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Mutual Fund Advertising:  Reading Between the Lines

Abstract

The advertising of mutual funds has been criticized in both the popular press and recently in academic literature for hyping past performance while neglecting other characteristics including expenses and risk.  The purpose of this paper is to examine whether advertised funds are hiding expenses or risk and if their returns are competitive after controlling for risk.  Additionally we seek to determine whether characteristics of the ad itself can be used to distinguish them from other funds.  We find that on average, advertised funds provide risk-adjusted returns that are comparable to non-advertised funds at the time of the advertisement.  Additionally, we show that there are cues within mutual fund advertisements that help signal information about a fund’s return performance, risk, and expenses.  Finally, we document some significant differences between advertisements of equity and fixed income mutual funds.
I.  Introduction

The mutual fund industry is big and getting bigger, with approximately $6.97 trillion invested among 8,321 funds as of December 2001 (Investment Company Institute Factbook 2002).  Accompanying this growth has been a dramatic increase in mutual fund advertising during the last decade.  Total spending on advertising in the industry was $514 million in 2000, an increase of almost 300 percent over 1990 spending (Pozen 2002).  The significance of fund advertising is further highlighted by the fact that it is one of the most important sources of information for investors making investment decisions (Capon, Fitzsimmons, and Prince 1996).  Despite its importance in investor decision-making and prevalence in the industry, advertising in the mutual fund industry has received little empirical attention (for recent exceptions see Jain and Wu 2000; Jones and Smythe 2003).  Mutual fund advertising has, however, received much criticism for its over-emphasis on performance (Bogle 1999; Clements 2001), lack of critical information for investors (Bogle 1999; Jones and Smythe 2003; Clements 2002), and added costs for investors via increased fund expenses (e.g., Bogle 1999).  

This research seeks to provide an empirical examination of the relationship between mutual fund advertising and fund characteristics for both equity and fixed income mutual funds.  Specifically, this research investigates whether advertising can be used as a proxy for fund quality based on the information available at the time the investor is making a decision (as opposed to post-advertisement fund quality).  We compare not only the risk-adjusted performance of funds that advertise with funds that do not advertise, but also their expenses and risk.  Additionally, we investigate actual fund advertisements to determine whether certain ad characteristics give any indication of a fund’s performance, risk, or expenses.  


Our findings are based on an analysis of all mutual fund advertisements appearing in Money magazine during 1999.  Our findings indicate that funds that advertise do not perform worse, and in some instances may perform better, than funds that did not advertise in our sample, based on information available to investors at the time of the purchase decision.  We show that in the aggregate, advertised equity funds have expense and risk levels no higher than equity funds that do not advertise.  However, when separating advertised equity funds based on their promotion of return performance, we do find support for Bogle’s (1994) argument that funds specifically promoting return performance demonstrate greater risk relative to their non-advertised peers.  While we also show that they are generating returns that compensate investors for the increased risk, they are doing so with higher expenses that have been shown to negatively impact future returns (Grinblatt and Titman 1992; Elton, Gruber, and Blake 1996).  Our results indicate that fixed income funds that advertise appear to be taking less risk than their non-advertised peers and offer lower expenses.  Within the advertised sample, we find certain ad characteristics do provide clues regarding the return performance, risk-taking, and expense level of the fund.  Finally, using a logistic regression model, we find that there are distinct fund characteristics that are associated with whether or not a fund advertises in our sample.

The remainder of the paper is organized as follows.  We discuss the background and motivation for this study in Section II.  In Section III we describe the data.  Our analysis and results are described in Section IV, while Section V concludes the paper.

II.  Motivation


Both the popular press and academic literature on mutual funds is growing exponentially.  A number of articles in the popular press have specifically examined mutual fund advertising and most have concluded that fund companies are increasingly using advertising to reach potential investors (e.g., Geer 1997; Walbert 1997).  In the academic literature, the attention on mutual funds has focused primarily on returns—which clearly have the most interest to investors—and expenses—which have been shown to negatively impact those returns (see Carhart 1997; Malkiel 1995; Wermers 2000, among others).  


Mutual fund advertising has received little attention in the academic literature despite its increased use by fund companies and its important role in investor decision making.  Jain and Wu (2000) represent one exception as they explicitly investigate the return performance of equity funds that advertise.  Their findings indicate that the return performance prior to advertising is significantly better than both peer funds and the S&P 500.  However, in the year after advertising these funds underperform both peer funds and the index.  They report that fund flows increase significantly after advertising but conclude that fund advertising cannot be viewed as a signal of management quality.  


Jones and Smythe (2003) address mutual fund advertising, but they concentrate on the marketing aspects of the advertisements.  They conduct a content analysis of mutual fund advertisements from all mutual fund ads appearing in Money magazine over three specific years (1979, 1989, and 1999).  They find the promotion of past performance in advertisements has increased dramatically during the periods, while reporting of expenses has decreased.  Additionally, specific measures of fund risk appeared in none of the advertisements in their sample.  

