billion in May.

LEARN MORE
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www.ici.org/pdf/20_rpt_covid3.pdf ’

US MUTUAL FUNDS 89


https://www.ici.org/pdf/20_rpt_covid3.pdf

In March 2020, the Federal Reserve lowered the federal funds target rate twice. By the end of
April, the federal funds rate was hovering at a little more than zero, and net yields on prime and
government money market funds—which closely track short-term interest rates—had dropped
significantly (Figure 3.18). By year-end 2020, government money market fund net yields were

0.01 percent and prime money market fund net yields were 0.03 percent. To keep net yields above
zero in 2020, many advisers reinstituted the expense waivers they had provided to their money
market funds during the ultralow interest rate environment from 2009 through 2015. Consequently,
the expenses waived by money market funds increased sharply from an estimated $1.2 billion in
2019 to an estimated $3.1 billion in 2020 (Figure 3.19).

FIGURE 3.18

Net Yields of Money Market Funds Were Nearly Zero by the End of 2020
Percent, month-end
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FIGURE 3.19

Money Market Funds’ Use of Expense Waivers Increased in 2020
Money market fund expenses waived, billions of dollars
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Chapter 4

US Exchange-
Traded Funds

ETFs are a convenient, cost-effective tool for investors seeking to

gain or shed exposure to broad market indexes, particular sectors or
geographical regions, or specific rules-based investment strategies.
Over the past decade, demand for ETFs has grown markedly as
investors—both institutional and retail—increasingly turn to them as
investment options. In the past 10 years, net share issuance of ETFs
has totaled $2.8 trillion. As investor demand has increased, sponsors
have offered more ETFs with a greater variety of investment objectives.
With $5.4 trillion in total net assets at year-end 2020, the US ETF
industry remained the largest in the world.
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What Is an ETF?

An exchange-traded fund (ETF) is a pooled investment vehicle with shares that investors can buy
and sell throughout the day on a stock exchange at a market-determined price. Investors may buy
or sell ETF shares through a broker or in a brokerage account just as they would the shares of any
publicly traded company. ETFs have been available as an investment product for 28 years in the
United States. Most ETFs are structured as open-end investment companies, like mutual funds,
and are governed by the same regulations. Other ETFs—primarily those investing in commodities,
currencies, and futures—have different structures and are subject to different regulatory

requirements.

Evolution of the ETF Regulatory Framework
The first US ETF—a broad-based domestic equity fund tracking the S&P 500 index—was launched

in 1993 after a fund sponsor received Securities and Exchange Commission (SEC) exemptive relief
from several provisions of the Investment Company Act of 1940 that would not otherwise allow the
ETF structure. As other fund sponsors wanted to bring new ETFs to market, they had to obtain their
own specific exemptive relief orders from the SEC. Until 2008, the SEC only approved exemptive
relief orders for ETFs that tracked specified indexes. These ETFs, commonly referred to as index-
based ETFs, are designed to track the performance of their designated indexes or, in some cases,

a multiple or an inverse (or a multiple of an inverse) of their indexes. At year-end 2020, there were
1,675 index-based ETFs—with $5.1 trillion in total net assets—that were registered with the SEC
under the Investment Company Act of 1940.

In early 2008, the SEC granted approval through exemptive relief orders to several fund sponsors

to offer fully transparent, actively managed ETFs. Actively managed ETFs do not seek to track the
return of a particular index. Instead, an actively managed ETF's investment adviser, like that of an
actively managed mutual fund, creates a unique mix of investments to meet a particular investment
objective and strategy. As other fund sponsors wanted to offer actively managed ETFs, they had

to obtain their own exemptive relief. From the approval of the first actively managed ETFs in 2008
through year-end 2020, the market has grown to 467 actively managed 1940 Act ETFs with

$174 billion in total net assets.

« LEARN MORE
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After granting more than 300 exemptive orders to fund sponsors for index-based and fully
transparent actively managed ETFs since 1993, the SEC adopted the “ETF rule” (Rule 6¢c-11 under
the Investment Company Act of 1940) in September 2019. The ETF rule enables any fund sponsor
to offer ETFs that satisfy certain conditions (e.g., daily disclosure of all portfolio holdings, net asset
value, market price, premium or discount, and bid-ask spread; as well as written policies and
procedures regarding basket construction) without the expense and delay of obtaining exemptive
relief from the SEC. The ETF rule also removes a competitive disadvantage that favored some ETF
sponsors with older, more flexible forms of exemptive relief. Under the new rule, the vast majority of

ETFs currently registered with the SEC are subject to identical requirements.

In 2019, the SEC also granted separate approval through the exemptive relief process to five models
of ETFs that did not fall under the new ETF rule because they do not fully disclose their portfolio
holdings each day. These ETFs, commonly referred to as non-transparent or semi-transparent

ETFs, provide limited daily information on the value of the securities they hold and, similar to mutual
funds, publicly disclose their full schedule of portfolio holdings at least quarterly. Non-transparent or
semi-transparent ETFs have been approved for use only in limited asset classes—primarily domestic
equity—and must prominently disclose on their prospectuses, websites, and marketing materials
that they are different from the more traditional ETFs allowed under the ETF rule. The first non-
transparent or semi-transparent ETFs were launched in 2020, and by year-end there were 19 ETFs

with nearly $1 billion in total net assets under these approved models.

LEARN MORE

The ETF Rule: Paving the Way for Future Growth and Success
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ETFs and Mutual Funds

An ETF is a registered investment company that is similar to a mutual fund in that it offers investors
a proportionate share in a pool of stocks, bonds, and other assets such as derivatives or bank
loans. Like a mutual fund, an ETF is required to post the mark-to-market net asset value (NAV)

of its portfolio at the end of each trading day and must conform to the main investor protection
mechanisms of the Investment Company Act of 1940, including limitations on leverage, daily
valuation and liquidity requirements, prohibitions on transactions with affiliates, and rigorous
disclosure obligations. Also, like mutual funds, creations and redemptions of ETF shares are
aggregated and executed just once per day at NAV. Despite these similarities, key features

differentiate ETFs from mutual funds.

Key Differences

One major difference is that retail investors buy and sell ETF shares on the secondary market (stock
exchange) through a broker-dealer, much like they would any other type of stock. In contrast, mutual
fund shares are not listed on stock exchanges, but are purchased and sold through a variety of

distribution channels, including through investment professionals—full service brokers, independent
financial planners, bank or savings institution representatives, or insurance agents—or directly from

a fund company or discount broker.

Pricing also differs between mutual funds and ETFs. Mutual funds are “forward priced,” which
means that although investors can place orders to buy or sell mutual fund shares throughout the day,
all orders placed during the day will receive the same price—the NAV—the next time it is computed.
Most mutual funds calculate their NAV as of 4:00 p.m. eastern time because that is the time US stock
exchanges typically close. In contrast, the market price of an ETF share is continuously determined
on a stock exchange. Consequently, the price at which investors buy and sell ETF shares on the
secondary market may not necessarily equal the NAV of the portfolio of securities in the ETF. Two
investors selling the same ETF shares at different times on the same day may receive different prices
for their shares, both of which may differ from the ETF's NAV, which—Ilike a mutual fund—generally
is calculated as of 4:00 p.m. eastern time.

« LEARN MORE

Understanding Exchange-Traded Funds: How ETFs Work
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ETF Total Net Assets

At year-end 2020, the US ETF market—with 2,204 funds and $5.4 trillion in total net assets—
remained the largest in the world, accounting for 69 percent of the $7.9 trillion in ETF net assets
worldwide (Figures 4.1 and 4.2). Within the United States, total net assets in ETFs accounted for
18 percent of assets managed by investment companies at year-end 2020.

The vast majority of assets in US ETFs are in funds registered with and regulated by the SEC under
the Investment Company Act of 1940 (Figure 4.2). At year-end 2020, less than 3 percent of net
assets were held in ETFs that are not registered with or regulated by the SEC under the Investment
Company Act of 1940; these ETFs invest primarily in commodities, currencies, and futures.
Non-1940 Act ETFs that invest in commodity or currency futures are regulated by the Commodity
Futures Trading Commission (CFTC) under the Commodity Exchange Act and by the SEC under the
Securities Act of 1933. Those that invest solely in physical commodities or currencies are regulated
by the SEC under the Securities Act of 1933. At year-end 2020, there were 62 of these non-1940 Act
ETFs with $145 billion in net assets.

FIGURE 4.1

The United States Has the Largest ETF Market
Percentage of total net assets, year-end 2020

3%
Rest of the world

Asia-Pacific

15%

Europe 69%

United States

Worldwide ETF total net assets: $7.9 trillion

Sources: Investment Company Institute and ETFGI
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FIGURE 4.2

Total Net Assets and Number of ETFs
Billions of dollars, year-end

W Non-1940 Act ETFs!
[ 1940 Act ETFs?

5,449

3,401 3,371
67 62

2011 2012 2013 2014 2015 2016 2017 2018 2019 2020

Number of ETFs
1,135 1,195 1,295 1,412 1,597 1,718 1,837 1,990 2,097 2,204

1 The funds in this category are not registered under the Investment Company Act of 1940 and invest primarily in
commodities, currencies, and futures.

2 The funds in this category are registered under the Investment Company Act of 1940.

Origination of an ETF

An ETF originates with a sponsor—a company or financial institution—that chooses the investment
objective of the ETF. In the case of an index-based ETF, the sponsor chooses both an index and

a method of tracking its target index. Many early ETFs tracked traditional indexes, mostly those
weighted by market capitalization. More-recently launched index-based ETFs follow benchmarks
that use an array of index construction methodologies, with weightings based on market
capitalization, as well as other fundamental factors, such as sales or book value. Others follow
factor-based metrics—indexes that first screen potential securities for a variety of attributes,
including dividend payments, value, or growth—and then weight the selected securities equally

or by market capitalization. Other customized index approaches include screening, selecting, and
weighting securities to minimize volatility, maximize diversification, or achieve a high or low degree
of correlation with the market.
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Index-based ETFs track their target index in various ways. An index-based ETF may replicate
its index (thatis, it may invest 100 percent of its assets proportionately in all the securities in
the target index) or it may invest in a representative sample of securities in the target index.
Representative sampling is a practical solution for ETFs tracking indexes that contain thousands
of securities (such as total stock market or broad-based fixed-income indexes), securities that
have restrictions on ownership or transferability (certain foreign securities), or securities that are
difficult to obtain (some fixed-income securities).

The sponsor of an actively managed ETF determines the investment objective of the fund and may
trade securities at its discretion, much like an actively managed mutual fund. For instance, the
sponsor may try to achieve an investment objective such as outperforming a segment of the market

or investing in a particular sector through a portfolio of stocks, bonds, or other assets.

Creation and Redemption of ETF Shares—Primary Market Activity

The creation or redemption of ETF shares—activity directly involving the ETF's underlying
securities—is categorized as primary market activity. The creation and redemption mechanism in
the ETF structure allows the number of shares outstanding in an ETF to expand or contract based
on demand (Figure 4.3). Each business day, ETFs publish the creation and redemption baskets for
the next trading day. The creation and redemption baskets are specific lists of names and quantities
of securities, cash, and/or other assets. Often baskets will track the ETF's portfolio through either a
pro rata slice or a representative sample. At times, baskets may be limited to a subset of the ETF's
portfolio and contain a cash component. For example, the composition of baskets for bond ETFs
may vary from day to day with the mix of cash and the selection of bonds in the baskets based on
liquidity in the underlying bond market. Typically, the composition of an ETF’s daily creation and
redemption baskets mirror one another.

Creation

ETF shares are created when an authorized participant, or AP (see page 102), submits an order for
one or more creation units. A creation unit consists of a specified number of ETF shares, generally
ranging from 25,000 to 250,000 shares. The ETF shares are delivered to the AP when the specified
creation basket is transferred to the fund. The fund may permit or require an AP to substitute cash
for some or all of the securities or assets in the creation basket. This generally occurs when an
instrument in the creation basket is difficult to obtain or may not be held by certain types of investors
(such as certain foreign securities). An AP also may be charged a cash adjustment or transaction fee
to offset any transaction expenses the fund undertakes. The value of the creation basket and any
cash adjustment equals the value of the creation unit based on the ETF's NAV at the end of the day

on which the transaction was initiated.
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The AP can either keep the ETF shares that make up the creation unit or sell all or part of them to
its clients or to other investors on a stock exchange, in a “dark pool” (private exchange), or in other
trading venues. Purchases and sales of existing ETF shares among investors, including APs, are
referred to as secondary market trading or activity.

Redemption

The redemption process in the primary market is simply the reverse of the creation process. A
creation unit is redeemed when an AP acquires the number of ETF shares specified in the ETF's
creation unit and returns the creation unit to the fund. In return, the AP receives the daily redemption
basket of securities, cash, and/or other assets. The total value of the redemption basket and any cash
adjustment is equivalent to the value of the creation unit based on the ETF's NAV at the end of the
day on which the transaction was initiated.

FIGURE 4.3
Creation of ETF Shares

Primary market 3 Secondary market

Creation basket @ Sellers @
D — : ETF shares
Authorized
e participant 4mmmm)  ETF shares
.
One creation unit
(e.g., 150,000 shares of an ETF) Buyers

Directly involves Does not directly involve
underlying securities : underlying securities

Note: The creation basket represents a specific list of securities, cash, and/or other assets.
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How ETFs Trade

The price of an ETF share on a stock exchange is influenced by the forces of supply and demand.
Though imbalances in supply and demand can cause the price of an ETF share to deviate from its
underlying value, substantial deviations tend to be short-lived for many ETFs. Two primary features
of an ETF's structure promote trading of its shares at a price that approximates its underlying value:
portfolio transparency and the ability for APs to create or redeem ETF shares at the NAV at the end
of each trading day.

Transparency of an ETF’s holdings—either through full disclosure of the portfolio or other information
on the value of the securities—enables investors to observe and attempt to profit from discrepancies
between the ETF's share price and its underlying value during the trading day.

When there are discrepancies between an ETF’s market price and the value of its underlying
securities, trading can more closely align the ETF's price and its underlying value. For example, if
an ETF is trading at a discount to its underlying value, investors may buy ETF shares or sell the
underlying securities, or both. The increased demand should raise the ETF's price and the sales

of the underlying securities should lower their prices, narrowing the gap between the ETF and its
underlying value. If the ETF is trading at a premium to its underlying value, investors may choose to
sell the ETF shares or buy the underlying securities, or both. These actions should bring the price of
the ETF and the market value of its underlying securities closer together by reducing the ETF share

price or raising the price of the underlying securities, or both.

The ability to create or redeem ETF shares at the end of each trading day also helps an ETF trade
at market prices that approximate the underlying market value of the portfolio. When a deviation
between an ETF’'s market price and its underlying value occurs, APs (on their own behalf or on behalf
of other market participants) may create or redeem creation units in the primary market in an effort
to capture a profit. For example, when an ETF is trading at a discount, market participants may find
it profitable to buy the ETF shares and sell short the underlying securities. At the end of the day,
APs return ETF shares to the fund in exchange for the ETF's redemption basket, which is used to
cover the short positions in the underlying securities. When an ETF is trading at a premium, market
participants may find it profitable to sell short the ETF during the day while simultaneously buying
the underlying securities. At the end of the day, the APs (on their own behalf or on behalf of other
market participants) will deliver the creation basket to the ETF in exchange for ETF shares that are
used to cover the short sales.

These actions by market participants, commonly described as arbitrage, help keep the market-

determined price of an ETF's shares close to its underlying value.

LEARN MORE
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What Is an AP?

An authorized participant (AP) is typically a large financial institution that enters into a legal
contract with an ETF distributor to create and redeem shares of the fund. In addition, APs are
US-registered, self-clearing broker-dealers that can process all required trade submission,
clearance, and settlement transactions on their own account; they are also full participating
members of the National Securities Clearing Corporation (NSCC) and the Depository Trust
Company (DTC).

APs play a key role in the primary market for ETF shares because they are the only investors
allowed to interact directly with the fund. APs do not receive compensation from an ETF

or its sponsor and have no legal obligation to create or redeem the ETF's shares. Rather,
APs typically derive their compensation from acting as dealers in ETF shares. Also, APs
create and redeem shares in the primary market when doing so is a more effective way of
managing their firms’ aggregate exposure than trading in the secondary market. Some APs
are clearing brokers (rather than dealers) and receive payment for processing creations

and redemptions as an agent for a wide array of market participants such as registered
investment advisers and various liquidity providers, including market makers, hedge funds,

and proprietary trading firms.

Over the years, policymakers have expressed concern that APs will step away from their
role in facilitating creations and redemptions of ETF shares during periods of market stress,
which would have knock-on effects in the secondary market for ETF shares. To investigate
this concern, ICl conducted a member survey to assess the activity of APs during the
March 2020 stress period and compared the experience with a more “normal” period in
March 2019. In short, APs facilitated a significantly higher volume of ETF creations and
redemptions for more ETFs during March 2020 than in March 2019. And, rather than pulling
back, more APs, on average, participated in ETF primary market activity during the crisis

in March 2020 (Figure 4.4). For example, across all ETF asset classes, there was a daily
average of 2.0 active APs per ETF during the March 2020 period compared with a daily
average of 1.6 active APs per ETF in the March 2019 period.

« LEARN MORE

The Role and Activities of Authorized Participants of Exchange-Traded Funds
www.ici.org/pdf/ppr_15_aps_etfs.pdf

102 2021 INVESTMENT COMPANY FACT BOOK


https://www.ici.org/pdf/ppr_15_aps_etfs.pdf

FIGURE 4.4
Authorized Participants Increased Their Activity Across a Wide Range

of ETF Asset Classes in March 2020

Daily average number of active APs per ETF; March 11-March 29, 2019, and
March 9—-March 27, 2020

W 2019
72020

All Domestic World Bond High-yield  Emerging Emerging
equity equity : bond market market
: bond equity
Memo

Source: Investment Company Institute survey of ETF sponsors. See Report of the COVID-19 Market Impact
Working Group, “Experiences of US Exchange-Traded Funds During the COVID-19 Crisis.”
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Secondary Market Trading in ETF Shares

ETF investors trading in the secondary market (e.g., on an exchange) do not interact with the ETF
directly and, for the most part, do not create transactions in the underlying securities, because

only the ETF shares are changing hands. Although many large institutional investors can access
ETFs in both the primary and secondary markets, retail investors generally can access them only

in the secondary market. Many ETF investors trading in the secondary market generally are not
motivated by arbitrage. They are using ETFs to gain or reduce exposure to particular asset classes or
investment strategies. Thus, ETFs provide investors with an efficient means to transfer risk.

Across all ETFs, most activity is conducted in the secondary market (trading ETF shares) rather

than the primary market (creations and redemptions of ETF shares through an AP). On average,

85 percent of the total activity in ETFs occured on the secondary market in 2020 (Figure 4.5). Even
for ETFs focused on narrower investment objectives—such as emerging market equity, domestic
high-yield bond, and emerging market bond—the bulk of the trading occured on the secondary
market (96 percent, 83 percent, and 85 percent, respectively). On average, secondary market trading
was a smaller proportion of total trading for all types of bond ETFs (80 percent) than for all types

of equity ETFs (86 percent). Because bond ETFs are a growing segment of the industry, many ETFs
tend to have less-established secondary markets. As their total net assets increase, the secondary
market for bond ETFs is likely to deepen.

FIGURE 4.5

Most ETF Activity Occurs on the Secondary Market
Percentage of secondary market activity® relative to total activity,? 2020

I I I |
Domestic International f Emerging Domestic  Emerging

equlty equity equity bond ; market high-yield market
equity bond bond
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1 Secondary market activity is measured as total dollar volume of ETF shares traded in each category.

2 Total activity is measured as the sum of primary market and secondary market activity. Primary market activity is
measured as the total of gross issuance and gross redemptions of ETF shares in each category.

Sources: Investment Company Institute and Bloomberg
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Investors use ETFs for a variety of reasons, such as acquiring or shedding exposure to specific asset
classes and investment strategies, diversifying their portfolios, and hedging investment risks. It is,
therefore, not surprising that ETF secondary market trading volumes (as measured by the value of
shares traded) are a substantial share of total trading on US stock exchanges and other venues.

On a daily basis, ETF trading volume accounted for an average of 26 percent of total stock market
trading in 2020 (Figure 4.6). Also, despite tremendous growth in ETFs, their average daily share

of total stock market trading remained relatively flat after 2011—fluctuating in a narrow range

between 25 and 27 percent.

During periods of market turbulence, ETF secondary market trading volumes rise—both in absolute
terms and as a share of total stock market trading—as investors, especially institutional investors,
turn to ETFs to quickly and efficiently transfer and hedge risks. For example, in late 2018, stock
market volatility jumped, largely reflecting market participants’ concerns about slowing global
growth and intensifying trade tensions. On December 24, 2018, when the S&P 500 index neared
bear market territory from its September peak, ETF trading volume accounted for 43 percent of total
stock market trading—its highest share during 2018 (Figure 4.6). In March 2020, during the financial
market stress brought on by the COVID-19 crisis, ETF trading volume surged—reaching 40 percent
of total stock market trading on March 3, as investors quickly sought to reposition their exposures in

the face of the looming pandemic.

LEARN MORE ,

ETFs Are Passing the COVID-19 Crisis Test
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FIGURE 4.6

ETF Secondary Market Trading Averaged 26 Percent of Daily US Stock

Trading in 2020

Percentage of total US stock market trading volume, annual
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Some observers have argued that dealers would step away from facilitating trading of ETF shares in

the secondary market during a crisis. To address this concern, ICl reviewed and analyzed data related

to the number of registered market makers and other liquidity providers that posted two-sided quotes

in ETF shares during the March 2020 stress period and during a more “normal” period in March 2019

on BZX (the largest US equities exchange operated by Cboe Global Markets, Inc.).
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Generally speaking, registered market makers and other liquidity providers on BZX continued to
provide two-sided quotes for ETFs across a broad range of ETF asset classes during the extreme
market volatility in March 2020. The daily average number of registered market makers that were
actively quoting per ETF during the March 2020 stress period exceeded the average number during
the same period in 2019 for each broad asset class examined (Figure 4.7). The engagement of other
liquidity providers, which may act like market makers but do not have the continuous, two-sided

quote obligations of registered market makers, also added to ETF liquidity. Although the daily average
number of other liquidity providers per ETF on BZX was lower in March 2020 compared to March 2019
across asset classes, the decline was small—not the wholesale pullback that policymakers and others

predicted and feared.

FIGURE 4.7

ETF Liquidity Providers Consistently Participated During Height of Market
Turbulence in March 2020
Daily average per ETF; March 11-March 29, 2019, and March 9—March 27, 2020
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* For the purposes of this analysis, other liquidity provider is any firm that has a two-sided quote for any point in the
trading day (09:30 to 16:00 ET) that is less than or equal to 30 percent wide (midpoint x 1.15 for the ask price and
midpoint x 0.85 for the bid price), and is not a registered market maker.

Source: Investment Company Institute calculation based on CGM data for the BZX Exchange. See Report of the
COVID-19 Market Impact Working Group, “Experiences of US Exchange-Traded Funds During the COVID-19 Crisis.”
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Most ETF secondary market trades represent investors exchanging shares of ETFs among
themselves. Such trades, which occur in the secondary market, do not “touch” the securities that
ETFs hold—that only happens when there is primary market activity (creations and redemptions)

in ETF shares. In 2020, domestic equity ETFs had a total of $4.2 trillion in primary market activity,
which represented only 4.7 percent of the $88.9 trillion traded in company stocks during the

year (Figure 4.8). Even during 2018—a year with multiple episodes of heightened stock market
volatility—creations and redemptions of domestic equity ETFs accounted for only 5.4 percent of the
$65.1 trillion traded in company stocks that year. It is important to note that in the past decade, only

a small fraction of company stock trading volume has been attributable to ETFs.

FIGURE 4.8
Domestic Equity ETFs Have Had Minimal Impact on Underlying US Stocks

Annual

Domestic equity ETF
Domestic equity primary market activity
ETF primary market Value of company as a share of company
activity* stock traded stock traded
Year Trillions of dollars Trillions of dollars Percent
2011 $2.1 $44.3 4.7%
2012 1.7 38.7 4.4
2013 1.9 41.2 4.6
2014 2.3 48.7 4.6
2015 2.5 51.3 4.9
2016 2.2 49.7 4.4
2017 2.2 51.3 4.2
2018 35 65.1 5.4
2019 2.9 59.3 5.0
2020 4.2 88.9 4.7

* Primary market activity is measured as the total of gross issuance and gross redemptions.
Sources: Investment Company Institute, Bloomberg, and Cboe Exchange, Inc.
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Demand for ETFs

In the past decade, demand for ETFs has grown as institutional investors have found ETFs to be a
convenient vehicle for participating in, or hedging against, broad movements in the stock market.
Increased awareness of these investment vehicles by retail investors and their financial advisers also
has influenced demand for ETFs. For 2020 as a whole, net share issuance of ETF shares (including
reinvested dividends) surged to a record $501 billion, up from 2019’s robust $323 billion (Figure 4.9).

FIGURE 4.9

Net Share Issuance of ETFs Surged in 2020
Billions of dollars, annual
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1 The funds in this category are not registered under the Investment Company Act of 1940 and invest primarily in
commodities, currencies, and futures.

2 The funds in this category are registered under the Investment Company Act of 1940.
Note: Data for net share issuance include reinvested dividends.
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In 2020, net share issuance of ETFs increased across nearly all asset classes (Figure 4.10). Demand
for bond ETFs, likely boosted by the aging of the Baby Boom Generation and attractive returns on
bonds* (up 8 percent), rose sharply in 2020, with net share issuance totaling a record $201 billion,
up from $146 billion in 2019 and $98 billion in 2018. Net share issuance of broad-based domestic
equity ETFs remained strong in 2020, with $137 billion in net new shares issued, possibly reflecting
strong returns on US stockst (up 21 percent). Demand for global/international ETFs, which totaled
$63 billion for 2020, picked up during the second half of the year. Contractions in economic growth in
international advanced economies—such as Europe, the United Kingdom, Japan, and Canada—and
emerging market and developing economies—such as Russia, Brazil, and Mexico—were less severe
in the second quarter of 2020 than had been expected and prospects for future economic growth
for the remainder of 2020 were increased. Net share issuance of commodity ETFs increased to

$44 billion in 2020, with ETFs that had exposure to gold and silver accounting for three-quarters of
the net share issuance.

FIGURE 4.10

Net Share Issuance of ETFs by Investment Classification
Billions of dollars, annual
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* Commodity ETFs include funds—both registered and not registered under the Investment Company Act of 1940—
that invest primarily in commodities, currencies, and futures.

Note: Data for net share issuance include reinvested dividends.

*As measured by the FTSE US Broad Investment Grade Bond Index.
T As measured by the Wilshire 5000 Total Market Index.
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ETFs have been available for more than 25 years, and in that time, large-cap domestic equity ETFs
have accounted for the largest proportion of ETF net assets. At year-end 2020, net assets in large-
cap domestic equity ETFs totaled $1.6 trillion, or 29 percent of ETF net assets (Figure 4.11). Fueled by
strong investor demand over the past few years, bond ETFs held 19 percent ($1.1 trillion) of ETF net

assets. International equity ETFs accounted for $572 billion, or 11 percent of ETF net assets.

FIGURE 4.11

Total Net Assets of ETFs Were Concentrated in Large-Cap Domestic Stocks
Billions of dollars, year-end 2020
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Large-cap Mid-cap Small-cap  Other  Domestic ~ Global International' Emerging ~ Bond Hybrid Commodities?
sector markets
equity

Broad-based domestic equity Global/International equity

1 This category includes international, regional, and single country ETFs but excludes emerging market ETFs.

2 Commodity ETFs include funds—both registered and not registered under the Investment Company Act of 1940—
that invest primarily in commodities, currencies, and futures.
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Strong investor demand for ETFs has led to a substantial increase in the number of ETFs created
by fund sponsors, with 2,261 new ETFs offered to investors in the past decade (Figure 4.12).

Over the same period, 863 ETFs were liquidated or merged with another fund. In any given year,
fund sponsors will liquidate or merge ETFs that have failed to attract sufficient demand. In 2020,
313 ETFs—about 60 percent of which were domestic equity ETFs—were launched. Meanwhile,
182 ETFs were liquidated or merged, as sponsors eliminated some international/global equity and

sector equity ETFs from their lineups.

FIGURE 4.12
Number of ETFs Entering and Exiting the Industry

& Opened 313
W Liquidated/Merged

272
254

231 229 237 234

182

15

2011 2012 2013 2014 2015 2016 2017 2018 2019 2020

Note: Data include ETFs that invest primarily in other ETFs.
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Characteristics of ETF-Owning Households

About 9 percent of US households (11.7 million) held ETFs in 2020. Of households that owned
mutual funds, an estimated 17 percent also owned ETFs. ETF-owning households tended to include
affluent investors who owned a range of equity and fixed-income investments. In 2020, 94 percent
of ETF-owning households also owned equity mutual funds, individual stocks, or variable annuities
(Figure 4.13). Fifty-five percent of households that owned ETFs also held bond mutual funds,

individual bonds, or fixed annuities, and 41 percent owned investment real estate.

FIGURE 4.13

ETF-Owning Households Held a Broad Range of Investments
Percentage of ETF-owning households holding each type of investment, 2020

Equity mutual funds, individual stocks, or variable annuities (total) 94
Bond mutual funds, individual bonds, or fixed annuities (total) 55
Mutual funds (total) 88
Equity 84
Bond 46
Hybrid 37
Money market 52
Individual stocks 71
Individual bonds 18
Fixed or variable annuities 26
Investment real estate 41

Note: Multiple responses are included.
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Some characteristics of ETF-owning households are similar to those of households that own

mutual funds and those that own stocks directly. For instance, households that owned ETFs—Ilike

households owning mutual funds and those owning individual stocks—tended to have household

incomes above the national median and tended to own at least one defined contribution (DC)

retirement plan account (Figure 4.14). ETF-owning households, however, also exhibit some

characteristics that distinguish them from other households. For example, ETF-owning households

tended to be younger and have higher education levels.

FIGURE 4.14

Characteristics of ETF-Owning Households
2020

Households

Households

Households

AllUS owning owning owning individual
households ETFs mutual funds stocks
Median
Age of head of household? 52 47 50 51
Household income? $65,000 $125,000 $105,000 $120,000
Household financial assets? $100,000 $450,000 $300,000 $467,000
Percentage of households
Household primary or co-decisionmaker for saving and investing
Married or living with a partner 55 64 69 69
College or postgraduate degree 38 68 56 59
Employed (full- or part-time) 59 72 75 71
Retired from lifetime occupation 30 23 23 28
Household owns
IRA(s) 37 72 65 67
DC retirement plan account(s) 49 78 87 75

1 Age is based on the sole or co-decisionmaker for household saving and investing.

2 Total reported is household income before taxes in 2019.

3 Household financial assets include assets in employer-sponsored retirement plans but exclude the household’s

primary residence.
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ETF-owning households also exhibit more willingness to take investment risk (Figure 4.15).

Fifty-six percent of ETF-owning households were willing to take substantial or above-average

investment risk for substantial or above-average gain in 2020, compared with 25 percent
of all US households and 40 percent of mutual fund—owning households. This result may be
explained by the predominance of equity ETFs, which make up 77 percent of ETF total net assets

(Figure 4.11). Investors who are more willing to take investment risk generally may be more likely

to investin equities.

FIGURE 4.15

ETF-Owning Households Are Willing to Take More Investment Risk
Percentage of all US households, mutual fund—-owning households, and ETF-owning

households; 2020

Level of risk willing to take with financial investments

B Substantial risk for substantial gain

B Above-average risk for above-average gain

B Average risk for average gain

H Below-average risk for below-average gain

[ Unwilling to take any risk

8 11
25%
19
40%
56%

45
29
9

37
37

5

2

All US households

Mutual fund—owning households

ETF-owning households
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Chapter 5

US Closed-End
Funds

Closed-end funds are one of four types of investment companies,
along with mutual (or open-end) funds, exchange-traded funds,

and unit investment trusts. Closed-end funds generally issue a fixed
number of shares that are listed on a stock exchange or traded in

the over-the-counter market. The assets of a closed-end fund are
professionally managed in accordance with the fund'’s investment
objectives and policies, and may be invested in stocks, bonds, and
other securities. Total assets of closed-end funds were $279 billion at
year-end 2020.



62 percent of closed-end fund total assets were in
bond funds at year-end 2020

62%

in bond closed-end funds
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What Is a Closed-End Fund?

A closed-end fund is a type of investment company whose shares are listed on a stock exchange or
traded in the over-the-counter market. The assets of a closed-end fund are professionally managed
in accordance with the fund'’s investment objectives and policies, and may be invested in equities,

bonds, and other securities. The market price of a closed-end fund share fluctuates like that of other

publicly traded securities and is determined by supply and demand in the marketplace.

A closed-end fund is created by issuing a fixed number of common shares to investors during an
initial public offering. Subsequent issuance of common shares can occur through secondary or
follow-on offerings, at-the-market offerings, rights offerings, or dividend reinvestments. Closed-end
funds also are permitted to issue one class of preferred shares in addition to common shares. Holders
of preferred shares are paid dividends, but do not participate in the gains and losses on the fund'’s
investments. Issuing preferred shares allows a closed-end fund to raise additional capital, which it
can use to purchase more securities for its portfolio.

Once issued, shares of a closed-end fund generally are bought and sold by investors in the open
market and are not purchased or redeemed directly by the fund—although some closed-end funds
may adopt stock repurchase programs or periodically tender for shares. Because a closed-end fund
does not need to maintain cash reserves or sell securities to meet redemptions, the fund has the
flexibility to invest in less-liquid portfolio securities. For example, a closed-end fund may investin
securities of very small companies, municipal bonds that are not widely traded, or securities traded

in countries that do not have fully developed securities markets.

« LEARN MORE
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Total Assets of Closed-End Funds

At year-end 2020, 494 closed-end funds had total assets of $279 billion (Figure 5.1), which
remained unchanged from year-end 2019. Stock and bond markets sharply declined in February
and March 2020 because of the uncertainty surrounding the COVID-19 pandemic. This contributed
to a decline in total assets of closed-end funds from $279 billion at year-end 2019 to $231 billion by
the end of March 2020. However, markets steadily recovered for the remainder of the year, helping
lift closed-end fund assets back to their precrisis levels.

FIGURE 5.1

Total Assets of Closed-End Funds Were $279 Billion at Year-End 2020
Billions of dollars, year-end

292
282
265 263 265 277 279 279

239 244 252

2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020

Number of closed-end funds
626 634 604 601 570 561 534 532 504 501 494

Note: Total assets is the fair value of assets held in closed-end fund portfolios funded by common and preferred shares
less any liabilities (not including liabilities attributed to preferred shares).

Source: ICl Research Perspective, “The Closed-End Fund Market, 2020”
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Historically, bond funds have accounted for a large share of assets in closed-end funds. At year-end
2010, 60 percent of all closed-end fund assets were held by bond funds, with the remainder held

by equity funds (Figure 5.2). At year-end 2020, 62 percent of closed-end fund assets ($173 billion)
were held by bond funds. The remaining 38 percent of closed-end fund assets ($106 billion) were
held by equity funds. These shares have remained relatively stable, in part because of two offsetting
factors. Over the past 10 years, cumulative net issuance of bond closed-end fund shares exceeded
that of equity fund shares—offsetting the total returns on US stocks,* which exceeded those of

US bondst during this time.

The number of closed-end funds available to investors decreased for the ninth straight year in 2020,
and remains well below its recent peak in 2011 (Figure 5.1). Over this period, more closed-end funds
were liquidated, merged, or converted into open-end mutual funds or exchange-traded funds (ETFs)

than were launched.