Both Jain and Wu (2000) and Jones and Smythe (2003) provide interesting and useful findings regarding mutual fund advertising but also highlight the need for additional research.  One major objective of this study is to determine whether mutual funds that advertise are somehow different than mutual funds that do not advertise.  This research objective is addressed by comparing funds that advertise with funds that do not advertise on three key variables:  return performance, risk, and expenses.  These three variables are critical determinants of shareholder wealth and have received considerable attention in mutual fund research (e.g., Bogle 1999; Lauricella 2001; Carhart 1997; Dellva and Olson 1998).  

While Jain and Wu (2000) examine the return performance issue in their study, their primary goal is to compare pre-advertising return performance with post-advertising return performance for equity funds only.  However, some argue that mutual funds that advertise recent past performance may provide above average returns by taking on greater risk, thereby reducing the risk-adjusted return of advertised mutual funds (Bogle 1999).  While the relationship between advertising and performance has not been investigated in the mutual fund industry along a broader set of performance characteristics, the relationship between advertising and product quality (or performance in the mutual fund industry) across product categories has been studied in the marketing literature (e.g., Marquardt and McGann 1975; Archibald, Haulman, and Moody 1983).  This research generally supports a significant and positive relationship between advertising levels and product quality.  Therefore, one aspect of this research study addresses whether funds that advertise have had better risk-adjusted performance than funds that do not advertise.  If performance is higher for funds that advertise, then advertising could serve as a useful signal to investors when trying to choose a specific fund, at least in terms of prior performance.  This paper does not argue that funds that show strong performance prior to advertising will continue that performance after advertising since previous findings suggest a tenuous link between management skill and performance and the difficulties in repeating strong performance (Carhart 1997; Malkiel 1995).  But by addressing fund characteristics in addition to return performance, we hope to address issues that provide more information to investors than previous studies have offered.  Thus, we examine whether the characteristics of advertised funds are different than their non-advertised peers at the time of the advertisement.  

As previously mentioned, Jones and Smythe (2003) find that specific measures of risk are absent from mutual fund advertisements, yet a fund’s risk is a critical component impacting investor returns.  Additionally, while fund managers may not have direct control over the return of the fund, they can specifically alter the risk-taking of the fund.  Bogle (1999) has argued that mutual funds that advertise often take on additional risk in order to provide extraordinary returns.  Brown, Harlow, and Starks (1996) and Chevalier and Ellison (1997) find evidence that fund managers increase risk in an effort to increase returns and the subsequent asset flow.  Therefore, this research investigates whether or not funds that advertise are riskier than funds that do not advertise.  If the results from this study indicate that advertised funds are in fact riskier than funds that do not advertise, advertising could be used as a proxy for risk, and investors seeking less risky investments may choose to invest in funds that do not advertise.

Another important fund characteristic that impacts investor wealth is fund expenses (Bogle 1999; Carhart 1997).  Bogle (1999) passionately argues against mutual fund advertising since it is viewed as a major cause of increased fund expenses.  Research in marketing generally supports the positive relationship between advertising levels and price (or expenses for mutual funds) (e.g., Farris and Reibstein 1979).  Certainly the increase in advertising has increased costs to the funds, although mutual fund managers argue that the potential gain from increased fund size and the resulting economies of scale more than offset the greater cost.  However, increased 12b-1 fees, which are earmarked for fund promotion, have been found to be a deadweight loss to investors (Ferris and Chance 1987; Dellva and Olson 1998).  Thus, this paper investigates whether funds that advertise have higher expenses than funds that do not advertise, which could determine whether investors can use advertisements as signals of fund expenses.  

It has been documented that mutual fund advertisements contain a wide variety of information such as performance, ratings from independent sources, and performance graphs (Jones and Smythe 2003).  It is not clear why the information contained in mutual fund advertisements varies so from advertisement to advertisement.  For example, why do some funds choose to advertise performance while others do not?  Or, why do some firms choose to include a graph of past performance while other funds present Morningstar ratings?  Perhaps the information that a fund company chooses to include in an advertisement is completely random and unrelated to any fund characteristic.  However, it seems logical that fund companies choose to include certain information in ads to highlight positive characteristics while omitting certain information to hide more negative characteristics.  Therefore, this research study also seeks to determine if the presence or absence of certain types of information in a mutual fund advertisement serves as an indicator of critical fund information such as performance, risk, and expenses for the sample of funds that do advertise. 


This study will investigate the previously described research questions for equity funds and fixed income funds separately.  While both equity and fixed income funds have many similarities, they possess certain characteristics that warrant investigating fund advertising and fund characteristics for each type of fund individually.  Previous research, for example, clearly indicates that all of the variables of interest in this study (i.e., performance, expenses, and risk) are significantly different for equity funds than for fixed income funds (McLeod and Malhotra 1997; Elton, Gruber, and Blake 1996).  From an advertising perspective, fixed income funds are more standardized than equity funds, which offer a wider variety of return characteristics and investment choices to investors.  By separately analyzing fixed income and equity funds we will be able to determine if the relationship differs between advertising characteristics and performance. 