FIGURE 5.2

Composition of the Closed-End Fund Market by Investment Objective
Percentage of closed-end fund total assets, year-end

[ Global/International bond 3 8
B Domestic municipal bond

Domestic taxable bond
[ Global/International equity 32 34
Ml Domestic equity

15 11
25 28
2010 2020
Total assets: $239 billion $279 billion

Source: ICl Research Perspective, “The Closed-End Fund Market, 2020”

*As measured by the Wilshire 5000 Total Market Index.
T As measured by the FTSE US Broad Investment Grade Bond Index.
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Net Issuance of Closed-End Funds

Net issuance of closed-end fund shares was $1.5 billion in 2020, compared with $5.9 billion in 2019
(Figure 5.3). In 2020, equity closed-end funds had positive net share issuance of $1.9 billion, while
bond closed-end funds had net redemptions of $0.4 billion. Among equity closed-end funds, net
share issuance was concentrated in domestic funds ($2.0 billion). Among bond closed-end funds,
global/international funds saw $0.6 billion in net share issuance, while domestic taxable funds and

domestic municipal funds experienced net redemptions of $0.7 billion and $0.3 billion, respectively.

FIGURE 5.3

Closed-End Fund Net Share Issuance
Millions of dollars

Equity Bond
Global/ Domestic  Domestic Global/
Total Total Domestic International Total taxable municipal International
2011 6,018 4,466 3,206 1,260 1,551 724 825 2
2012 11,385 2,953 2,840 113 8,432 3,249 3,102 2,081
2013 14515 3,605 4,097 -491 10,909 3921 530 6,459
2014 4,935 4,314 3,819 494 621 266 567 -212
2015 1,859 1,267 224 1,043 592 708 -11 -104
2016 829 58 242 -184 771 1,437 -168 -498
2017 678 -548 -147 -401 1,226 758 231 237
2018 1,869 -412 -352 -60 2,280 300 1,985 -4
2019 5,882 2,633 828 1,805 3,249 1311 1,674 265
2020 1,462 1,901 1,977 -76 -439 -715 -316 593

Note: Net share issuance is the dollar value of gross issuance (proceeds from initial and additional public offerings of
shares) minus gross redemptions of shares (share repurchases and fund liquidations).

Source: ICl Research Perspective, “The Closed-End Fund Market, 2020”
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Closed-End Fund Distributions

In 2020, closed-end funds distributed an estimated $16.4 billion to shareholders (Figure 5.4).
Closed-end funds may make distributions to shareholders from three possible sources: income
distributions, which are payments from interest and dividends that the fund earns on its investments
in securities; realized capital gains distributions; and return of capital. Income distributions accounted
for 71 percent of closed-end fund distributions, capital gains distributions for 9 percent, and return of

capital for 20 percent.

FIGURE 5.4

Closed-End Fund Distributions
Percentage of closed-end fund distributions, 2020

9%
Capital gains distributions

71%
Income distributions*

20%
Return of capital

Total closed-end fund distributions: $16.4 billion

* Income distributions are paid from interest and dividends that the fund earns on its investments in securities.
Source: ICl Research Perspective, “The Closed-End Fund Market, 2020”
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Closed-End Fund Leverage

Closed-end funds have the ability, subject to strict regulatory limits, to use leverage as part of their
investment strategy. The use of leverage by a closed-end fund can allow it to achieve higher long-
term returns, but also increases risk and the likelihood of share price volatility. Closed-end fund
leverage can be classified as either structural leverage or portfolio leverage. At year-end 2020, at
least 315 funds, accounting for 64 percent of closed-end funds, were using structural leverage, some
types of portfolio leverage (i.e., tender option bonds or reverse repurchase agreements), or both as a
part of their investment strategy (Figure 5.5).

FIGURE 5.5

Closed-End Funds Are Employing Structural Leverage and Some Types
of Portfolio Leverage
Number of funds, end of period

== Total
M Structural?
W Portfolio®

343 331
305

322 314 318 318 315

2017 2018 2019 2020:Q1 2020:Q2 2020:Q3 2020:Q4

* Components do not add to the total because funds may employ both structural and portfolio leverage.

2 Structural leverage affects the closed-end fund’s capital structure by increasing the fund’s portfolio assets through
borrowing and issuing debt and preferred shares.

3 Portfolio leverage is leverage that results from particular types of portfolio investments, including certain types of
derivatives, reverse repurchase agreements, tender option bonds, and other investments or types of transactions.
Data are only available for reverse repurchase agreements and tender option bonds. Given data collection
constraints, and the continuing development of types of investments/transactions with a leverage characteristic
(and the use of different definitions of leverage), actual portfolio leverage may be materially different from what is
reflected above.

Source: ICl Research Perspective, “The Closed-End Fund Market, 2020"
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Structural leverage affects the closed-end fund’s capital structure by increasing the fund'’s portfolio
assets. Types of closed-end fund structural leverage include borrowing capital and issuing debt and
preferred shares. At the end of 2020, 274 funds had a total of $50.6 billion in structural leverage,
with 56 percent from preferred shares and 44 percent from other structural leverage, which includes
bank borrowing and other forms of debt (Figures 5.5 and 5.6). The average leverage ratio* across
those closed-end funds employing structural leverage was 26 percent at year-end 2020. Among
closed-end funds employing structural leverage, the average leverage ratio for bond funds was
somewhat higher (28 percent) than that of equity funds (21 percent).

FIGURE 5.6

Preferred Shares Constituted the Majority of Closed-End Fund Structural
Leverage
Percentage of closed-end fund structural leverage, year-end 2020

56%
Preferred shares!

44%
Other structural leverage?

Total closed-end fund structural leverage: $50.6 billion

* A closed-end fund may issue preferred shares to raise additional capital, which can be used to purchase more
securities for its portfolio. Holders of preferred shares are paid dividends, but do not participate in the gains and
losses on the fund’s investments.

2 Other structural leverage includes bank borrowing and other forms of debt.

Source: ICl Research Perspective, “The Closed-End Fund Market, 2020”

" The leverage ratio is the ratio of the amount of structural leverage to the sum of the amount of common share assets and
structural leverage.
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Portfolio leverage is leverage that results from particular portfolio investments, such as certain
types of derivatives, reverse repurchase agreements, and tender option bonds. At the end of 2020,
150 closed-end funds had $21.4 billion outstanding in reverse repurchase agreements and tender

option bonds (Figures 5.5 and 5.7).

FIGURE 5.7

Use of Portfolio Leverage
Billions of dollars, end of period

B Reverse repurchase agreements
Wl Tender option bonds

10.7 10.6 | 10.8 52

10.0
9.3

8.6
8.1

2017 2018 2019 | 2020:Q1 2020:Q2 2020:Q3 2020:Q4

Note: Portfolio leverage is leverage that results from particular types of portfolio investments, including certain types
of derivatives, reverse repurchase agreements, tender option bonds, and other investments or types of transactions.
Data are only available for reverse repurchase agreements and tender option bonds. Given data collection constraints,
and the continuing development of types of investments/transactions with a leverage characteristic (and the use of
different definitions of leverage), actual portfolio leverage may be materially different from what is reflected above.

Source: ICl Research Perspective, “The Closed-End Fund Market, 2020”
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Closed-End Fund Discounts

More than 95 percent of exchange-listed closed-end funds calculate the value of their
portfolios every business day, while the rest calculate their portfolio values weekly or on
some other basis. The net asset value (NAV) of a closed-end fund is calculated by subtracting
the fund'’s liabilities (e.g., fund borrowing) from the current market value of its assets and
dividing by the total number of shares outstanding. The NAV changes as the total value of the

underlying portfolio securities rises or falls, or the fund'’s liabilities change.

Because an exchange-listed closed-end fund'’s shares trade based on investor demand, the
fund may trade at a price higher or lower than its NAV. A closed-end fund trading at a share
price higher than its NAV is said to be trading at a “premium” to the NAV, while a closed-end
fund trading at a share price lower than its NAV is said to be trading at a “discount.” Funds
may trade at discounts or premiums to the NAV based on market perceptions or investor
sentiment. For example, a closed-end fund that invests in securities that are anticipated to
generate above-average future returns and are difficult for retail investors to obtain directly
may trade at a premium because of a high level of market interest. In contrast, a closed-end
fund with large unrealized capital gains may trade at a discount because investors will have

priced in any perceived tax liability.

Closed-end fund price deviations widened sharply in February and March 2020 as COVID-19
developments began to affect financial markets. For equity closed-end funds, the average
discount widened from 5.3 percent at the end of January 2020 to 10.9 percent at the end of
March, while bond closed-end fund average discounts widened from 2.5 percent to 7.1 percent
over the same period. The average discount for equity closed-end funds continued to widen
through October 2020 to 13.6 percent—despite generally steady growth in the equity
markets. This is likely the result of uncertainty over the duration of the recovery period, as
countries worldwide began to experience a second spike in the number of COVID-19 cases.
Meanwhile, the average discount for bond closed-end funds remained relatively stable, with
an average discount of 7.2 percent at the end of October 2020. By the end of December,
average discounts for equity and bond closed-end funds narrowed to 10.2 percent and

4.4 percent, respectively, as positive reports from vaccine trials likely improved investor

perceptions of the market.
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FIGURE 5.8

Closed-End Funds' Premium/Discount Rate
Percent, month-end

= Equity closed-end funds
== Bond closed-end funds

0 A A

=il'5

Note: The premium/discount rate is the simple average of the percent difference between share price and NAV
at month-end.
Source: Investment Company Institute tabulations of Bloomberg data
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Characteristics of Households Owning Closed-End Funds

An estimated 3.9 million US households owned closed-end funds in 2020. These households tended
to include affluent investors who owned a range of equity and fixed-income investments. In 2020,
88 percent of households owning closed-end funds also owned equity mutual funds, individual
stocks, or variable annuities (Figure 5.9). Seventy percent of households that owned closed-end
funds also held bond mutual funds, individual bonds, or fixed annuities. In addition, 38 percent of

these households owned investment real estate.

FIGURE 5.9

Closed-End Fund Investors Owned a Broad Range of Investments
Percentage of closed-end fund-owning households holding each type of investment, 2020

Equity mutual funds, individual stocks, or variable annuities (total) 88
Bond mutual funds, individual bonds, or fixed annuities (total) 70
Mutual funds (total) 77
Equity 75
Bond 52
Hybrid 38
Money market 55
Individual stocks 76
Individual bonds 33
Fixed or variable annuities 40
Investment real estate 38

Note: Multiple responses are included.
Source: ICl Research Perspective, “The Closed-End Fund Market, 2020"
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Because a large number of households that owned closed-end funds also owned individual stocks
and mutual funds, the characteristics of closed-end fund—owning households were similar in many
respects to those of households owning individual stocks and mutual funds. For instance, households
that owned closed-end funds (like households owning individual stocks and mutual funds) tended

to be headed by college-educated individuals and tended to have household incomes above the

national median (Figure 5.10).

Nonetheless, households that owned closed-end funds exhibited certain characteristics
distinguishing them from households owning individual stocks and mutual funds. For example,
although households with closed-end funds tended to have similar household financial assets

as those owning individual stocks, they had greater household financial assets than households
owning mutual funds (Figure 5.10). Also, 48 percent of individuals heading households that own
closed-end funds were retired from their lifetime occupations, compared with 28 percent for those

owning individual stocks and 23 percent for those owning mutual funds.

FIGURE 5.10

Closed-End Fund Investors Had Above-Average Household Incomes and
Financial Assets

2020
Households Households
owning Households owning
AllUS closed-end owning individual
households funds mutual funds stocks
Median
Age of head of household! 52 54 50 51
Household income? $65,000 $135,000 $105,000 $120,000
Household financial assets? $100,000 $500,000 $300,000 $467,000

Percentage of households

Household primary or co-decisionmaker for saving and investing

Married or living with a partner 55 66 69 69
College or postgraduate degree 38 56 56 59
Employed (full- or part-time) 59 56 75 71
Retired from lifetime occupation 30 48 23 28

Household owns
IRA(s) 37 71 65 67

DC retirement plan account(s) 49 58 87 75

t Ageis based on the sole or co-decisionmaker for household saving and investing.
2 Total reported is household income before taxes in 2019.

3 Household financial assets include assets in employer-sponsored retirement plans but exclude the household’s
primary residence.

Source: ICl Research Perspective, “The Closed-End Fund Market, 2020”
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Chapter 6

US Fund Expenses
and Fees

Mutual funds provide investors with many investment-related services,
and for those services, investors incur two primary types of expenses
and fees: ongoing expenses and sales loads. Average expense ratios
(i.e., ongoing expenses) paid by US mutual fund investors have fallen
substantially over time. For example, on an asset-weighted basis,
average expense ratios for equity mutual funds fell from 0.99 percent
in 2000 to 0.50 percent in 2020, a 49 percent decline.



Expense ratios paid by equity mutual fund investors
have fallen 40 percent over the past decade
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Trends in Mutual Fund Expenses

Mutual fund investors incur two primary types of expenses and fees: ongoing expenses and sales
loads. Ongoing expenses cover portfolio management, fund administration, daily fund accounting
and pricing, shareholder services (such as call centers and websites), distribution charges (known
as 12b-1 fees), and other operating costs. These expenses are included in a fund’s expense ratio—
the fund’'s annual expenses expressed as a percentage of its assets. Because expenses are paid
from fund assets, investors pay these expenses indirectly. Sales loads are paid at the time of share

purchase (front-end loads), when shares are redeemed (back-end loads), or over time (level loads).

On an asset-weighted basis, average expense ratios* incurred by mutual fund investors have

fallen substantially (Figure 6.1). In 2000, equity mutual fund investors incurred expense ratios of
0.99 percent, on average, or 99 cents for every $100 invested. By 2020, that average had fallen to
0.50 percent, a 49 percent decline. Hybrid and bond mutual fund expense ratios also have declined.
The average hybrid mutual fund expense ratio fell from 0.89 percent in 2000 to 0.59 percent in
2020, a reduction of 34 percent. In addition, the average bond mutual fund expense ratio fell from
0.76 percent in 2000 to 0.42 percent in 2020, a decline of 45 percent.

* In this chapter, unless otherwise noted, average expense ratios are calculated on an asset-weighted basis. ICI’s fee
research uses asset-weighted averages to summarize the expenses and fees that shareholders pay through funds.
In this context, asset-weighted averages are preferable to simple averages, which would overstate the expenses and
fees of funds in which investors hold few dollars. ICl weights the expense ratio of each fund’s share class by its year-
end assets.

The fund investment categories used in this chapter are broad and encompass diverse investment styles (e.g., active
and index), a range of general investment types (e.g., equity, bond, and hybrid funds), and a variety of arrangements
for shareholder services, recordkeeping, or distribution charges (known as 12b-1 fees). This material is intended to
provide general information on fees incurred by investors through funds as well as insight into average fees across the
marketplace. It is not intended for benchmarking fees and expenses incurred by a particular investor, or charged by a
particular fund or other investment product.

« LEARN MORE
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FIGURE 6.1

Expense Ratios Incurred by Mutual Fund Investors Have Declined

Substantially Since 2000

Percent

Year Equity mutual funds Hybrid mutual funds Bond mutual funds
2000 0.99 0.89 0.76
2001 0.99 0.89 0.75
2002 1.00 0.89 0.73
2003 1.00 0.90 0.75
2004 0.95 0.85 0.72
2005 0.91 0.81 0.69
2006 0.88 0.78 0.67
2007 0.86 0.77 0.64
2008 0.83 0.77 0.61
2009 0.86 0.84 0.64
2010 0.83 0.82 0.63
2011 0.79 0.80 0.62
2012 0.77 0.79 0.61
2013 0.74 0.80 0.61
2014 0.70 0.78 0.57
2015 0.67 0.76 0.54
2016 0.63 0.73 0.51
2017 0.59 0.70 0.48
2018 0.54 0.66 0.47
2019 0.51 0.63 0.46
2020 0.50 0.59 0.42

Note: Expense ratios are measured as asset-weighted averages. Data exclude mutual funds available as investment

choices in variable annuities.

Sources: Investment Company Institute, Lipper, and Morningstar. See /C/ Research Perspective, “Trends in the Expenses

and Fees of Funds, 2020.”
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Understanding the Decline in Mutual Fund Expense Ratios

Several factors help account for the steep drop in mutual fund expense ratios. First, expense ratios
often vary inversely with fund assets. Some fund costs included in expense ratios—such as transfer
agency fees, accounting and audit fees, and directors’ fees—are more or less fixed in dollar terms.
This means that when a fund’s assets rise, these costs contribute less to a fund's expense ratio.
Thus, if the assets of a fixed sample of funds rise over time, the sample’s average expense ratio tends

to fall over the same period (Figure 6.2).

FIGURE 6.2

Mutual Fund Expense Ratios Tend to Fall as Fund Assets Rise

Share classes of actively managed domestic equity mutual funds continuously in existence
since 2000?

Percent Billions of dollars
100~ <«— Average expense ratio? Total net assets —> - 2,500

0.94 2,000

0.88 1,500
0.82

1,000

0.76 500

0.70

‘00 '01 '02 '03 '04 05 '06 '07 '08 '09 '10 '11 '12 '13 '14 '15 '16 '17 '18 '19 20

* Calculations are based on a fixed sample of share classes. Data exclude mutual funds available as investment
choices in variable annuities and index mutual funds.

2 Expense ratios are measured as asset-weighted averages.

Sources: Investment Company Institute, Lipper, and Morningstar. See /C/ Research Perspective, “Trends in the
Expenses and Fees of Funds, 2020.”

Another factor contributing to the decline of the average expense ratios of long-term mutual funds
is the shift toward no-load share classes (see No-Load Share Classes on page 145), particularly
institutional no-load share classes, which tend to have below-average expense ratios. In part,
this shift reflects a change in how investors pay for services from brokers and other financial

professionals (see Mutual Fund Load Fees on page 145).

LEARN MORE

IRA Investors Are Concentrated in Lower-Cost Mutual Funds
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Mutual fund expense ratios also have fallen because of economies of scale and competition.
Investor demand for mutual fund services has increased dramatically in the past few decades.
From 1990 to 2020, the number of households owning mutual funds more than doubled—from
23.4 million to 58.7 million (Figure 7.1). All else being equal, this sharp increase in demand

would tend to boost mutual fund expense ratios. Any such tendency, however, was mitigated by
downward pressure on expense ratios—from competition among existing mutual fund sponsors,
new mutual fund sponsors entering the industry, competition from products such as exchange-
traded funds (ETFs) (see chapter 4 and page 141 of this chapter), and economies of scale resulting

from the growth in fund assets.

Finally, shareholders tend to invest in mutual funds with below-average expense ratios (Figure 6.3).
The simple average expense ratio of equity mutual funds (the average for all equity mutual funds
offered for sale) was 1.16 percent in 2020. The asset-weighted average expense ratio for equity

mutual funds (the average shareholders actually paid) was far lower, at 0.50 percent.

FIGURE 6.3

Fund Shareholders Paid Below-Average Expense Ratios for Equity Mutual Funds
Percent

= Simple average expense ratio
[ Asset-weighted average expense ratio

1.68
o 165 1.66 1.59
1.54

1.6

0.99 0.99 1.00 1.00
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Note: Data exclude mutual funds available as investment choices in variable annuities.
Sources: Investment Company Institute, Lipper, and Morningstar
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Another way to illustrate the tendency for investors to gravitate to lower-cost funds is to examine
how the allocation of their assets across funds varies by expense ratio. At year-end 2020, equity
mutual funds with expense ratios in the lowest quartile held 76 percent of equity mutual funds’
total net assets, while those with expense ratios in the upper three quartiles held only 24 percent
(Figure 6.4). This pattern holds for both actively managed and index equity mutual funds. Actively
managed equity mutual funds with expense ratios in the lowest quartile held 69 percent of actively
managed equity mutual funds’ net assets at year-end 2020, and lower-cost index equity mutual

funds held 82 percent of index equity mutual funds’ net assets.

FIGURE 6.4

Total Net Assets Are Concentrated in Lower-Cost Mutual Funds
Percentage of total net assets, 2020

B Mutual funds with expense ratios in the lowest quartile
[ Mutual funds with expense ratios in the upper three quartiles

82
76
69
31
24
18

All equity Actively managed equity Index equity

mutual funds 3 mutual funds mutual funds

Note: Data exclude mutual funds available as investment choices in variable annuities.
Sources: Investment Company Institute and Morningstar

Differences in Mutual Fund Expense Ratios

Like the prices of most goods and services, the expense ratios of individual mutual funds differ
considerably across the array of available products. The expense ratios of individual funds depend
on many factors, including investment objective (see below), fund assets (see page 134), and

payments to financial intermediaries (see page 145).

Mutual Fund Investment Objective

Mutual fund expense ratios vary by investment objective (Figure 6.5). For example, bond and money
market mutual funds tend to have lower expense ratios than equity mutual funds. Among equity
mutual funds, expense ratios tend to be higher for funds that specialize in a given sector—such as
healthcare or real estate—or those that invest in equities around the world, because such funds tend

to cost more to manage. Even within a particular investment objective, mutual fund expense ratios
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can vary considerably. For example, 10 percent of equity mutual funds that focus on growth stocks

have expense ratios of 0.64 percent or less, while 10 percent have expense ratios of 1.82 percent

or more. Among other things, this variation reflects the fact that some growth funds focus more

on small- or mid-cap stocks and others focus more on large-cap stocks. Portfolios of small- and

mid-cap stocks tend to cost more to manage since information about these types of stocks is less

readily available, which means that active portfolio managers must spend more time doing research.

FIGURE 6.5

Mutual Fund Expense Ratios Vary Across Investment Objectives

Percent, 2020

10th 90th Asset-weighted Simple
Investment objective percentile Median percentile average average
Equity mutual funds 0.59 1.08 1.92 0.50 1.16
Growth 0.64 1.04 1.82 0.68 1.11
Sector 0.72 1.18 2.05 0.69 1.29
Value 0.63 1.04 1.81 0.59 1.11
Blend 0.30 091 1.74 0.29 0.96
World 0.67 1.14 1.98 0.62 1.22
Hybrid mutual funds 0.50 1.09 1.99 0.59 1.20
Bond mutual funds 0.37 0.75 1.58 0.42 0.86
Investment grade 0.29 0.64 1.42 0.31 0.73
World 0.53 091 1.75 0.49 1.01
Government 0.20 0.68 1.59 0.35 0.80
High-yield 0.568 0.90 1.74 0.63 0.99
Municipal 0.41 0.68 1.54 0.46 0.82
Money market funds 0.15 0.30 0.64 0.22 0.36
Memo:
Index equity mutual funds 0.04 0.30 1.63 0.06 0.58
Target date mutual funds* 0.27 0.65 1.37 0.37 0.72

* Data include mutual funds that invest primarily in other mutual funds. Ninety-five percent of target date mutual

funds invest primarily in other mutual funds.

Note: Each fund’s share class is weighted equally for the median, 10th, and 90th percentiles. Data exclude mutual

funds available as investment choices in variable annuities.

Sources: Investment Company Institute and Morningstar. See IC/ Research Perspective, “Trends in the Expenses and

Fees of Funds, 2020.”
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Expense Ratios of Index Mutual Funds and Index ETFs

An index fund generally seeks to replicate the return on a specified index. Under this approach,
often referred to as passive management, portfolio managers buy and hold all, or a representative
sample of, the securities in their target indexes. This approach to portfolio management is a primary
reason that index funds—whether mutual funds or ETFs—tend to have below-average expense
ratios. By contrast, under an active management approach, managers have more discretion to
increase or reduce exposure to sectors or securities within their funds’ investment mandates.

Active managers may also undertake significant research about stocks or bonds, market sectors, or
geographic regions. This approach offers investors the chance to earn superior returns, or to meet
other investment objectives such as limiting downside risk, managing volatility, under- or over-
weighting various sectors, and altering asset allocations in response to market conditions. These

characteristics tend to make active management more costly than management of an index fund.

Index Mutual Funds

Growth in index mutual funds has contributed to the decline in asset-weighted average expense
ratios of equity, hybrid, and bond mutual funds. From 2000 to 2020, index mutual fund total net
assets grew significantly, from $384 billion to $4.8 trillion (Figure 6.6). Consequently, over the
same period, index mutual funds’ share of long-term mutual fund net assets more than tripled,
from 7.5 percent at year-end 2000 to 24.6 percent at year-end 2020. Within index mutual funds,
index equity mutual funds accounted for the bulk (81 percent) of index mutual fund net assets at
year-end 2020.

Index mutual funds tend to have below-average expense ratios for several reasons. First, their
approach to portfolio management—in which managers generally seek to replicate the return on a
specified index by buying and holding all (or a representative sample) of the securities in their target
indexes—Ilends itself to being less costly. This is because index funds’ portfolios tend not to change

frequently, and therefore, have low turnover rates.

Second, index mutual funds tend to have below-average expense ratios because of their investment
focus. Net assets of index equity mutual funds are concentrated more heavily in large-cap blend
funds that target US large-cap indexes, such as the S&P 500. Net assets of actively managed equity
mutual funds, on the other hand, are more widely distributed across stocks of varying capitalizations,
international regions, or specialized business sectors. Managing portfolios of small- or mid-cap,
international, or sector stocks is generally acknowledged to be more expensive than managing
portfolios of US large-cap stocks.

« LEARN MORE

Pointing Fingers at Index Funds Won’t Explain Market Volatility
www.ici.org/viewpoints/view_18_index_volatility

138 2021 INVESTMENT COMPANY FACT BOOK


https://www.ici.org/viewpoints/view_18_index_volatility

FIGURE 6.6

Total Net Assets of Index Mutual Funds Have Increased in Recent Years
Billions of dollars, year-end

H Index bond mutual funds and index hybrid mutual funds
[ Index equity mutual funds 4,807

2000 2005 2010 2015 2016 2017 2018 2019 2020

Number of index mutual funds
271 322 365 404 418 449 491 491 490

Third, index mutual funds are larger on average than actively managed mutual funds, which, through
economies of scale, helps reduce fund expense ratios. At year-end 2020, the average index equity
mutual fund ($9.5 billion) was more than four times as large as the average actively managed equity
mutual fund ($2.2 billion).

Finally, index mutual fund investors who hire financial professionals might pay for that service out of
pocket, rather than through the fund’s expense ratio (see Mutual Fund Load Fees on page 145). By
contrast, actively managed mutual funds more commonly have share classes that bundle these costs
into the expense ratio. Nevertheless, actively managed mutual funds also are increasingly offering

share classes that do not bundle them into the expense ratio.

US FUND EXPENSES AND FEES 139



These reasons, among others, help explain why index mutual funds generally have lower expense
ratios than actively managed mutual funds. It is important to note that both index and actively
managed mutual funds have contributed to the decline in the average expense ratios of mutual
funds (Figure 6.7). From 2000 to 2020, the average expense ratio of index equity mutual funds fell
from 0.27 percent to 0.06 percent, while the average expense ratio for actively managed equity
mutual funds fell from 1.06 percent to 0.71 percent. Over the same period, the average expense ratio
of index bond mutual funds fell from 0.21 percent to 0.06 percent and the average expense ratio of

actively managed bond mutual funds fell from 0.77 percent to 0.50 percent.

FIGURE 6.7

Expense Ratios of Actively Managed and Index Mutual Funds Have Fallen
Percent
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Note: Expense ratios are measured as asset-weighted averages. Data exclude mutual funds available as investment
choices in variable annuities.

Sources: Investment Company Institute, Lipper, and Morningstar. See IC/ Research Perspective, “Trends in the
Expenses and Fees of Funds, 2020.”
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The downward trend in the average expense ratios of both index and actively managed mutual
funds reflects, in part, investors’ increasing tendency to buy lower-cost funds. Investor demand
for index mutual funds is disproportionately concentrated in funds with the lowest costs. This
phenomenon is not unique to index mutual funds, however; the proportion of assets in the lowest-

cost actively managed mutual funds is also high (Figure 6.4).

Index ETFs

The trends in ETFs over the past decade have influenced asset-weighted average expense ratios
of index equity and index bond ETFs. ETF total net assets have grown rapidly in recent years,
from $992 billion at year-end 2010 to $5.4 trillion at year-end 2020 (Figure 2.2). During this time,
ETFs have become a significant market participant, with net assets accounting for 18 percent of
total net assets managed by investment companies at year-end 2020. ETFs are largely index-
based and generally registered with the Securities and Exchange Commission (SEC) under

the Investment Company Act of 1940. Actively managed ETFs registered under the 1940 Act
represented 3.2 percent of ETF total net assets at year-end 2020, and ETFs not registered under
the 1940 Act represented 2.7 percent. Like index mutual funds, most of the net assets in ETFs
are in funds that focus on equities. Equity ETFs accounted for 77 percent of the total net assets of
ETFs at year-end 2020.

Part of the strong growth in ETFs is attributable to their distribution structure, in which the ETF
generally charges an expense ratio that provides no compensation to financial professionals.
Compensation to financial professionals for distribution or account servicing and maintenance is
typically paid directly by the investor.*

Financial professionals often provide programs that offer investors a suite of ETFs suited to their
investment goals. In such cases, investors would typically pay financial professionals an asset-
based fee in addition to the ETF expense ratios in the suite of ETFs selected. Also, because ETFs

are generally index funds, they typically have lower expense ratios.

* Some ETFs bundle distribution fees in the expense ratio to cover marketing and distribution expenses. These fees are
usually small, typically less than 0.06 percent.
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Like mutual fund investors, ETF shareholders tend to invest in funds with below-average expense
ratios (Figure 6.8). The simple average expense ratio of index equity ETFs (the average for all
index equity ETFs offered for sale) was 0.47 percent in 2020. The asset-weighted average
expense ratio for index equity ETFs (the average shareholders actually paid) was much less than
that, 0.18 percent. The same holds for index bond ETFs, with a simple average expense ratio of

0.25 percent in 2020 and an asset-weighted average expense ratio of 0.13 percent.

FIGURE 6.8

Expense Ratios Incurred by Index ETF Investors Have Generally Declined in
Recent Years
Percent

= Simple average expense ratio
[ Asset-weighted average expense ratio
Index equity ETFs

0.61
0.51 0.57 0.57 0.57 o56 056
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* Data for index bond ETFs are excluded prior to 2007 because of a limited number of funds.
Note: Data exclude ETFs not registered under the Investment Company Act of 1940.

Sources: Investment Company Institute and Morningstar. See /Cl Research Perspective, “Trends in the Expenses and
Fees of Funds, 2020."
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Additionally, index ETF expense ratios differ based on their investment objectives (Figure 6.9).
Among index bond ETFs, for example, expense ratios tend to be higher for those that investin

either foreign or high-yield bonds because such securities are typically more costly to manage than
securities such as Treasury bonds. Indeed, the asset-weighted average expense ratio for index high-
yield bond ETFs was 0.39 percent in 2020, compared to the asset-weighted average expense ratio
of 0.12 percent for index government bond ETFs. Even within specific investment objectives, expense
ratios will vary among index ETFs for a range of reasons. For example, expense ratios may differ
because not all index ETFs in a given investment objective rely on the same index, and licensing fees

that ETFs pay to index providers may vary.

FIGURE 6.9

Index ETF Expense Ratios Vary Across Investment Objectives
Percent, 2020

10th 90th Asset-weighted Simple
Investment objective percentile Median percentile average average
Index equity ETFs 0.10 0.45 0.93 0.18 0.47
Growth 0.07 0.30 0.60 0.15 0.32
Sector 0.13 0.46 0.95 0.26 0.53
Value 0.08 0.29 0.60 0.19 0.34
Blend 0.07 0.35 0.95 0.11 0.42
World 0.12 051 0.80 0.27 0.50
Index hybrid ETFs 0.47 0.60 0.98 0.49 0.68
Index bond ETFs 0.06 0.18 0.50 0.13 0.25
Corporate 0.05 0.10 0.23 0.07 0.14
World 0.22 0.35 0.51 0.22 0.38
Government 0.05 0.14 0.95 0.12 0.25
High-yield 0.20 0.39 0.56 0.39 0.40
Municipal 0.17 0.18 0.30 0.14 0.21
Memo:
Active equity ETFs 0.23 0.75 0.90 0.69 0.70

Note: Each fund’s share class is weighted equally for the median, 10th, and 90th percentiles. Data exclude ETFs
not registered under the Investment Company Act of 1940.

Sources: Investment Company Institute and Morningstar. See IC/ Research Perspective, “Trends in the Expenses and
Fees of Funds, 2020.”
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Mutual Fund Fee Structures

Mutual funds often are categorized by the class of shares that fund sponsors offer, primarily
load or no-load classes. Load classes generally serve investors who buy shares through
financial professionals; no-load classes usually serve investors who buy shares without

the assistance of a financial professional or who choose to compensate their financial
professionals separately. Funds sold through financial professionals typically offer more than

one share class in order to provide investors with alternative ways to pay for financial services.

12b-1 Fees

Since 1980, when the SEC adopted Rule 12b-1 under the Investment Company Act of

1940, mutual funds and their shareholders have had the flexibility to compensate financial
professionals and other financial intermediaries through asset-based fees. These distribution
fees, known as 12b-1 fees, enable investors to pay indirectly for some or all of the services
they receive from financial professionals (such as brokers) and other financial intermediaries
(such as retirement plan recordkeepers and discount brokerage firms). Funds also use

12b-1 fees to a very limited extent to help defray advertising and marketing costs.

Load Share Classes

Load share classes include a sales load, a 12b-1 fee, or both. Sales loads and 12b-1 fees are

used to compensate brokers and other financial professionals for their services.

Front-end load shares, which are predominantly Class A shares, were the traditional way
investors compensated financial professionals for assistance. These shares generally charge
a sales load—a percentage of the sales price or offering price—at the time of purchase.
They also generally have a 12b-1 fee, often 0.25 percent. Front-end load shares are
sometimes used in employer-sponsored retirement plans, but fund sponsors typically waive
the sales load for purchases made through such retirement plans. Additionally, most front-
end load share classes have breakpoint discounts, in which front-end load fees decline as
the size of an investor’s initial purchase rises, and many fund providers offer discounted load
fees when an investor has total balances exceeding a given amount in that provider’s funds.

Back-end load shares, often called Class B shares, typically do not have a front-end load.
Investors using back-end load shares pay for services provided by financial professionals
through a combination of an annual 12b-1 fee and a contingent deferred sales load (CDSL).
The CDSL is paid if fund shares are redeemed before a given number of years of ownership.
Back-end load shares usually convert after a specified number of years to a share class with
a lower 12b-1 fee (for example, Class A shares). The assets in back-end load shares have

declined substantially in recent years.

Level load shares, which include Class C shares, generally do not have front-end loads.
Investors in this share class compensate financial professionals with an annual 12b-1 fee
(typically 1 percent) and a CDSL (also typically 1 percent) that shareholders pay if they sell
their shares within a year of purchase.
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No-Load Share Classes

No-load share classes have neither a front-end load nor a CDSL, and have a 12b-1 fee of
0.25 percent or less. Originally, no-load share classes were sold directly by mutual fund
sponsors to investors. Now, investors can also purchase no-load funds through employer-
sponsored retirement plans, discount brokerage firms, and bank trust departments. Some
financial professionals who charge investors separately for their services, rather than through

aload or 12b-1 fee, help investors select a portfolio of no-load funds.

Mutual Fund Load Fees

Many mutual fund investors engage an investment professional, such as a broker, an investment
adviser, or a financial planner. Among households owning mutual fund shares outside employer-
sponsored retirement plans, 75 percent own mutual fund shares through investment professionals
(Figure 7.7). These professionals can provide many benefits to investors, such as helping them
identify financial goals, analyzing an existing financial portfolio, determining an appropriate asset
allocation, and—depending on the type of financial professional—providing investment advice or
recommendations to help investors achieve their financial goals. The investment professional also
may provide ongoing services, such as responding to investors’ inquiries or periodically reviewing

and rebalancing their portfolios.