III.  Data 


Mutual fund advertisements from the 12 monthly issues of Money magazine for 1999 are used to investigate the research questions.  The mutual fund ads found in Money magazine are considered representative of all mutual fund print advertising since Money is the most widely circulated personal investing periodical (SRDS Consumer Magazine Advertising Source 2000).  Furthermore, a comparison of the mutual fund advertisements found in Money with the advertisements found in other periodicals resulted in many identical advertisements, consistent with the findings of Jain and Wu (2000).   

A total of 572 advertisements by mutual fund companies were identified from Money magazine from 1999.  After removing duplicate ads, 309 advertisements remained.  Advertisements that were sponsored by mutual fund companies but were for other services such as tax planning or variable annuities were removed from the analysis since the research objectives focused specifically on mutual fund advertising.  A total of 170 advertisements remain after deleting advertisements for other services.  Many of the advertisements promote more than one fund within a particular fund family.  Thus our sample consists of 333 advertised funds or fund classes.
The advertisements were then coded by two of the authors to determine the information included in the ads.  The coding consisted of identifying only the presence or absence of certain ad features.  The specific items recorded from each ad were the presence or absence of historical return performance, Morningstar stars, a picture, a graph, and the size of the ad.  Non-ad related data for the advertised funds are obtained from Morningstar’s Principia Pro 1997, 1998, and 1999, as well as for all other funds in their respective objective classes.  The final sample consists of funds for which the data used in our models is available for the full period.
  Performance measures (Jensen’s alphas, Sharpe ratios, and standard deviation) are provided by Morningstar and represent three-year averages (1997 through 1999) for the fund or class.  Fund characteristic variables, also provided by Morningstar, represent the 1999 values for each fund.

Summary statistics for our sample of advertised funds and their unadvertised peers are provided in Table 1.  Panel A provides sample means for selected variables for the full sample of funds, separated by equity and fixed income funds.  Equity funds are clearly larger as assets of equity funds are three times larger than those of fixed income funds.  Equity funds also demonstrate greater risk-adjusted returns than fixed income funds as reflected by ALPHABEST, which represents the alpha measure provided by Morningstar and SHARPE, which is the fund’s Sharpe ratio for the three-year period ending in 1999.  Both measures are higher for equity funds than for fixed income.  EXPENSE measures the base expense ratio for the fund, and is also higher for equity funds.  STD represents the three-year standard deviation of monthly fund returns, which is again higher for equity funds at nearly 23 percent versus 4 percent for fixed income funds.  AGE is the fund age in years since inception.  Both equity and fixed income funds average just over eight years in our sample.

Table 1 about here

Panel B separates the sample into funds that had advertisements in our sample and those that did not.  It is clear from the panel that advertised funds are much larger than those that do not advertise, for both equity and fixed income funds.  The mean assets of advertised equity funds are three times larger than equity funds that did not, while advertised fixed income funds are four times larger than their non-advertised peers.  The risk-adjusted performance of advertised equity funds is higher on average than non-advertised equity funds while expenses are lower for both equity and fixed income funds that advertise in our sample.  The risk of advertised equity funds appears higher while advertised fixed income funds have lower standard deviations than their peer funds that did not advertise.  Advertised funds also appear older on average than those that did not advertise in our sample.


Panel C provides the frequency of occurrence for various ad characteristics in our sample of advertised funds.  APERF shows how often return performance appeared in fund advertisements.  ASTARS indicates the presence of Morningstar’s ratings (number of stars) in an ad.  AGRAPH and APICTURE represent the number of ads that contain a graph or a picture, respectively.  Note that APERF and AGRAPH are not used in models for fixed income funds, as there are not enough occurrences of these characteristics for analysis.

IV.  Analysis and Results


Regression models are estimated for both equity and fixed income funds to determine the relation between advertisements and fund characteristics.  The first set of models is estimated across the entire sample of mutual funds with a dummy variable used to identify those funds that had advertisements appearing in our sample.  The goal of this analysis is to determine if the mere fact that a fund advertises can be used as a signal by investors regarding a fund’s performance, risk, and expenses at the time of the investment decision.  The second set of regressions is estimated only on funds in our sample that had advertisements.  These regressions determine whether specific characteristics of the advertisement relate to the performance of the fund, along the dimensions of returns, risk, and cost.  The final set of regressions employs a logistic regression model on the entire sample of funds to isolate the fund characteristics that affect the likelihood of a fund choosing to advertise.

A.  Analysis across all Funds


This section analyzes characteristics of funds that advertise relative to those that did not advertise in our sample.  Several models are used to examine measures of return performance, fund risk, and expense ratios using dummy variables to distinguish between funds that advertised and those that did not.  Separate models are used to assess these relationships for both equity funds and fixed income funds.  Our objective is to determine whether funds that advertise display any differences in these critical performance measures. 