Over the past few decades, the way that fund shareholders compensate financial professionals has
changed significantly, moving away from front-end loads toward asset-based fees. An important
element in the changing distribution structure of mutual funds has been this shift toward asset-
based fees, which are assessed as a percentage of the assets that the financial professional helps
an investor manage. Increasingly, these fees compensate brokers and other financial professionals
who sell mutual funds. An investor may pay an asset-based fee indirectly through a fund'’s 12b-1 fee,
which is included in the fund's expense ratio, or directly (out of pocket) to the financial professional, in
which case it is not included in the fund’s expense ratio.

In part because of the shift toward asset-based fees (either through the fund or out of pocket), the
total net assets of front-end and back-end load share classes have declined in recent years, while
those in no-load share classes have increased substantially. Also, front-end and back-end load
share classes have had net outflows in each year of the past decade (Figure 6.10), and gross sales of
back-end load share classes have dwindled almost to zero (Figure 6.11). As a result, the percentage
of long-term mutual fund net assets held in front-end and back-end load share classes fell from

22 percent at year-end 2010 to 12 percent at year-end 2020 (Figure 6.12).
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FIGURE 6.10

All Types of Long-Term Mutual Fund Share Classes Experienced Aggregate
Outflows in 2020

Billions of dollars, annual

2000 2005 2010 2015 2016 2017 2018 2019 2020

All long-term

mutual funds $231 $192 $244 -$120  -$193 $72 -$346 -$99 -$486

Load 77 27 .57  -129  -238  -298 231 -130  -140
Front-end" 19 54 53 -105  -187  -225 162 -77 -87
Back-end? 27 -47 -28 -6 -5 -3 -2 -1 -1
Level® 30 18 21 22 45 70 66  -53 51
Other* 3 2 2 *) 1 *) *) *) -1
Unclassified® -1 -1 * 5 (*) 1 -1 (*) (*)

No-load® 103 124 261 78 126 456 -1 152 -195
Retail 79 65 55 5 -28 41 93 23 -179
Institutional 24 59 206 73 155 415 93 175 -16

Zg::ii’ifs 51 18 7 -67 79 -112 124 -125 -134

“CF:;SSSZ‘,’ST *) 24 33 2 -2 26 10 4 -17

-

Front-end load > 1 percent. Primarily includes Class A shares; includes sales where front-end loads are waived.

~

Front-end load = 0 percent and contingent deferred sales load (CDSL) > 2 percent. Primarily includes Class B shares.

Front-end load < 1 percent, CDSL < 2 percent, and 12b-1 fee > 0.25 percent. Primarily includes Class C shares;
excludes institutional share classes.

w

IS

This category contains all other load share classes not classified as front-end load, back-end load, or level load.

@

This category contains load share classes with missing load fee data.
Front-end load = 0 percent, CDSL = 0 percent, and 12b-1 fee < 0.25 percent.

=)

~

“R" shares include assets in any share class that ICl designates as a “retirement share class.” These share classes
are sold predominantly to employer-sponsored retirement plans. However, other share classes—including retail and
institutional share classes—also contain investments made through 401(k) plans or IRAs.

(*) = inflow or outflow of less than $500 million
Sources: Investment Company Institute, Lipper, and Morningstar
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FIGURE 6.11

Gross Sales of Long-Term Mutual Funds Are Concentrated in No-Load
Share Classes
Billions of dollars, annual

2000 2005 2010 2015 2016 2017 2018 2019 2020

All long-term

mutual funds $2,291  $1,739 $2,701 $3,500 $3,560 $3,926 $4,120 $3,826 $5,008

Load 978 538 579 503 437 369 349 343 382
Front-end! 704 408 455 395 361 309 296 297 341
Back-end? 175 36 8 3 2 2 1 1 *
Level? 91 85 111 99 72 56 48 45 39
Other* 7 8 5 2 1 1 1 1 2
Unclassified® ™ 1 1 5 ™ 2 3 *) *

No-load® 1,043 936 1693 2,597 2730 3,169 3366 3,110 4,078
Retail 774 598 931 1222 1222 1334 1427 1263 1643
Institutional 269 338 762 1375 1508 1835 1938 1847 2435

Zg::ii’ifs 268 225 318 248 245 184 210 188 324

R share 2 40 112 152 148 203 195 185 223

-

Front-end load > 1 percent. Primarily includes Class A shares; includes sales where front-end loads are waived.

~

Front-end load = 0 percent and contingent deferred sales load (CDSL) > 2 percent. Primarily includes Class B shares.

Front-end load < 1 percent, CDSL < 2 percent, and 12b-1 fee > 0.25 percent. Primarily includes Class C shares;
excludes institutional share classes.

w

IS

This category contains all other load share classes not classified as front-end load, back-end load, or level load.

@

This category contains load share classes with missing load fee data.
Front-end load = 0 percent, CDSL = 0 percent, and 12b-1 fee < 0.25 percent.

=)

~

“R” shares include assets in any share class that ICl designates as a “retirement share class.” These share classes
are sold predominantly to employer-sponsored retirement plans. However, other share classes—including retail and
institutional share classes—also contain investments made through 401(k) plans or IRAs.

(*) = gross sales of less than $500 million
Sources: Investment Company Institute, Lipper, and Morningstar
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FIGURE 6.12

Total Net Assets of Long-Term Mutual Funds Are Concentrated in No-Load
Share Classes
Billions of dollars, year-end

2000 2005 2010 2015 2016 2017 2018 2019 2020

All long-term

mutual funds $5,111 $6,862 $9,028 $12,903 $13,625 $15918 $14,672 $17,659 $19,563

Load 2,141 2346 2406 2510 2432 2449 2109 2373 2,520
Front-end! 1485 1750 1926 2053 2007 2052 1816 2104 2297
Back-end? 487 276 78 17 12 8 4 4 2
Level? 145 288 381 429 408 378 283 258 211
Other* 21 26 18 7 6 6 6 7 9
Unclassified® 2 5 2 5 *) 4 1 * 1

No-load® 2178 3391 5034 8310 9042 11010 10333 12667 14,150
Retail 1616 2384 3056 4569 4862 5631 5061 6231 6745
Institutional 563 1007 1979 3742 4181 5379 5272 6436 7,405

Zr‘]’::ii’i':s 784 1039 1290 1596 1636 1793 1590 1816 1,943

R share 8 86 207 487 514 666 640 803 950

-

Front-end load > 1 percent. Primarily includes Class A shares; includes sales where front-end loads are waived.

~

Front-end load = 0 percent and contingent deferred sales load (CDSL) > 2 percent. Primarily includes Class B shares.

Front-end load < 1 percent, CDSL < 2 percent, and 12b-1 fee > 0.25 percent. Primarily includes Class C shares;
excludes institutional share classes.

w

IS

This category contains all other load share classes not classified as front-end load, back-end load, or level load.

@

This category contains load share classes with missing load fee data.
Front-end load = 0 percent, CDSL = 0 percent, and 12b-1 fee < 0.25 percent.

=)

~

“R" shares include assets in any share class that ICl designates as a “retirement share class.” These share classes
are sold predominantly to employer-sponsored retirement plans. However, other share classes—including retail and
institutional share classes—also contain investments made through 401(k) plans or IRAs.

(*) = total net assets of less than $500 million
Sources: Investment Company Institute, Lipper, and Morningstar
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By contrast, no-load share classes—those with neither a front-end nor a back-end load fee and a
12b-1 fee of no more than 0.25 percent—generally have seen net inflows and rising net assets over
the past 10 years (Figures 6.10 and 6.12). As a result, the percentage of long-term mutual fund total
net assets held in no-load share classes rose from 56 percent at year-end 2010 to 72 percent at
year-end 2020.

Some of the shift toward no-load share classes can be attributed to do-it-yourself investors. A
larger factor, however, is the growth of sales through defined contribution plans as well as sales of
no-load share classes through sales channels that compensate financial professionals (for example,
discount brokers, fee-based advisers, full-service brokerage platforms) with asset-based fees

outside of funds.

LEARN MORE

The Economics of Providing 401(k) Plans: Services, Fees, and Expenses, 2019
www.ici.org/pdf/per26-05.pdf ’

US FUND EXPENSES AND FEES 149


https://www.ici.org/pdf/per26-05.pdf

\

Chapter 7

Characteristics
of US Mutuadl
Fund Owners

Ownership of mutual funds by US households grew substantially in

the 1980s and 1990s and has held steady for the past two decades,
averaging about 45 percent since 2000. In 2020, about 46 percent of all
US households owned mutual funds. The estimated 102.5 million people
who owned mutual funds in 2020 belong to all age and income groups;
have a variety of financial goals; and buy and sell mutual funds through
three principal sources: investment professionals, employer-sponsored
retirement plans, and discount brokers or fund companies directly.
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Generation X has the highest rate of
mutual fund ownership

54%

of Generation X households
own mutual funds
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Individual and Household Ownership of Mutual Funds

In 2020, an estimated 102.5 million individual investors owned mutual funds—and at year-end 2020,
these investors held 89 percent of total mutual fund assets (Figure 3.3), directly or through retirement
accounts. Household ownership of mutual funds has remained relatively steady since 2000.
Altogether, 45.7 percent of US households—or 58.7 million—owned mutual funds in 2020, nearly
identical to the 2000-2020 average of 45 percent (Figure 7.1). Mutual funds were a major component
of many US households’ financial holdings in 2020. Among households owning mutual funds, the
median amount invested in mutual funds was $126,700 (Figure 7.2). Sixty-nine percent of individuals
heading households that owned mutual funds were married or living with a partner, 56 percent were

college graduates, and 75 percent worked full- or part-time.

FIGURE 7.1

Nearly 46 Percent of US Households Owned Mutual Funds in 2020
Percentage of US households owning mutual funds

45.7 455 457

444 453 o 436 445 439
28.7
25.1
14.7
5.7 I

1980 1985 1990 1995 2000 2005 2010 2015 2016 2017 2018 2019 2020

Millions of US households owning mutual funds
4.6 12.8 234 284 486 503 53.2 536 549 56.2 56.0 585 587

Note: The survey methodology was changed to a dual-frame sample of cell phones and landlines in 2014.
Source: ICl Research Perspective, "Ownership of Mutual Funds, Shareholder Sentiment, and Use of the Internet, 2020”
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FIGURE 7.2

Characteristics of Mutual Fund Investors
2020

How many people own mutual funds?
102.5 million US individuals
58.7 million US households

Who are they?

50 is the median age of the head of household

69 percent are married or living with a partner

56 percent are college graduates

75 percent are employed (full- or part-time)

8 percent are Silent or Gl Generation (born 1904 to 1945)

31 percent are Baby Boomers (born 1946 to 1964)

31 percent are Generation X (born 1965 to 1980)

30 percent are Generation Z or Millennials (born 1981 to 2012)*
$105,000 is the median household income

What do they own?

$300,000 is the median household financial assets

$126,700 is the median mutual fund assets

56 percent hold more than half of their financial assets in mutual funds
65 percent own individual retirement accounts (IRAs)

87 percent own defined contribution (DC) retirement plan accounts

4 mutual funds is the median number owned

90 percent own equity funds

When and how did they make their first mutual fund purchase?
51 percent bought their first mutual fund before 2000

63 percent purchased their first mutual fund through an employer-sponsored retirement plan

Why do they invest?

94 percent use mutual funds to save for retirement

47 percent use mutual funds to save for emergencies
47 percent use mutual funds to reduce taxable income

26 percent use mutual funds to save for education

* Generation Z (born 1997 to 2012) and the Millennial Generation (born 1981 to 1996) are aged 8 to 39 in 2020;
survey respondents, however, must be 18 or older.
Sources: ICl Research Perspective, “Ownership of Mutual Funds, Shareholder Sentiment, and Use of the Internet,
20207; ICI Research Perspective, “Characteristics of Mutual Fund Investors, 2020"; and IC/ Research Report, “Profile of
Mutual Fund Shareholders, 2020"
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Mutual Fund Ownership by Age and Income

Mutual fund—owning households span all generations, but members of Generation X (born between
1965 and 1980) had the highest mutual fund ownership rate in 2020, at 54 percent (Figure 7.3).
Forty-seven percent of Generation Z and Millennial households (born between 1981 and 2012)
owned mutual funds in 2020. Forty-four percent of households headed by a Baby Boomer (born
between 1946 and 1964) and 30 percent of Silent and Gl Generation households (born between
1904 and 1945) owned mutual funds in 2020.

Among mutual fund—owning households in 2020, 31 percent were headed by members of the Baby
Boom Generation, 31 percent were headed by members of Generation X, 30 percent were headed
by members of Generation Z and Millennials, and 8 percent were headed by members of the Silent
and Gl Generations (Figure 7.4). Heads of mutual fund-owning households had a median age of

50 years (Figure 7.2).

FIGURE 7.3

Incidence of Mutual Fund Ownership Is Greatest Among Generation X
Percentage of US households within each generation group, 2020

54
47 44
30

Generation Z Generation X Baby Boom Silent and Gl

and Millennials (born between Generation Generations
(born between 1965 and 1980) (born between (born between
1981 and 2012)* 1946 and 1964) 1904 and 1945)

Head of household generation
Age of head of household in 2020
18 to 39* 40 to 55 56 to 74 75 or older

* Generation Z (born 1997 to 2012) and the Millennial Generation (born 1981 to 1996) are aged 8 to 39 in 2020;
survey respondents, however, must be 18 or older.

Note: Generation is based on the age of the household sole or co-decisionmaker for saving and investing.
Source: ICl Research Perspective, “Characteristics of Mutual Fund Investors, 2020

Ownership of Mutual Funds, Shareholder Sentiment, and Use of the Internet, 2020
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Baby Boomers held the largest percentage of households’ mutual fund assets, at 43 percent
(Figure 7.4). Households headed by members of Generation X (31 percent), Generation Z and
Millennials (16 percent), and the Silent and Gl Generations (10 percent) held the rest. This pattern
of asset ownership reflects the fact that Generation Z and Millennial households are younger and
have not had as much time to save as Baby Boom households, which are in their peak earning and

saving years.

FIGURE 7.4

Baby Boomers Held the Largest Share of Household Mutual Fund Assets

Percentage of US households owning mutual funds and household mutual fund assets
by generation, 2020

Head of household generation

[ Generation Z and Millennials (born between 1981 and 2012)*
B Generation X (born between 1965 and 1980)

Baby Boom Generation (born between 1946 and 1964)
M Silent and GI Generations (born between 1904 and 1945)

31

a

Households owning mutual funds Households’ mutual fund assets

* Generation Z (born 1997 to 2012) and the Millennial Generation (born 1981 to 1996) are aged 8 to 39 in 2020;
survey respondents, however, must be 18 or older.

Note: Generation is based on the age of the household sole or co-decisionmaker for saving and investing.
Source: ICl Research Perspective, “Characteristics of Mutual Fund Investors, 2020”

CHARACTERISTICS OF US MUTUAL FUND OWNERS 155



US households owning mutual funds had a range of annual household incomes: 12 percent had
annual household income of less than $50,000; 15 percent had between $50,000 and $74,999;
16 percent had between $75,000 and $99,999; 24 percent had between $100,000 and $149,999;
and the remaining 33 percent had $150,000 or more (Figure 7.5). The median household income of
mutual fund-owning households in 2020 was $105,000 (Figure 7.2).

FIGURE 7.5

Mutual Fund Shareholders Have a Range of Incomes

Percent distribution of all US households and US households owning mutual funds by
household income, 2020

Household income

M $200,000 or more
$150,000 to $199,999 A4v
B $100,000 to $149,999 L
$75,000 to $99,999
M $50,000 to $74,999
$35,000 to $49,999 16
$25,000 to $34,999
M Less than $25,000
24
15
_— 2
All US households US households owning

mutual funds

Note: Total reported is household income before taxes in 2019.
Source: ICl Research Perspective, “Ownership of Mutual Funds, Shareholder Sentiment, and Use of the Internet, 2020"
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Savings Goals of Mutual Fund Investors

Mutual funds play a key role in the long- and short-term savings goals of US households. In 2020,
94 percent of mutual fund-owning households indicated that saving for retirement was one of their
financial goals, and 75 percent said it was their primary financial goal (Figure 7.6). Mutual fund—
owning households often purchase their first mutual fund through employer-sponsored retirement
plans. In 2020, across all mutual fund—owning households, 63 percent had purchased their first fund
through that channel (Figure 7.2). Retirement, however, is not the only financial goal for mutual fund-
owning households—47 percent reported saving for emergencies as a goal; 47 percent reported
reducing taxable income as a goal; and 26 percent reported saving for education as a goal.

FIGURE 7.6

Majority of Mutual Fund Investors Focus on Retirement
Percentage of US households owning mutual funds, 2020

B A financial goal*
Primary financial goal

94
Retirement
75

I

Emergency
6
reduce toxovlc [N
income 3

Current income

Education

House or other _ 16
5

large item

Other - 6
2

* Multiple responses are included.
Source: ICl Research Perspective, “Characteristics of Mutual Fund Investors, 2020
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Where Investors Own Mutual Funds

The importance that mutual fund—owning households place on retirement saving is reflected in
where they own their funds—in 2020, 94 percent of these households held mutual fund shares
inside employer-sponsored retirement plans, individual retirement accounts (IRAs), or variable
annuities. Itis also reflected in the type of funds they choose—households are more likely to invest
their retirement assets in long-term mutual funds than in money market funds. Indeed, defined
contribution (DC) retirement plan and IRA assets held in equity, bond, and hybrid mutual funds
totaled $10.5 trillion at year-end 2020, or 54 percent of those funds’ total net assets industrywide
(Figure 8.19). By contrast, DC retirement plan and IRA assets in money market funds totaled just

$574 billion, or 13 percent of those funds’ total net assets industrywide.

In 2020, 83 percent of mutual fund—-owning households held funds inside employer-sponsored
retirement plans, with 37 percent owning funds only inside such plans (Figure 7.7). Sixty-three
percent of mutual fund—owning households held funds outside employer-sponsored retirement
accounts, with 17 percent owning funds only outside such plans. For mutual fund—owning
households without mutual funds in employer-sponsored retirement plans, 56 percent held funds in
traditional or Roth IRAs. In many cases, these IRAs held assets rolled over from 401(k) plans or other

employer-sponsored retirement plans (either defined benefit or DC plans).

Households owning mutual funds outside employer-sponsored retirement plans buy their fund
shares through a variety of sources. In 2020, 75 percent of these households owned funds purchased
with the help of an investment professional, including registered investment advisers, full-service
brokers, independent financial planners, bank and savings institution representatives, insurance
agents, and accountants (Figure 7.7). Thirty-eight percent of these households owned funds
purchased solely with the help of an investment professional, and another 37 percent owned funds
purchased from investment professionals and from fund companies directly or discount brokers.

Twelve percent solely owned funds purchased from fund companies directly or discount brokers.
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FIGURE 7.7

Mutual Fund Investments Outside Retirement Plans Are Often Guided by

Investment Professionals
2020

Sources of mutual fund ownership
Percentage of US households owning
mutual funds

Outside employer-
sponsored retirement
plans only*

Inside and outside
employer-sponsored
retirement plans!

Inside employer-
sponsored retirement By
plans only?

Sources for households owning mutual funds outside
employer-sponsored retirement plans

Percentage of US households owning mutual funds
outside employer-sponsored retirement plans?®

13%
Source unknown

12%
38% Fund companies or
Investment discount brokers only
professionals
only?

Investment professionals?
and fund companies
or discount brokers

* Employer-sponsored retirement plans include DC plans (such as 401(k), 403(b), or 457 plans) and employer-
sponsored IRAs (SEP IRAs, SAR-SEP IRAs, and SIMPLE IRAs).

2 Investment professionals include registered investment advisers, full-service brokers, independent financial
planners, bank and savings institution representatives, insurance agents, and accountants.

Source: ICl Research Perspective, “Characteristics of Mutual Fund Investors, 2020”
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In 2020, mutual fund—owning households that held mutual funds outside employer-sponsored
retirement plans purchased funds through two sources: investment professionals and the direct
market channel. In 2020, almost half of households owning mutual funds held funds purchased
through an investment professional and nearly one-third owned funds purchased through the direct

market channel.

FIGURE 7.8

Mutual Fund Investors Purchase Mutual Funds Through a Variety of Channels
Percentage of US households owning mutual funds, 2020

M [
retirement plans?

Outside employer-sponsored 63
retirement plans??
Investment professionals
47
(total)
Full-service broker 26
Independent financial planner 22
47%
Bank or savings Investment
T . 17 .
institution representative professionals 63%
(total) Owned mutual
Insurance agent 9 funds outside
employer-sponsored
Accountant 7 retirement planst 2
Direct market (total) 31
. T
Mutual fund company directly 16 31%
Direct market
Discount broker 21 (to}ol)

* Employer-sponsored retirement plans include DC plans (such as 401(k), 403(b), or 457 plans) and employer-
sponsored IRAs (SEP IRAs, SAR-SEP IRAs, and SIMPLE IRAs).

2 Seven percent of households owning mutual funds outside of employer-sponsored retirement plans did not indicate
which source was used to purchase funds. Of this 7 percent, 5 percent owned funds both inside and outside
employer-sponsored retirement plans and 2 percent owned funds only outside of employer-sponsored retirement
plans.

Note: Multiple responses are included.

Source: ICl Research Perspective, “Characteristics of Mutual Fund Investors, 2020”
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Younger generations are more likely to own mutual funds only inside employer-sponsored retirement
plans, while older generations are more likely to own funds outside such plans. In 2020, 43 percent
of Generation Z and Millennial households that owned mutual funds held them only inside employer-
sponsored retirement plans, compared with 36 percent of mutual fund—owning households in the
Baby Boom Generation (Figure 7.9). Fifty-seven percent of Generation Z and Millennial households
that owned mutual funds held them outside of employer-sponsored retirement plans, compared with
64 percent of mutual fund—owning households headed by a Baby Boomer. Generation X households
are more likely than younger or older generations to own funds both inside and outside employer-
sponsored retirement plans. In 2020, 49 percent of Generation X households that owned mutual
funds held them both inside and outside employer-sponsored retirement plans, compared with

45 percent of Generation Z and Millennial households, 45 percent of Baby Boom households, and

38 percent of Silent and Gl Generation households. Although Silent and GI Generation households
are the least likely to own mutual funds, those that do are the most likely to hold mutual funds only

outside employer-sponsored retirement plans.

FIGURE 7.9

Mutual Fund Ownership Inside and Outside of Employer-Sponsored
Retirement Plans
Percentage of US households owning mutual funds by generation, 2020

Source of mutual fund ownership

M Outside employer-sponsored retirement plans only
Inside and outside employer-sponsored retirement plans
M Inside employer-sponsored retirement plans only

37 : 43 36

All US households Generation Z Generation X Baby Boom Silent and
owning . and Millennials (born between Generation Gl Generations
mutual funds : (born between 1965 and 1980) (born between (born between
. 1981 and 2012)* 1946 and 1964) 1904 and 1945)

Head of household generation

* Generation Z (born 1997 to 2012) and the Millennial Generation (born 1981 to 1996) are aged 8 to 39 in 2020;
survey respondents, however, must be 18 or older.

Note: Generation is based on the age of the household sole or co-decisionmaker for saving and investing. Employer-
sponsored retirement plans include DC plans (such as 401(k), 403(b), or 457 plans) and employer-sponsored IRAs
(SEP IRAs, SAR-SEP IRAs, and SIMPLE IRAs).

Source: ICl Research Perspective, “Characteristics of Mutual Fund Investors, 2020”
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At year-end 2020, mutual funds held in DC plans and IRAs accounted for $11.1 trillion (32 percent)
of the $34.9 trillion US retirement market (Figures 8.5 and 8.19) and 47 percent of total mutual fund
assets. DC plans and IRAs held 54 percent of total net assets in long-term mutual funds but a much
smaller share of total net assets in money market funds (13 percent). Similarly, mutual funds held in
DC plans and IRAs accounted for 57 percent of household long-term mutual fund assets but only

21 percent of household money market fund assets (Figure 7.10).

FIGURE 7.10

Households’ Mutual Fund Assets by Type of Account
Billions of dollars, year-end 2020

Other household accounts! 18,453
W Variable annuities outside retirement accounts
1 IRAs?
M DC plans?

57%
2,710
28
182 LELIT21%
Households’ long-term Households’ money
mutual funds market funds

* Mutual funds held as investments in 529 plans and Coverdell ESAs are counted in this category.

? IRAs include traditional IRAs, Roth IRAs, and employer-sponsored IRAs (SEP IRAs, SAR-SEP IRAs, and SIMPLE
IRAS).

3 DC plans include 401(k) plans, 403(b) plans, 457 plans, and other DC plans without 401 (k) features.
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Shareholder Sentiment and Confidence

Each year, ICl surveys US households about a variety of topics, including shareholder sentiment. In
2020, 66 percent of mutual fund shareholders familiar with mutual fund companies had “very” or
“somewhat” favorable impressions of fund companies, the same as in 2019 (Figure 7.11). The share
of mutual fund owners with “very” favorable impressions of fund companies was 16 percent.

FIGURE 7.11

Most Shareholders View the Mutual Fund Industry Favorably
Percentage of US households owning mutual funds familiar with mutual fund companies

Impression of mutual fund industry
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Note: The survey methodology was changed to a dual-frame sample of cell phones and landlines in 2014.
Source: ICl Research Perspective, “Ownership of Mutual Funds, Shareholder Sentiment, and Use of the Internet, 2020”

CHARACTERISTICS OF US MUTUAL FUND OWNERS 163



Mutual fund—owning households’ confidence that mutual funds are helping them reach their financial
goals rebounded in the wake of the 2007-2009 financial crisis. In 2009, 72 percent of mutual
fund—owning households said they were confident in mutual funds’ ability to help them achieve

their financial goals, down from 84 percent in 2007 (Figure 7.12). From 2011 through 2013, about
eight in 10 mutual fund—owning households said they were confident in mutual funds’ ability to help
them achieve their financial goals, with more than 20 percent saying they were “very” confident.
From 2015 to 2017, around 85 percent of mutual fund—owning households said they were confident
in mutual funds’ ability to help them achieve their financial goals, rising to 88 percentin 2018 and

89 percent in 2019. In 2020, 88 percent of mutual fund—owning households had confidence in mutual
funds, with 29 percent indicating they were “very” confident in mutual funds’ ability to help them

achieve their financial goals.

FIGURE 7.12

Nearly Nine in 10 Mutual Fund-Owning Households Have Confidence in
Mutual Funds

Percentage of US households owning mutual funds by level of confidence that mutual funds
can help them meet their investment goals

M Very confident
Somewhat confident
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17

[
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Note: The survey methodology was changed to a dual-frame sample of cell phones and landlines in 2014. The
question has four choices; the other two possible responses are “not very confident” and “not at all confident.”

Source: ICl Research Perspective, “Ownership of Mutual Funds, Shareholder Sentiment, and Use of the Internet, 2020"
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Willingness to Take Investment Risk

The ICl survey also asked households about their willingness to take investment risk. Households
owning mutual funds are far more willing to take investment risk than other households. In 2020,
40 percent of households owning mutual funds were willing to take above-average or substantial
investment risk, more than three times the 12 percent of households not owning mutual funds
(Figure 7.13).

FIGURE 7.13

Households’ Willingness to Take Investment Risk
Percentage of US households owning mutual funds by generation, 2020

Level of risk willing to take with financial investments
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* Generation Z (born 1997 to 2012) and the Millennial Generation (born 1981 to 1996) are aged 8 to 39 in 2020;
survey respondents, however, must be 18 or older.

Note: Generation is based on the age of the household sole or co-decisionmaker for saving and investing.

Sources: ICl Research Perspective, “Ownership of Mutual Funds, Shareholder Sentiment, and Use of the Internet,
2020" and I/Cl Research Report, “Profile of Mutual Fund Shareholders, 2020”
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Risk tolerance varies with the age of the head of household, and younger households tend to be
more willing to take investment risk than older households. In 2020, 49 percent of Generation Z and
Millennial mutual fund—owning households and 46 percent of Generation X mutual fund—owning
households were willing to take above-average or substantial investment risk (Figure 7.13). This
willingness to take risk drops to 29 percent for mutual fund—owning households in the Baby Boom

Generation and 23 percent for mutual fund—owning households in the Silent and Gl Generations.

Mutual fund—owning households’ willingness to take investment risk is reflected in the types of
mutual funds they own. Equity funds were the most commonly owned type of mutual fund in 2020,
held by 90 percent of mutual fund—owning households (Figure 7.14). In addition, 35 percent owned

balanced funds, 43 percent owned bond funds, and 53 percent owned money market funds.

FIGURE 7.14

Equity Funds Are the Most Commonly Owned Type of Mutual Fund
Percentage of US households owning mutual funds, 2020
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* The Investment Company Institute classifies this fund category as hybrid in its data.
Note: Multiple responses are included.
Source: ICl Research Perspective, “Characteristics of Mutual Fund Investors, 2020”
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How Households Select Mutual Funds

ICl also surveyed mutual fund—owning households about the importance of a variety of factors
when making their mutual fund purchase decisions. In 2020, 91 percent of mutual fund—owning
households considered a fund’s investment objective when making their purchase decision

(Figure 7.15). Similarly, 91 percent of mutual fund—owning households reviewed the risk level of a
fund’s investments. Nearly 95 percent of mutual fund—owning households said that they reviewed
the historical performance of a fund. Eighty-nine percent of mutual fund—owning households
indicated that they considered a fund’s performance compared with an index, and 76 percent of
mutual fund—owning households considered a fund’s rating from a rating service. Almost nine in
10 mutual fund—owning households indicated that they reviewed the fund's fees and expenses.

FIGURE 7.15

Most Mutual Fund-Owning Households Research Fund Investments
Percentage of US households owning mutual funds, 2020
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Source: ICl Research Perspective, “What US Households Consider When They Select Mutual Funds, 2020”
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Shareholder Use of the Internet

An overwhelming majority of mutual fund—owning households have internet access. In 2020,

96 percent of US households owning mutual funds had internet access (Figure 7.16), up from

68 percent in 2000. Internet access traditionally has been greatest among younger people—in
both mutual fund—owning households and the general population. Increasing access among older

households, however, has narrowed the gap considerably.
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FIGURE 7.16

Internet Access Is Nearly Universal Among Mutual Fund—-Owning Households
Percentage of US households with internet access, 2020
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65 or older 66 90 85
Education level
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* DC plans include 401(k), 403(b), 457, and other DC plans.

2 Age is based on the sole or co-decisionmaker for household saving and investing.

3 Total reported is household income before taxes in 2019.
Note: Internet access includes access to the internet at home, work, or some other location.

Source: ICl Research Perspective, “Ownership of Mutual Funds, Shareholder Sentiment, and Use of the Internet, 2020”
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Chapter 8

US Retirement
and Education
Savings

National policies that have created or enhanced tax-advantaged
savings accounts have proven integral to helping Americans save for
retirement and other long-term goals. Because many Americans use
mutual funds in tax-advantaged accounts to reach these goals, ICl
studies the US retirement market; the investors who use 401(k) plans,
IRAs, 529 plans, and other tax-advantaged savings vehicles; and the
role of mutual funds in the retirement and education savings markets.
At year-end 2020, US retirement market assets totaled $35 trillion, and
assets in 529 education savings plans were nearly $400 billion.



DC plans and IRAs accounted for 63 percent of
retirement assets at year-end 2020

63%

of retirement assets
at year-end 2020
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The US Retirement System

American households rely on a combination of resources in retirement, and the role each type

of resource plays has changed over time and varies across households. The traditional analogy
compares retirement resources to a three-legged stool, with resources divided equally among the
legs—Social Security, employer-sponsored pension plans, and private savings. A better analogy,
however, is to think of Americans’ retirement resources as a five-layer pyramid. Unlike the legs of a
stool, pyramid layers need not be the same size.

Retirement Resource Pyramid

The retirement resource pyramid has five layers, which draw from government programs,

compensation deferred until retirement, and other savings (Figure 8.1):

» Social Security
» homeownership

» employer-sponsored retirement plans (private-sector and government employer plans, including
both defined benefit [DB] and defined contribution [DC] plans)

» individual retirement accounts (IRAs), including rollovers

» other assets

Though the use of each layer differs by household, together these resources have broadly enabled

recent generations of retirees to maintain their standard of living in retirement.

FIGURE 8.1
Retirement Resource Pyramid
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IRAs
(including rollovers)

Social Security

Source: Investment Company Institute, The Success of the US Retirement System
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The composition of each household’s retirement pyramid varies with income. For example, lower-
income households tend to rely more on Social Security, reflecting the fact that Social Security

benefits replace a higher share of pre-retirement earnings for workers with lower lifetime earnings.

The amount and composition of retirement resources also change with age. Younger households
are more likely to save primarily for reasons other than retirement, such as for a home purchase,
family, or education (Figure 8.2). By contrast, older households are more likely to save primarily
for retirement, as many already have reached their other savings goals. The tendency of younger
workers to focus less on saving for retirement is consistent with economic models of life-cycle
consumption predicting that most workers delay saving for retirement until later in their careers,
when they typically have higher earnings.

FIGURE 8.2

Primary Reason for Household Saving Changes with Age
Percentage of households by age of household head, 2019

Age of household head
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family, or education

Primary reason for saving

Source: Investment Company Institute tabulations of the 2019 Federal Reserve Board Survey of Consumer Finances
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Social Security, the base of the US retirement resource pyramid, is a substantial component of
retiree income and the primary source of income for lower-income retirees. Social Security benefits
are funded through a payroll tax equal to 12.4 percent of earnings of covered workers (split equally
between employers and employees) up to a maximum taxable earnings amount ($137,700 in 2020).
The benefit formula is highly progressive, with benefits representing a much higher percentage of

earnings for workers with lower lifetime earnings.

By design, Social Security is the primary means of support for retirees with low lifetime earnings,
and a substantial source of income for all retired workers. The Congressional Budget Office
estimates that, for those in the lowest quintile (20 percent) of households ranked by lifetime
household earnings, first-year Social Security benefits will replace 75 percent of inflation-

indexed lifetime earnings, on average, for workers born in the 1960s who claim benefits at age

65 (Figure 8.3). That replacement rate drops to 56 percent for workers in the second quintile of
households, and then declines more slowly as lifetime household earnings increase. Even for workers
in the top 20 percent of households, Social Security benefits are projected to replace a considerable

portion (30 percent) of earnings.

FIGURE 8.3

Social Security Benefit Formula Is Highly Progressive

Average scheduled Social Security replacement rates for workers in the 1960s birth cohort by
quintile of lifetime household earnings, percent

75
56
48
40
I 30

Lowest Second Middle Fourth Highest

Quintile of lifetime household earnings

Note: The replacement rate is the ratio of Social Security benefits net of income tax to average inflation-indexed
lifetime earnings. Replacement rates are for workers claiming benefits at age 65. For workers born in the 1960s, the
Social Security full benefit retirement age is 67. If these workers claimed benefits at age 67, benefits would increase by
about 15 percent.

Source: Congressional Budget Office, CBO’s 2020 Long-Term Projections for Social Security: Additional Information
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For many near-retiree households, homeownership is the second most important retirement resource
after Social Security. Older households are more likely to own their homes; more likely to own their
homes without mortgage debt; and, if they still have mortgages, more likely to have small mortgages
relative to the value of their homes. Retired households typically benefit from this resource simply by

living in their homes rent-free.

Employer-sponsored retirement plans and IRAs, which complement Social Security benefits and

are important resources for households regardless of income or wealth, increase in importance for
households for which Social Security replaces a smaller share of earnings. In 2019, three-quarters of
near-retiree households had accrued benefits in employer-sponsored retirement plans—DB and DC

plans sponsored by private-sector and government employers—or IRAs (Figure 8.4).

FIGURE 8.4
Near-Retiree Households Across All Income Groups Have Retirement Assets,
DB Plan Benefits, or Both

Percentage of near-retiree households! by income quintile,?2 2019

[ DB plan benefits only?
B Both DB plan benefits and retirement assets®*
B Retirement assets only*
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orless $66,178 $96,721 $178,171 or more

Household income quintile?