A.1  Return Performance


We use two measures of risk-adjusted fund performance in this study.  Our first measure is the best-fit Jensen’s alpha measure provided by Morningstar.  Jensen’s alpha is computed as the intercept in the following regression model:

Ri,t = (i + (i(Index Returnt) + ei,t



(1)

where Ri,t is the monthly net return to fund i, (i represents Jensen’s alpha for fund i, and Index Returnt represents the appropriate index return for month t.  For the best-fit alpha, Morningstar uses the market index that provides the highest r-squared for the three-year estimation period.


Our second performance measure is the fund’s average Sharpe ratio for the three-year period from 1997 to 1999, which takes the fund’s excess return for the period divided by its standard deviation.


We regress the Morningstar alpha and the Sharpe ratio against various independent variables in the following model.

Performance = (0 + (1 AD99 + (2 INTLBOND + (3 CORPBOND + (4 MUNIBOND + 

(5 DOMEQ + (6 INTLEQ + (7 SPECIAL + (8 LNASSETS + (9 LNFAMASS + 

(10 LNAGE +(11 TURN + (12 INST + (13 FELI + (14 CDSCI + (15 LLI + (16 MS + 

(17 MKTFEE + (18 EXPENSE + (19 STD + ei




(2)

Performance is either the Morningstar alpha (ALPHABEST) described above for a particular fund or class or the three-year Sharpe ratio (SHARPE).  The primary variable of interest in this model is AD99, a dummy variable that takes the value of one if the fund or class had an advertisement in our sample.  Thus the coefficient estimate for AD99 will indicate any differential performance for those funds that advertised relative to those that did not.  The remaining variables are included to control for various effects previously shown to impact performance and are described in Table 2.
  

Table 2 about here

The first four columns of Table 3(a) present the results from estimating equation (2) for both ALPHABEST (columns 1 and 2) and SHARPE (columns 3 and 4).
  The results for equity funds are presented in columns 1 and 3 and for fixed income funds in columns 2 and 4.  Under the Alpha measure reported in the first two columns of Table 3(a), the most telling finding is that equity funds that advertise have significantly higher alphas, indicating better risk-adjusted performance, consistent with the findings of Jain and Wu (2000).  The coefficient estimate for funds that advertised during our observation period is positive and significant at the 0.001 level for equity funds.  However, the results for fixed income funds provide the first of many contrasts between fund types.  Unlike equity funds, fixed income funds that advertise do not demonstrate superior prior performance, as the coefficient estimate for AD99 is not significantly different from zero.
Table 3(a) about here


These findings conflict with the concerns of Bogle (1994) who argues that funds which advertise raw performance could well be hiding the risk-factors of the fund and may not perform as well when risk is considered.  As noted by Jones and Smythe (2003), a fund’s risk-adjusted performance is never advertised, so Bogle’s argument would seem valid.  However, our results indicate that even after adjusting for systematic risk, equity funds that advertise significantly outperform other funds over the three-year period ending the year in which the ad appears.  


Similar results are obtained when the Sharpe ratio is used as the dependent variable.  The coefficient estimate on AD99 is positive and significant at the 0.10 level for equity funds and again insignificantly different from zero for fixed income funds.  This finding helps confirm that advertised equity funds have provided stronger past return performance than funds that do not advertise.  While performance may not persist in the future, investors must base their investing decisions on historical criteria.  To the extent that advertised funds are performing at least as well when taking total risk into account, as is the case with the Sharpe ratio, the criticism of funds that advertise may be misplaced.

A.2  Standard Deviation


We now turn our attention to the standard deviation of fund returns to determine whether funds that advertise display any differences in risk.  The primary rationale for this examination is that funds do not explicitly advertise risk measures (Jones and Smythe 2003), thus investors have no way of directly assessing the risk-taking of the fund from the ad.  Bogle (1999) uses this rationale to suggest that advertised funds may take on greater risk in order to generate the greater return performance promoted in their advertisements.  Our motivation is to determine if advertised funds are truly taking this additional risk.  To determine the relative riskiness of advertised funds, we use the fund’s three-year standard deviation as the dependent variable in equation 2 (removing it as an independent variable) and display the results in Table 3(a) for equity funds (column 5) and fixed income funds (column 6).


For equity funds the results show funds that advertise have standard deviations which are not significantly different than those that do not advertise.  When considered with the results under the Alpha measure (column 1) and the Sharpe ratio (column 3), we can conclude that during our sample, equity funds that advertise have similar total risk profiles to peers but generate higher returns on average.  


Once again, the results for fixed income funds are quite different.  Those that advertise display lower standard deviations as the coefficient estimates for AD99 for fixed income funds is negative and significant at the 0.10 level.  This finding may reflect that investors likely view fixed income funds as safer investments than equity funds.  Thus, it is possible that fixed income investors are swayed more by safety than higher returns, at least relative to equity investors.  Although ads do not tend to mention specific risk measures, such as standard deviations or betas, risk can be intimated by showing stable past returns over various periods.  The mere fact that bond funds that advertise tend toward lower risk should be heartening to mutual fund critics and investors.

A.3  Ads Specifically Promoting Performance 


While the common perception seems to be that nearly all mutual fund advertisements promote performance, Jones and Smythe (2003) find that only 52.4 percent of all mutual fund ads in 1999 contain performance information.  Thus, a large number of mutual fund advertisements do not contain performance related information.  This finding is especially relevant given Jain and Wu (2000) investigate only funds that promote performance, thus neglecting a substantial portion of mutual fund advertising.  Therefore we split the variable AD99 into two variables:  ADPERF and ADNOPERF.  ADPERF takes a value of one if the fund advertised performance and zero is the fund did not advertise.  ADNOPERF takes a value of one if the fund advertised but did not mention performance and zero if the fund did not advertise.  Due to sample size constraints for fixed income funds, we investigate equity funds only.


The AD99 variable is replaced by ADPERF in equation 2 to compare equity funds that advertise performance with non-advertised equity funds, allowing for a replication of the results from Jain and Wu (2000).  The AD99 variable is replaced by ADNOPERF in equation 2 to compare equity funds that advertise but do not include performance with non-advertised equity funds.  The rest of equation 2 remains intact with the exclusion of the indicator variables for fund objectives related to fixed income funds.  This model is regressed against the three performance measures, ALPHABEST, SHARPE, and STD with results presented in Table 3(b).


For both Alpha and the Sharpe ratio, ADPERF is positive and significant at the 0.001 level (see columns 1 and 3), indicating that funds advertising performance indeed demonstrate superior performance when compared to non-advertised funds.  This finding is consistent with Jain and Wu (2000).  However, the coefficient estimate of ADNOPERF is not significantly different from zero under Morningstar’s Alpha (see column 2), and negative and significant at the 0.10 level under the Sharpe ratio (see column 4).  Thus, the absence of performance in the advertisement appears to be a useful indicator for investors when choosing a fund based on past performance.  
Table 3(b) about here


A stark difference emerges when STD is used as the dependent variable.  While the coefficient estimate for ADPERF is positive and significant at the 0.01 level in column 5, the estimate for ADNOPERF is negative and significant at the 0 .001 level in column 6.  When compared to non-advertised funds, those funds that promote performance are taking more risk, while those that do not promote performance are taking significantly less risk.  This finding indicates that the presence or absence of performance in equity fund advertising can be a signal to investors regarding the total risk of the fund.

A.4  Expenses


  We address the advertisement/expense relationship by comparing the expense ratio of funds that advertise to those that do not have ads in our sample with the following model:

EXPENSEi = (0 + (1 ADVAR + (2 INTLBOND + (3 CORPBOND + (4 MUNIBOND + 

(5 DOMEQ + (6 INTLEQ + (7 SPECIAL + (8 LNASSETS + (9 LNFAMASS + 

(10 LNAGE + (11 TURN + (12 INST + (13 FELI + (14 CDSCI + (15 LLI + (16 MS + 

(17 MKT + (18 STD + ei







(3)

where ADVAR represents either AD99, ADPERF, or ADNOPERF as indicated in Table 4(a) for equity funds and AD99 in Table 4(b) for fixed income funds.
  The remaining variables in equation 3 are as described previously with the exception of MKT, which is the level of the 12b-1 fee, if any, for the fund.  MKT replaces MKTFEE from Equation 2, which merely indicates the presence of a 12b-1 fee, not its amount.

 
Table 4(a) illustrates the results from estimating equation 3 for our sample of equity funds using each of the three advertisement indicator variables.  When all advertised equity funds are aggregated using AD99 and the full sample of equity funds in column 1, the indicator variable is not significantly different from zero.  Thus in the aggregate, equity funds that advertise have expenses no different than equity funds that do not advertise.  However, the results are somewhat different when advertisements are separated by the promotion of performance.  The coefficient estimate on ADPERF in column 2 is positive and significant at the 0.05 level, indicating equity funds that specifically promote performance have higher expenses than non-advertised funds.  The coefficient estimate of ADNOPERF, like AD99, is not significantly different from zero.  Thus, not only do funds that promote return performance tend to have higher risk-adjusted returns as shown in Table 3(b), but they also have higher risk and expenses, consistent with arguments by Bogle (1999) and members of the popular press.

Table 4(a) about here


The importance of this finding is that while fund managers may not have direct control over returns, they can directly affect expenses and can alter the risk of the fund.  Since expenses have been shown to be negatively related to returns, our findings may help explain those of Jain and Wu (2000) where funds show poor performance after advertising, especially since their sample of advertisements only includes those that promote performance.  We would not argue that fund managers are trying to fool investors regarding future performance, but that the higher expenses and risk for funds that promote performance may help explain the poor performance in subsequent periods.  This is the precise argument of Bogle (1999) in his criticism of the absence of risk and expense measures in advertisements, and indicates that perhaps the absence of this information is relevant to investors in equity funds.  