1 Near-retiree households are those with a head of household aged 55 to 64, and a working head of household or
working spouse.

2 Income is household income before taxes in 2018.

3 Households currently receiving DB plan benefits and households with the promise of future DB plan benefits,
whether from private-sector or government employers, are counted in this category.

4 In this figure, retirement assets include DC plan assets (401(k), 403(b), 457, thrift, and other DC plans), whether from
private-sector or government employers, and IRAs (traditional, Roth, SEP, SAR-SEP, and SIMPLE).

Source: Investment Company Institute tabulations of the 2019 Federal Reserve Board Survey of Consumer Finances
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Finally, although less important on average, retirees also rely on other assets in retirement. These
assets can be financial—including bank deposits, stocks, bonds, and mutual funds owned outside
employer-sponsored retirement plans and IRAs. They also can be nonfinancial—including business
equity, investment real estate, second homes, vehicles, and consumer durables (long-lived goods
such as household appliances and furniture). Higher-income households are more likely to have large

holdings of assets in this category.

Snapshot of US Retirement Market Assets

Employer-sponsored retirement plans, IRAs (including rollovers), and annuities play an important
role in the US retirement system, with assets totaling $34.9 trillion at year-end 2020 (Figure 8.5)—
up 9.3 percent from year-end 2019. The largest components of retirement assets were IRAs and
employer-sponsored DC plans (including 401(k) plans), which together represented 63 percent of all
retirement market assets at year-end 2020. Other employer-sponsored plans include private-sector
DB plans ($3.4 trillion), state and local government DB plans ($5.1 trillion), and federal government
DB plans ($2.0 trillion). In addition, annuity reserves outside of retirement plans were $2.5 trillion at
year-end 2020.

Retirement assets include individual account-based savings (DC plans and IRAs) and assets held

in DB plans. Traditional DB plans promise to pay benefits in retirement typically based on salary
and years of service. Some DB plans, however, do not have sufficient assets to cover promised
benefits that households have a legal right to expect. The total unfunded liabilities of DB plans were
$5.8 trillion at year-end 2020, and underfunding is more pronounced in government-sector pension
plans. As of year-end 2020, state and local government DB plans had $5.1 trillion in assets and
$4.0 trillion in unfunded liabilities and federal DB plans had $2.0 trillion in assets and $1.6 trillion

in unfunded liabilities. By comparison, private-sector DB plans had $3.4 trillion in assets and

$147 billion in unfunded liabilities.
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FIGURE 8.5

US Retirement Market Assets
Trillions of dollars, year-end
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Source: Investment Company Institute. For a complete list of sources, see Investment Company Institute, “The US
Retirement Market, Fourth Quarter 2020.”
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COVID-19 and the US Retirement System

As the COVID-19 pandemic effectively shut down large portions of the US economy

and significantly affected asset prices, total assets in the US retirement system fell from
$31.9 trillion at the end of 2019 to $28.3 trillion at the end of March 2020. However, assets
had fully recovered to their pre-COVID peak by the end of September and finished the year at
$34.9 trillion (up 9.3 percent from year-end 2019). The Coronavirus Aid, Relief, and Economic
Security Act (CARES Act), enacted in March 2020, eliminated the 10 percent penalty on early
withdrawals from retirement accounts for individuals affected by COVID-19 and waived 2020
required minimum distributions for IRAs and employer-sponsored retirement plans. The act
also contained optional provisions increasing repayment flexibility and expanding access to
DC plan account balances for in-service withdrawals and loans.

Throughout the year, DC plan participants largely stayed the course. Only 3.8 percent of
DC plan participants took withdrawals, largely in line with 2019 (3.9 percent). In addition,
recordkeepers identified 5.8 percent of participants taking the coronavirus-related
distributions allowed by the CARES Act. The percentage of participants who stopped
contributing, changed the asset allocation of their contributions, or changed the asset

allocation of their account balances was also in line with recent years.

For more information about DC plan participant activity in 2020, see /C/ Research Report,
“Defined Contribution Plan Participants’ Activities, 2020" at www.ici.org/pdf/20_rpt_
recsurveyq4.pdf.

Ownership of Retirement Resources

Many US households have accumulated resources earmarked for retirement (Figure 8.6). Across all
age groups, 64 percent of US households (82 million) reported that they had employer-sponsored
retirement plans, IRAs, or both in 2020. Fifty-eight percent of US households reported that they had
employer-sponsored retirement plans—that is, they had assets in DC plan accounts, were receiving
or expecting to receive benefits from DB plans, or both. Thirty-seven percent reported having

assets in IRAs, including 31 percent that had both IRAs and employer-sponsored retirement plans.
US households represent a wide range of ages at different points in the life cycle of savings. Focus
on retirement savings tends to increase with age (Figure 8.2), and older households are more likely
to have retirement resources; for example, three-quarters of near-retiree households have retirement
accumulations (Figure 8.4).

N
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FIGURE 8.6

Many US Households Have Retirement Resources Outside Social Security

Percentage of US households, 2020

Have IRA only?

36%
Do not have IRA 31%
or employer-sponsored Have IRA and
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retirement plant?

27%
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retirement plan only?

Total number of US households: 128.5 million

! This category includes traditional, Roth, and employer-sponsored IRAs (SEP IRAs, SAR-SEP IRAs, and SIMPLE IRAs).

2 Employer-sponsored retirement plans include DC and DB retirement plans.

Sources: Investment Company Institute and US Census Bureau. See /C/ Research Perspective, “The Role of IRAs in US

Households’ Saving for Retirement, 2020.”
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US Retiree Income

Most American workers maintain or increase their spendable income after claiming Social Security,
according to a study coauthored by ICl and Internal Revenue Service Statistics of Income Division
staff. The study also finds that, after claiming, most get substantial amounts of both Social Security

benefits and retirement income (from employer-sponsored retirement plans, annuities, or IRAs).

Lower-income workers typically had higher replacement rates of spendable income—income
available after paying taxes and making contributions to retirement accounts (Figure 8.7). Three
years after claiming, the median worker in the study had spendable income that was greater

(103 percent) than spendable income in the year before claiming. Notably, median replacement rates
were found to be highest for individuals in the lowest quintile of income in 1999 (123 percent) and

lowest for individuals in the highest quintile (93 percent).

FIGURE 8.7

Most Workers Maintain Spendable Income After Claiming Social Security

Median spendable income replacement rate! three years after claiming Social Security among
individuals in the sample? by 1999 per capita income,® percent
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Quintile of 1999 per capita income (2020 dollars)?

1 Spendable income is the sum of labor income, Social Security benefits, and retirement income (DB and DC pension,
annuity, and IRA income) less payroll taxes and a proportional amount of federal income taxes. The replacement rate is
expressed as a percentage of spendable income in the year before Social Security was claimed.

2 The sample consists of all working taxpayers aged 55 to 61 in 1999 who claimed Social Security retirement benefits
between 2000 and 2007.

3 Forindividuals filing a non-joint return, per capita income is income reported on the tax return. For married individuals
filing ajoint return, per capita income is income reported on the tax return divided by two.

Source: Using Panel Tax Data to Examine the Transition to Retirement, available at www.ici.org/transition_to_retirement
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In addition to Social Security, the vast majority of workers analyzed had resources from employer-

sponsored retirement plans, annuities, and IRAs (Figure 8.8). Over the five-year period from one

year before an individual claims Social Security to three years after claiming, 81 percent received

income—either directly or through a spouse—from employer plans, annuities, or IRAs. Another

8 percent had evidence of these resources—a Form 1099-R (reporting a rollover or other retirement

account transaction that did not generate income), a Form 5498 (indicating IRA ownership), or

both—but were not yet drawing on them.

FIGURE 8.8

Nearly Nine in 10 Had Retirement Resources Outside of Social Security
Percentage of sample! who had evidence of retirement resources outside of Social Security?

by 1999 per capita income?

[T Retirement resources, but no retirement income?*
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Quintile of 1999 per capita income (2020 dollars)?

! The sample consists of all working taxpayers aged 55 to 61 in 1999 who claimed Social Security retirement benefits

between 2000 and 2007.

2 The period analyzed is the five-year period starting one year prior to claiming Social Security and ending three years

after claiming.

3 Forindividuals filing a non-joint return, per capita income is income reported on the tax return. For married individuals
filing ajoint return, per capita income is income reported on the tax return divided by two.

4 Retirement income is income from DB and DC pensions, annuities, and IRAs.

Source: Using Panel Tax Data to Examine the Transition to Retirement, available at www.ici.org/transition_to_retirement
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Defined Contribution Retirement Plans

DC plans provide employees with a retirement account funded with employer contributions,
employee contributions, or both, plus investment earnings or losses on those contributions, less
withdrawals. Assets in employer-sponsored DC plans have grown faster than assets in DB plans
over the past three decades, increasing from 30 percent of total DC and DB plan assets in 1990 to

48 percent at year-end 2020.

At the end of 2020, employer-sponsored DC plans—which include 401(k) plans, 403(b) plans,

457 plans, the federal Thrift Savings Plan (TSP), and other private-sector DC plans—held an
estimated $9.6 trillion in assets (Figure 8.5). With $6.7 trillion in assets at year-end 2020, 401 (k)
plans held the largest share of employer-sponsored DC plan assets. 403(b) plans—which are similar
to 401(k) plans and are offered by educational and certain nonprofit organizations—held another
$1.2 trillion in assets. In addition, 457 plans—which serve employees of state and local governments
and certain tax-exempt organizations—and the TSP held a total of $1.1 trillion. Other private-sector
DC plans without 401(k) features held the remaining $0.6 trillion.

401(k) and 403(b) Plan Design and Investment Lineup

Plan Design

Employers that sponsor a 401(k) plan have the option to include features such as employer
contributions, access to plan assets through participant loans, and automatic enroliment of
employees into the plan to encourage participation. The most common of these plan features

is employer contributions. In 401(k) plans, employers can make contributions without regard to
employee contributions or by using a matching structure that gives employees an incentive to
contribute to the plan. Recent analysis of large 401(k) plans by BrightScope and ICI found that

86 percent made employer contributions in plan year 2017. Nearly eight out of 10 (78 percent) large
401(k) plans had participant loans outstanding, and nearly three out of 10 (29 percent) included
automatic enrollment in 2017. An analysis of large private-sector 403(b) plans found that they also

offer a variety of combinations of these plan design features.
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When designing 401(k) plans, employers tend to select a combination of features that their
employees are likely to value. In 2017, 46 percent of large 401(k) plans had both employer
contributions and participant loans outstanding but no automatic enroliment, making this the
most common combination of plan activities. The next most common plan design combined all
three activities—employer contributions, automatic enroliment, and outstanding loans—and was
offered by 22 percent of large 401(k) plans. Fourteen percent of large 401(k) plans had employer
contributions only, and about 4 percent did not report any of the three activities.

Investment Lineup

In addition to choosing how to structure contributions to the 401(k) plan, employers also select

the investment options that are available to plan participants. In 2017, domestic equity funds,
international equity funds, and domestic bond funds were offered in nearly all large 401(k) plans
(Figure 8.9). Although these three fund types are equally likely to be offered, when these funds are
available in the plan, employers tend to offer more domestic equity funds (10 funds on average) than
domestic bond funds (three funds) or international equity funds (three funds). Target date funds

also are common investment choices, with more than 80 percent of large 401(k) plans offering 10

of these funds on average. In addition, 45 percent of large 401(k) plans offered one money fund on
average and 70 percent offered one guaranteed investment contract (GIC). In total, the average large
401(k) plan offered 28 funds to participants in 2017. Large private-sector 403(b) plans also offer
participants a diverse array of investment options to choose from.
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FIGURE 8.9

Incidence of Investment Options Offered in Large 401(k) Plans by Type of
Investment
Percentage of plans with audited 401(k) filings in the BrightScope database, 2017

Type of investment option
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International 98.5
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1 The Investment Company Institute classifies balanced funds as hybrid in its data.

2 Atarget date fund typically rebalances its portfolio to become less focused on growth and more focused on income
as it approaches and passes the target date of the fund, which is usually included in the fund’s name.

w

Other includes commodity funds, real estate funds, and individual stocks (including company stock) and bonds.

Note: The sample is 55,645 plans with 56.1 million participants and $4.5 trillion in assets. Participant loans are
excluded. Funds include mutual funds, collective investment trusts, separate accounts, and other pooled investment
products. BrightScope audited 401(k) filings generally include plans with 100 participants or more. Plans with fewer
than four investment options or more than 100 investment options are excluded from BrightScope audited 401 (k)
filings for this analysis.

Source: BrightScope Defined Contribution Plan Database. See BrightScope and Investment Company Institute, The
BrightScope/ICI Defined Contribution Plan Profile: A Close Look at 401(k) Plans, 2017.
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401(k) Participants: Asset Allocation, Account Balances,
and Loan Activity

Asset Allocation

The amount of income that 401 (k) plan accounts provide in retirement depends, in part, on the asset
allocation decisions of plan participants.

According to research conducted by ICl and the Employee Benefit Research Institute (EBRI), the
asset allocation of 401(k) participants varies with age. At year-end 2018, on average, 401(k)

plan participants in their twenties had 26 percent of their 401(k) assets invested in equity funds,

51 percent in target date funds, 3 percent in non-target date balanced funds,* and 2 percent in
company stock (Figure 8.10). By comparison, older 401(k) plan participants had higher allocations to
equity funds (36 percent of their 401(k) assets), lower allocations to target date funds (23 percent),
and similar allocations to non—target date balanced funds (5 percent) and company stock (4 percent).
These older participants also had higher allocations to fixed-income investments. At year-end 2018,
on average, 401(k) plan participants in their sixties had nearly one-quarter of their 401(k) account
assets in money funds, bond funds, and GICs and other stable value funds, while participants in their

twenties allocated a much lower 12 percent to those investments, on average.

All told, younger participants allocate more of their portfolios to equities (which include equity funds;
the equity portion of balanced funds, including target date funds; and company stock) compared
with older participants. According to EBRI/ICI research, at year-end 2018, participants in their
twenties had 74 percent of their 401(k) assets invested in equities, on average, while those in their
sixties had 52 percent of their 401(k) assets invested in equities (Figure 8.10).

* The Investment Company Institute classifies balanced funds as hybrid in its data.
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FIGURE 8.10
401(k) Asset Allocation Varies with Participant Age

Average asset allocation of 401(k) account balances, percentage of account balances, year-end
2018
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L Atarget date fund typically rebalances its portfolio to become less focused on growth and more focused on income
as it approaches and passes the target date of the fund, which is usually included in the fund’s name.

2 The Investment Company Institute classifies balanced funds as hybrid in its data.

3 Equities include equity funds, company stock, and the equity portion of balanced funds.
Note: Funds include mutual funds, bank collective trusts, life insurance separate accounts, and any pooled
investment product primarily invested in the security indicated. Percentages are dollar-weighted averages.
Source: Tabulations from EBRI/ICI Participant-Directed Retirement Plan Data Collection Project. See IC/ Research
Perspective, “401(k) Plan Asset Allocation, Account Balances, and Loan Activity in 2018.”
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Portfolio allocation also varies widely within age groups. At year-end 2018, 75 percent of 401(k)
participants in their twenties held more than 80 percent of their account in equities, while
participants in their sixties were much less inclined to hold such high equity allocations (less than
15 percent of them did so) (Figure 8.11). By comparison, 15 percent of those in their twenties and

34 percent of those in their sixties allocated 40 percent or less of their account to equities.

FIGURE 8.11

Asset Allocation to Equities Varies Widely Among 401(k) Plan Participants

Asset allocation distribution of 401(k) participant account balance to equities, percentage of
participants, year-end 2018

Percentage of 401(k) account balance invested in equities
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Note: Equities include equity funds, company stock, and the equity portion of balanced funds. Funds include mutual
funds, bank collective trusts, life insurance separate accounts, and any pooled investment product primarily invested in
the security indicated. The Investment Company Institute classifies balanced funds as hybrid in its data.

Source: Tabulations from EBRI/ICI Participant-Directed Retirement Plan Data Collection Project. See IC/ Research
Perspective, “401(k) Plan Asset Allocation, Account Balances, and Loan Activity in 2018.”
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Target Date Funds
A target date fund (including both target date mutual funds and other pooled target date

investments) follows a predetermined reallocation of assets over time based on a specified target
retirement date. Typically, the fund rebalances its portfolio to become less focused on growth and
more focused on income as it approaches and passes the target date, which is usually indicated in

the fund’s name.

The use of target date funds in 401(k) plans has increased in the past decade—from 7 percent of
assets at year-end 2008 to 27 percent at year-end 2018 (Figure 8.12). Participant use of target
date funds also has increased—from 31 percent of 401(k) plan participants at year-end 2008 to

56 percent at year-end 2018. Over the same time period, both the share of 401(k) plans that offered
target date funds and the share of 401(k) plan participants who were offered target date funds
have remained stable. At year-end 2018, 79 percent of 401(k) plans offered target date funds, and
78 percent of 401(k) plan participants were offered target date funds.

FIGURE 8.12

Target Date Funds’ 401(k) Market Share
Percentage of total 401(k) market, year-end
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target date funds target date funds target date funds fund assets

Note: Funds include mutual funds, bank collective trusts, life insurance separate accounts, and other pooled
investment products.

Source: Tabulations from EBRI/ICI Participant-Directed Retirement Plan Data Collection Project. See IC/ Research
Perspective, "401(k) Plan Asset Allocation, Account Balances, and Loan Activity in 2018.”
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Loan Activity
Most 401 (k) participants do not borrow from their plans, although the majority (88 percent)

have access to loans. At year-end 2018, 19 percent of participants eligible for loans had loans
outstanding. Not all participants, however, have access to 401(k) plan loans—factoring in all 401 (k)
participants with and without loan access in the EBRI/ICI 401(k) database, only 17 percent had loans
outstanding at year-end 2018. Unpaid loan balances among participants with loans averaged about
10 percent of the remaining 401(k) account balance. In aggregate, US Department of Labor data
indicate that outstanding loan amounts were less than 2 percent of 401(k) plan assets in 2018.