Table 4(b) illustrates the results from estimating equation (3) for fixed income funds.  Even without separating AD99, the results are dramatically different for advertised fixed income funds than for advertised equity funds.  The coefficient estimate of AD99 is negative and significant at the 0.001 level, indicating fixed income funds that advertise actually have lower expenses than non-advertised fixed income funds.  Again, this is distinctly different than equity funds and may also be related to the lower standard deviations of advertised fixed income funds shown previously.  This finding is important since expenses are likely to have a larger impact on fixed income funds relative to equity funds due to the lower average raw returns of fixed income funds. 

Table 4(b) about here

B.  Within-Ad Sample


The sample for this section consists only of the funds with advertisements in our sample.  Since advertisements are an important source of information for mutual fund investors (see Capon, et al. 1996), it is important to determine if ads contain potential information cues that could aid investors in their search.  Thus, we identify certain characteristics of the ads within the ad sample to try to determine whether they are related to the fund’s performance characteristics investigated with the full sample of funds.  
B.1  Return Performance


Our first test is to examine whether ad characteristics relate to Morningstar’s alpha or the Sharpe ratio for the fund class.  For this analysis we use the following regression model where Performance is the dependent variable (either Morningstar’s alpha or the Sharpe ratio):

Performance = (0 + (1 APERF + (2 ASTARS + (3 APICTURE + (4 AGRAPH + 

(5 INTLBOND + (6 CORPBOND + (7 MUNIBOND + (8 DOMEQ + (9 INTLEQ + 

(10 SPECIAL + (11 LNASSETS + (12 LNFAMASS + (13 LNAGE + (14 TURN +

(15 INST + (16 FELI + (17 CDSCI + (18 LLI + (19 MS + (20 MKTFEE +

(21 EXPENSE + (22 STD + ei     





         
(4)

Most of the independent variables are as described in Table 2, however, the above model also includes variables that are used to assess differences in fund characteristics based on information contained in mutual fund advertisements.  Research on persuasion theory indicates that advertising often includes two types of information that impact persuasion:  issue-relevant arguments and peripheral cues (Petty and Cacioppo 1986).  Issue-relevant arguments represent information directly related to the persuasive argument and are processed cognitively by the reader.  In a mutual fund context, examples of issue-relevant arguments include performance, Morningstar ratings, and a graph of performance.  All of these information items represent cognitive arguments as to why a reader should invest in or have a positive attitude toward a particular mutual fund.  These items were included as dummy variables in the above model and are described below.

APERF  
an indicator variable that takes the value of one if the advertisement promoted the past return performance of the fund and zero otherwise

ASTARS  
an indicator variable that takes the value of one if the ad mentions the number of stars received from Morningstar and zero otherwise

AGRAPH  
an indicator variable that takes a value of one if the advertisement contains a graph showing performance and zero otherwise

Peripheral cues are often included in advertisements for receivers of the message who lack the motivation or ability to process the issue related arguments included in the advertisements.  These cues are often unrelated to the message argument yet research has consistently shown their significant impact on attitude change (Petty and Cacioppo 1986).  One of the most common types of peripheral cues is visual imagery or pictures.  Therefore, equation 4 also includes the following variable to reflect the presence of peripheral cues in some mutual fund advertisements.

APICTURE
an indicator variable that takes a value of one if the ad contains a picture and zero otherwise  
The first two columns of Table 5 display the results from estimating equation 4 with Morningstar’s alpha as the dependent variable for both equity funds (column 1) and fixed income funds (column 2).  The first four independent variables are the ad-characteristic variables and are the primary variables of interest.  Under Morningstar’s Alpha, the only ad characteristic variables indicative of differential performance for equity funds is if the ad has a picture.  The coefficient estimate of APICTURE is positive and significant at the 0.01 level, indicating that the presence of a picture reflects a higher alpha.  

Table 5 about here

For equity funds and the Sharpe ratio (column 3), the coefficient estimates for APERF and ASTARS are positive and significant at the 0.01 level.  Thus advertisements that promote performance or the number of stars the fund receives from Morningstar demonstrate higher Sharpe ratios than other advertised equity funds.  For fixed income funds, none of the coefficient estimates of the advertisement characteristic variables are significantly different from zero under either the alpha measure (column 2) or the Sharpe ratio (column 4).

B.2  Standard Deviation


We also examine the three-year return standard deviation of funds that advertise in our sample.  Our intention is to try to identify ad characteristics that may provide clues about the fund’s risk-taking.  Funds seldom refer to their riskiness in advertising (Jones and Smythe 2003), and Bogle (1999) argues funds that promote their returns could easily be taking more risk, which investors may not recognize.  Thus, we seek to determine if ad characteristics can be useful in identifying the risk of funds, particularly given our previous findings and those of Jain and Wu (2000).  To address this question, we use the model from equation 4 using the fund’s standard deviation (STD) as the dependent variable and remove STD from the control variables.


The last two columns of Table 5 examine the factors impacting standard deviation of fund returns within the advertised group.  It is quickly apparent from column 5 in the table that ad characteristics can be an indicator of the fund’s level of risk for equity funds.  For example, the coefficient estimate for return performance (APERF) is positive and significant at the 0.001 level.  This supports our findings in Table 3(b) and Bogle’s argument and criticism that funds advertising return performance, generally higher returns, are riskier in terms of standard deviation than other equity funds.  But, as shown in the previous section, these funds appear to be compensating investors for that risk with respect to the Sharpe ratio, at least prior to the advertisement.  Equity funds that advertise their overall rating using the number of Morningstar stars demonstrate lower risk, as indicated by the negative and significant (p < 0.001) coefficient estimate for ASTARS.  Thus funds that promote their Morningstar rating offer higher risk-adjusted performance and lower risk, which could be welcome information to investors.

The final ad-characteristic variable that appears related to the risk of advertised equity funds is the presence of a graph in the ad.  The coefficient estimate for AGRAPH is negative and significant at the 0.001 level.  The reduction of risk indicated by having a graph seems quite logical.  If a fund has high volatility of returns over time, a picture of that volatility may be less than appealing to investors.  Certainly a graph of highly variable returns would be less appealing than a simple reporting of returns that, on average, may be quite high.


Column 6 of Table 5 illustrates the impact of ad characteristics on the risk of fixed income funds that advertise.  Consistent with equity funds, fixed income funds that include the number of Morningstar stars demonstrate lower risk as the coefficient was negative and significant at the 0.05 level.  The coefficient estimate on APICTURE is positive and significant at the 0.05 level, indicating that including a picture in ads coincides with higher fund risk.  

B.3  Expenses


We now investigate the relation between ad characteristics and the expense ratio of the fund class.  This relationship is of particular interest since few ads actually mention their expense ratios (Jones and Smythe 2003) and advertising is a major expense for funds (Pozen 2002).  To model the relation between fund expense and ad characteristics we use the following model:

EXPENSEi = (0 + (1 APERF + (2 ASTARS + (3 LNADSIZE + (4 APICTURE + 

(5 INTLBOND + (6 CORPBOND + (7 MUNIBOND + (8 DOMEQ + (9 INTLEQ + 

(10 SPECIAL + (11 LNASSETS + (12 LNFAMASS + (13 LNAGE + (14 TURN +

(15INST + (16 FELI + (17 CDSCI + (18 LLI + (19 MS + (20 MKT + (21 STD + ei
       (5)


where the variables are as described previously with the addition of LNADSIZE.  LNADSIZE is the natural logarithm of the size of the advertisement in square inches.


Table 6 provides the results of the regression model in equation (5).  The first column shows results for advertised equity funds and the second illustrates the results for advertised fixed income funds.  For equity funds only one of the ad characteristics is related to expenses.  The coefficient estimate on LNADSIZE is positive and significant at the 0.01 level, indicating that a larger ad is related to higher fund expenses.  While it is unlikely that a larger ad completely explains a fund’s higher expenses, it may indicate a lack of cost concern of the fund managers.  

Table 6 about here


The ad characteristics provide different information for fixed income funds.  The coefficient estimate of ASTARS is positive and significant at the 0.001 level, indicating that funds that promote the number of Morningstar stars they receive have higher expenses than other advertised fixed income funds.  This finding may reflect the fact that mutual fund companies must pay to use Morningstar ratings in their advertisements.  This finding was not significant for equity funds and may occur because Morningstar fees are a relatively larger percentage of fixed income fund expenses.   The coefficient estimate for APICTURE is also positive and significant at the 0.10 level.  Thus, fixed income funds that include a picture in their advertising have expenses significantly higher than fixed income funds that do not include a picture in their advertisement. 

C.  Logistic Regression Analysis


As a complement to our analysis of fund performance characteristics, we examine the most fundamental question raised by critics, are funds with strong past performance more likely to advertise when compared to other funds?  While Jain and Wu (2000) show funds that advertise have had strong past performance, they do not take the next step to compare whether the likelihood of a mutual fund choosing to advertise is related to strong past performance.  To address this question, we employ a logistic regression model to help determine the characteristics of funds that advertise.
  We examine fund variables as of year-end 1998 to determine what type of funds are most likely to advertise in 1999 using the following model:

AD99 = (0 + (1 INTLBOND + (2 CORPBOND + (3 MUNIBOND + (4 DOMEQ + 

(5 INTLEQ + (6 SPECIAL + (7 LNASSETS + (8 LNFAMASS + (9 LNAGE +

(10 INST + (11 MS + (12 MKTFEE + (13 EXPENSE + (14 PERFORMANCE +

(15 STD + (16 LOAD + ei .







(6)

The dependent variable AD99 takes a value of one if the fund had an ad in our sample and zero if not.  The independent variables are as described in Table 2 with the addition of the following: 

PERFORMANCE   the return performance of the fund.  In the first model of Table 5, 

Morningstar’s alpha is the independent variable and in the second,                 the 1998 raw return of the fund class is used

LOAD  
        an indicator variable that takes a value of one if the fund has a front-      

end, level, or contingent deferred sales charge load structure and zero     if the fund does not


Table 7 presents the results of the logit model performed on both equity funds in the first two columns and fixed income in the last two.  The first six independent variables indicate the investment objective of the fund or class.  We have no a priori assumptions about which funds are more likely to advertise, however we expect that the most likely type will vary over time as different markets perform better than others and various types of funds become more favorable with investors.  For the period we examine, it appears that corporate and municipal bond funds and all types of equity funds are the most likely to have advertisements appearing in our sample.