Individual Retirement Accounts

The first type of IRA—known as a traditional IRA—was created under the Employee Retirement
Income Security Act of 1974 (ERISA). IRAs provide all workers with a contributory retirement savings
vehicle and, through rollovers, give workers leaving jobs a means to preserve the tax benefits and
growth opportunities that employer-sponsored retirement plans provide. Roth IRAs, first available

in 1998, were created to provide a contributory retirement savings vehicle on an after-tax basis,
with qualified withdrawals distributed tax-free. In addition, policymakers have added employer-
sponsored IRAs (SEP IRAs, SAR-SEP IRAs, and SIMPLE IRAs) to encourage small businesses to

provide retirement plans by simplifying the rules applicable to tax-qualified plans.

IRA assets totaled $12.2 trillion at year-end 2020, accounting for 35 percent of US retirement assets
(Figure 8.13). Mutual funds were 45 percent of IRA assets ($5.5 trillion) at year-end 2020. The other

assets category—which includes exchange-traded funds (ETFs), closed-end funds, individual stocks
and bonds, and other non—mutual fund securities held through brokerage accounts—had 46 percent
of IRA assets ($5.6 trillion).
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FIGURE 8.13
IRA Assets

Trillions of dollars, year-end
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Other assets includes individual stocks, individual bonds, closed-end funds, ETFs, and other assets held through
brokerage or trust accounts.
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Life insurance company IRA assets are annuities held by IRAs, excluding variable annuity mutual fund IRA assets,
which are included in mutual funds.
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Bank and thrift deposits include Keogh deposits.
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Data are estimated.

Source: Investment Company Institute. For a complete list of sources, see Investment Company Institute, “The US
Retirement Market, Fourth Quarter 2020.”
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IRA Investors

More than one-third of US households, or 48 million, owned at least one type of IRA in 2020

(Figure 8.14). Traditional IRAs were the most common type, owned by 37 million US households.

Roth IRAs, created as part of the Taxpayer Relief Act of 1997, were owned by 26 million US

households. Nearly nine million US households owned employer-sponsored IRAs (SEP IRAs,

SAR-SEP IRAs, or SIMPLE IRAS).

FIGURE 8.14
Millions of US Households Own IRAs

Number of US
households with

Percentage of

US households  Assetsin IRAs

type of IRA with type of IRA Billions of dollars,
Year created 2020 2020 year-end 2020
1974
Traditional IRA (Employee Retirement 36.8 million 28.6% $10,290°¢
Income Security Act)
1978 )
SEP IRA (Revenue Act)
s s 1986
AR-SEPIRA (Tax Reform Act) L 8.6 million 6.7% $710°
1996
SIMPLE IRA (Small Business Job
Protection Act) )
1997 - 0 e
Roth IRA (Taxpayer Relief Act) 26.3 million 20.5% $1,210
Any IRA 47.9 million 37.3% $12,210°

¢ Data are estimated.

Note: Households may own more than one type of IRA. SEP IRAs, SAR-SEP IRAs, and SIMPLE IRAs are employer-

sponsored IRAs.

Sources: ICl Research Perspective, “The Role of IRAs in US Households” Saving for Retirement, 2020” and “The US

Retirement Market, Fourth Quarter 2020
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Investment returns and rollovers from employer-sponsored retirement plans, more than new
contributions, have fueled the growth of IRAs. For example, the Internal Revenue Service Statistics
of Income Division reports that $534 billion was rolled over to IRAs in tax year 2018, compared with
$70 billion that was contributed. Although most US households are eligible to make contributions to
IRAs, few do so. Indeed, only 12 percent of US households contributed to traditional or Roth IRAs

in tax year 2019 and very few eligible households made “catch-up” contributions (the additional
contributions individuals aged 50 or older are allowed to make).

Analysis of The IRA Investor Database—which contains information on more than 17 million IRA
investors—finds that rollovers play a particularly important role in opening traditional IRAs. In 2016,
most new traditional IRAs (84 percent) were opened only with rollovers (Figure 8.15). In contrast,

most new Roth IRAs (70 percent) were opened solely with contributions.

FIGURE 8.15

New Roth IRAs Often Are Opened with Contributions; New Traditional IRAs
Often Are Opened with Rollovers
Percentage of new IRAs opened in 2016 by type of IRA

B Combination of activities
& Contribution only

M Conversion only 13
l Rollover only
84
New Roth IRAs New traditional IRAs

Note: New IRAs are accounts that did not exist in The IRA Investor Database in 2015 and were opened by one of
the paths indicated in 2016. The calculation excludes IRAs that changed financial services firms. The samples are
0.4 million new Roth IRA investors aged 18 or older at year-end 2016 and 0.8 million new traditional IRA investors
aged 25 to 74 at year-end 2016.

Source: The IRA Investor Database™. See IC/ Research Report, “The IRA Investor Profile: Roth IRA Investors’ Activity,
2007-2016."
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A substantial share of traditional IRA investors have rolled over assets from an employer-sponsored
retirement plan. In any given year, only a small portion of traditional IRA investors have a rollover,
but, for the most part, the groups that make rollovers differ from year to year. For example, in each
year from 2007 through 2016, about one in 10 traditional IRA investors in The IRA Investor Database
had a rollover, but more than half of investors with traditional IRAs at year-end 2016 had a rollover

at some point during this period.

Traditional IRA—owning households generally researched the decision to roll over money from their
former employers’ retirement plans into traditional IRAs. The most common source of information
was a professional financial adviser. Advisers were consulted by 65 percent of traditional IRA-
owning households with rollovers; about half indicated that they primarily relied on these financial
professionals. Older households were more likely to consult professional financial advisers than
younger households when making their decision. Seven percent of traditional IRA-owning
households with rollovers indicated their primary source of information was online materials from
financial services firms, with younger households more likely to rely on online resources as their
primary source of information than older households were. Ten percent of households with rollovers

primarily relied on information from their employers.

IRA Portfolios

As with 401(k) participants, younger IRA investors tend to have a larger share of their assets
invested in equities, equity funds, and target date funds than older investors, according to The IRA
Investor Database. Older investors tend to be more invested in bonds, bond funds, and non-target
date balanced funds. In 2016, traditional IRA investors in their thirties had, on average, a combined
71 percent of their assets in equities, equity funds, and target date funds (Figure 8.16). Traditional
IRA investors in their sixties held a lower share of their assets (57 percent) in these combined
categories, while holding much higher allocations across bonds, bond funds, and non-target date

balanced funds.

Roth IRA investors display a similar pattern of investing by age, although in all age groups, they
tended to have higher allocations to equities and equity funds and lower allocations to bonds and
bond funds compared with traditional IRA investors (Figure 8.16).
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FIGURE 8.16

IRA Asset Allocation Varies with Investor Age
Average asset allocation of IRA balances, percentage of assets, year-end 2016

Other investments?®
Money market funds
M Bonds and bond funds?
[ Non-target date balanced funds3
[l Target date funds*
M Equities and equity funds®

Traditional IRA investors

Investors in their thirties Investors in their sixties

Roth IRA investors

Investors in their thirties Investors in their sixties

L Other investments includes certificates of deposit and unidentifiable assets.
2 Bond funds include bond mutual funds, bond closed-end funds, and bond ETFs.
3 The Investment Company Institute classifies balanced funds as hybrid in its data.

4 Atarget date fund typically rebalances its portfolio to become less focused on growth and more focused on income
as it approaches and passes the target date of the fund, which is usually included in the fund’s name.

5 Equity funds include equity mutual funds, equity closed-end funds, and equity ETFs.
Note: Percentages are dollar-weighted averages.

Source: The IRA Investor Database™. See IC/ Research Report, “The IRA Investor Profile: Traditional IRA Investors’
Activity, 2007-2016" and /C/ Research Report, “The IRA Investor Profile: Roth IRA Investors’ Activity, 2007-2016."
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Distributions from IRAs

Withdrawals from IRAs tend to occur later in life, often to fulfill required minimum distributions
(RMDs) under the law. An RMD is calculated as a percentage of the IRA balance, based on remaining
life expectancy. Traditional IRA owners aged 70%2 or older generally must withdraw at least the
minimum amount each year, or pay a penalty (this age was recently increased to 72). However, the
CARES Act waived RMDs for 2020. In tax year 2019, 76 percent of households that took traditional

IRA withdrawals said they calculated the withdrawal amount based on RMD rules.

Withdrawal activity is lower among younger traditional and Roth IRA investors, likely related to
early withdrawal penalties for distributions taken by individuals younger than 59%: (Figure 8.17).
Withdrawal activity rises for investors in their sixties (where withdrawals are generally penalty free),
and increases substantially for traditional IRA investors aged 70 or older, likely related to RMD rules.
The withdrawal rate does not increase after age 70 for Roth IRA investors, who are not subject to

RMDs during the owner’s lifetime.

FIGURE 8.17

Roth IRA Investors Rarely Take Withdrawals; Traditional IRA Investors Are
Heavily Affected by RMDs
Percentage of IRA investors with withdrawals by type of IRA and investor age, 2016

W Roth IRA investors
¥ Traditional IRA investors 79

25to 59 60 to 69 70 or older
Age of IRA investor

Note: The samples are 5.7 million Roth IRA investors aged 25 or older at year-end 2016 and 11.9 million traditional
IRA investors aged 25 or older at year-end 2016.

Source: The IRA Investor Database™. See IC/ Research Report, “The IRA Investor Profile: Roth IRA Investors™ Activity,
2007-2016."

LEARN MORE

The IRA Investor Profile
www.ici.org/research/investors/database
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Withdrawals from IRAs tend to be retirement related. Of the 27 percent of traditional IRA—owning
households in 2020 that reported taking withdrawals in 2019, 85 percent reported that the head
of household, the spouse, or both were retired. Among retired traditional IRA—owning households
in 2020 that reported taking withdrawals in 2019, 41 percent reported using some or all of the
withdrawal amount to pay for living expenses (Figure 8.18). Other uses included reinvesting or
saving in another account (41 percent); buying, repairing, or remodeling a home (16 percent); and
using it for an emergency (4 percent).

FIGURE 8.18

Traditional IRA Withdrawals Among Retirees Often Are Used to Pay
for Living Expenses
Percentage among retired traditional IRA-owning households that made withdrawals, 2020

Purpose of traditional IRA withdrawal

Took withdrawals to pay for living expenses 41
Spent it on a car, boat, or big-ticket item other than a home 8
Spent it on a healthcare expense 8
Used it for an emergency 4
Used it for home purchase, repair, or remodeling 16
Reinvested or saved it in another account 41
Paid for education 2
Some other purpose 9

Note: Multiple responses are included. The base of respondents includes the 23 percent of traditional IRA-owning
households that were retired in 2020 and took withdrawals in tax year 2019. The household was considered retired
if either the head of household or spouse responded affirmatively to the question: “Are you retired from your lifetime
occupation?”

Source: Investment Company Institute IRA Owners Survey. See IC/ Research Perspective, “The Role of IRAs in US
Households’ Saving for Retirement, 2020.”
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The Role of Mutual Funds in Retirement Savings

Mutual funds play a major role in employer-sponsored DC plans (such as 401(k) plans) and IRAs.

At year-end 2020, mutual funds accounted for 59 percent of DC plan assets and 45 percent of IRA
assets (Figure 8.19). Investors held slightly more mutual fund assets in DC plans ($5.7 trillion) than

in IRAs ($5.5 trillion). Among DC plans, 401(k) plans held the most assets in mutual funds, with

$4.4 trillion, followed by 403(b) plans ($617 billion), other private-sector DC plans ($481 billion), and
457 plans ($149 billion). Combined, the $11.1 trillion of mutual fund assets held in DC plans and IRAs
at the end of 2020 accounted for 32 percent of the $34.9 trillion US retirement market.

Assets in DC plans and IRAs represent a large share of mutual fund assets overall, and long-term
mutual fund assets in particular (Figure 8.19). The $11.1 trillion in mutual fund retirement assets
made up 47 percent of all mutual fund assets at year-end 2020. DC plans and IRAs held 54 percent
of equity, hybrid, and bond mutual fund assets, but only 13 percent of money market fund assets.

FIGURE 8.19

Substantial Amounts of Retirement Assets Are Invested in Mutual Funds
Assets, billions of dollars, year-end 2020

[ Other investments . I Mutual funds held by other investors
B Mutual fund assets in retirement accounts - M Mutual fund assets in retirement accounts
19,563

12,210¢

9,637

3,972

54% 4,333

5,665 MEERA

WYY | 45% 3,759
| : 574 13%
DC plans IRASs Equity, hybrid, Money market

and bond funds
mutual funds

¢ Data are estimated.

Sources: Investment Company Institute and Federal Reserve Board. See Investment Company Institute, “The US
Retirement Market, Fourth Quarter 2020.”
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Types of Mutual Funds Used by Retirement Investors

Retirement investors tend to hold equity investments. At year-end 2020, 58 percent of the
$11.1 trillion in mutual fund retirement assets held in DC plans and IRAs were invested in equity
funds. US domestic equity funds alone constituted $4.9 trillion, or 44 percent, of mutual fund assets

held in DC plans and IRAs; world equity funds were an additional 14 percent.

Retirement investors also gain exposure to equities through hybrid funds, which invest in a mix of
equity, bond, and money market securities. At year-end 2020, 23 percent of mutual fund assets held
in DC plans and IRAs were held in hybrid funds.

The remaining 19 percent of mutual fund assets held in DC plans and IRAs at the end of 2020 were
invested in bond funds and money market funds. Bond funds held $1.6 trillion, or 14 percent, of
mutual fund assets held in DC plans or IRAs, and money market funds accounted for $574 billion, or

5 percent.

Target Date Mutual Funds in Retirement Accounts

Target date mutual funds, generally included in the hybrid fund category, have grown more popular
among investors and retirement plan sponsors over the past decade. Assets in target date mutual
funds totaled $1.6 trillion at year-end 2020, up from $1.4 trillion at year-end 2019, and $340 billion
at year-end 2010 (Figure 8.20). At year-end 2020, most (85 percent) target date mutual fund assets
were held in retirement accounts, predominantly DC plan accounts.
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FIGURE 8.20

Target Date Mutual Fund Assets by Account Type

Billions of dollars, year-end
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1 IRAs include traditional IRAs, Roth IRAs, and employer-sponsored IRAs (SEP IRAs, SAR-SEP IRAs, and SIMPLE IRAs).
2 DC plans include 401(k) plans, other private-sector DC plans without 401 (k) features, 403(b) plans, and 457 plans.

Note: Data include mutual funds that invest primarily in other mutual funds. A target date mutual fund typically
rebalances its portfolio to become less focused on growth and more focused on income as it approaches and passes

the target date of the fund, which is usually included in the fund’s name.

Source: Investment Company Institute, “The US Retirement Market, Fourth Quarter 2020”
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The Role of Mutual Funds in Education Savings

Twenty-six percent of households that owned mutual funds in 2020 cited education as a financial
goal for their fund investments (Figure 7.6). Nevertheless, the demand for education savings vehicles
has been moderate since their introduction in the 1990s, partly because of their limited availability
and partly due to investors’ lack of familiarity with them. The Economic Growth and Tax Relief
Reconciliation Act (EGTRRA), enacted in 2001, enhanced the attractiveness of two education
savings vehicles—Section 529 plans and Coverdell education savings accounts (ESAs)—by making
them more flexible and allowing larger contributions. The 2006 Pension Protection Act (PPA) made
the EGTRRA enhancements permanent. The Tax Relief, Unemployment Insurance Reauthorization,
and Job Creation Act of 2010 extended the EGTRRA enhancements to Coverdell ESAs for two years;
the American Taxpayer Relief Act of 2012 made these enhancements permanent. The Setting Every
Community Up for Retirement Enhancement Act (SECURE Act), enacted in 2019, expanded the

types of education costs that are coverable by 529 plans.

Assets in 529 Savings Plans

Assets in Section 529 savings plans were $397.8 billion at year-end 2020, up 15.1 percent from
year-end 2019 (Figure 8.21). As of year-end 2020, there were 13.8 million 529 savings plan
accounts, with an average account size of approximately $28,800.

FIGURE 8.21

Section 529 Savings Plan Assets
Billions of dollars, year-end

397.8
345.6
293.9  288.2

251.4
229.8
138.2
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2o [

2000 2005 2010 2015 2016 2017 2018 2019 2020

Note: Data were estimated for a few individual state observations in order to construct a continuous time series.

Sources: Investment Company Institute and College Savings Plans Network. See Investment Company Institute,
“529 Plan Program Statistics, December 2020.”

« LEARN MORE

529 Plan Program Statistics
www.ici.org/research/stats/529s
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Characteristics of Households Saving for College

In 2020, as a group, households saving for college through 529 plans, Coverdell ESAs, or mutual
funds held outside these accounts tended to be headed by younger individuals—about half

(49 percent) were younger than 45 (Figure 8.22). Heads of households saving for college had a range
of educational attainment. Sixty-five percent had completed college, 24 percent had an associate’s
degree or some college, and 11 percent had a high school diploma or less. These households also
represented a range of incomes: 30 percent of households saving for college had household income
of less than $100,000. Finally, 57 percent of these households had children (younger than 18) in the
home, and 38 percent had more than one child in the home.

FIGURE 8.22

Characteristics of Households Saving for College
Percentage of US households saving for college,! 2020

Age of head of household?

Younger than 35 20
35t0 44 29
45 to 54 24
55 to 64 14
65 or older 13

Education level of head of household?

High school diploma or less 11
Associate’s degree or some college 24
Completed college 23
Some graduate school or completed graduate school 42

Household income3

Less than $50,000 8
$50,000 to $99,999 22
$100,000 to $149,999 24
$150,000 to $199,999 14
$200,000 or more 32

Number of children in home*

None 43
One 19
Two 22
Three or more 16

! Households saving for college are households that own education savings plans (Coverdell ESAs or 529 plans) or
that said paying for education was one of their financial goals for their mutual funds.

2 Age and education level are based on the sole or co-decisionmaker for saving and investing.
3 Total reported is household income before taxes in 2019.
4 The number of children reported is children younger than 18 living in the home.
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