Table 7 about here


The next two variables, LNASSETS and LNFAMASS, represent the natural logarithm of the fund’s assets and of the total fund family assets, respectively.  One might expect larger funds to advertise more due to the ability to spread the costs over a larger base.  However, since the assumed goal of advertising is to increase the size of the fund to take advantage of economies of scale, we might prefer to see smaller funds more heavily promoted since the economies of scale are reported to decrease as fund size increases (Latzko 1999).  Our findings suggest the former is the case.  The coefficient estimates for both size variables are positive and significant at the .001 level under each model across both equity and fixed income funds.


LNAGE represents the fund’s age in years since inception and we find that the coefficient estimate is negative and significant for fixed income funds.  This finding is not surprising in that we expect newer fund classes to need more promotion than older, more established funds.  It may be surprising that the coefficient estimate for LNAGE is not significantly different from zero for equity funds.  The coefficient estimate for institutional investors (INST) is negative and significant across both equity and fixed income funds.  Again this is expected since funds targeted to institutional investors are more likely to be promoted directly to investors by the fund company, certainly relative to a source such as Money magazine.


Being part of a multiple share class fund increases the likelihood of a fund being advertised, as the coefficient estimate for MS is positive and significant at the 0.05 level for both equity fund models and in one of the two fixed income fund models.  This finding is particularly interesting given the nature of MS funds.  Most MS funds are sold through brokers or other financial advisors, which represents a different distribution channel; a channel where one might expect to see less advertising directed to consumers.  We offer three possible explanations.  First, MS funds were still relatively new in 1999, having been introduced on a wide scale basis in 1995.  As such, fund companies may simply be advertising to consumers in an effort to increase flows and achieve scale economies.  Second, a growing number of fund families are creating MS funds with only no-load and institutional classes, instead of the more traditional MS funds with front-end load, contingent deferred sales charge, and level load classes.  If the ads do represent these more recent MS structures, the positive coefficient for MS makes intuitive sense, given that one of the classes represents no-load investors that typically conduct their own search.  Third, the advertisement of funds with multiple share classes may result from fund companies attempting to generate inquiries from customer about these funds sold through financial advisors, consistent with a “pull” promotional strategy (Kotler 2001). 


Another curious finding involves the 12b-1 fee.  The coefficient estimate of MKTFEE is not significantly different from zero for equity or fixed income funds.  This is somewhat perplexing since the stated purpose of the fee is to market the funds.  We do admit that marketing efforts for a fund go beyond the simple print advertising that we are investigating, thus we are not capturing the entire promotion of the fund.   However, given the fact that previous research has found the fee to be a deadweight loss to investors (Ferris and Chance 1987; Dellva and Olson 1998), and we show that the fee is not strongly related to advertising, one might question the usefulness of this fee.


An interesting result occurs regarding the relationship between fund expenses and the likelihood of advertising.  For equity funds, the coefficient estimate on EXPENSE is positive and significant indicating funds with higher expenses are more likely to advertise.  Although we cannot determine causality, it may be that funds with higher expenses feel the need to reach more investors to spread these expenses over more investors, or they may simply be seeking more assets to increase profits.  Fixed income funds, however, are more likely to advertise if their expenses are lower than average.  The coefficient estimate on EXPENSE is negative and significant at the 0.05 level for fixed income funds when Alpha is the performance measure, and at the 0.001 level when performance is measured by raw returns.  


The coefficient estimate of RAWRET is positive and significant for equity funds, indicating that funds with higher pre-advertisement raw returns are more likely to advertise, consistent with Jain and Wu (2000).  However, when Morningstar’s alpha is used to measure performance, the coefficient estimate for equity funds is not significantly different than zero, but is positive and significant for fixed income funds.  This appears to indicate that after an equity fund displays high raw returns it becomes more inclined to advertise, but fixed income funds are more likely to advertise following strong risk-adjusted returns.  This difference reinforces our argument that fixed income investors may be more sensitive to risk than equity investors.


Fund risk also has an effect for both equity and fixed income funds.  For equity funds, the coefficient estimate of STD is actually negative and significant at the 0.10 level when raw returns proxy for performance, and is negative and significant for fixed income funds with either performance measure.  Thus, higher-risk fixed income funds are clearly less likely to advertise, while higher-risk equity funds are only marginally less likely to advertise.  These findings help refute some of Bogle’s (1999) argument about funds that choose to advertise.  However, it does not address this argument for funds that specifically promote return performance.


We also show that both equity and fixed income funds with a load structure are less likely to advertise.  This result is not surprising since load structures provide greater incentives to financial advisors.  Thus these funds are more heavily promoted by advisors and are less likely to need advertising.  

V.  Conclusions  


Mutual fund advertising has been roundly criticized for its cost and focus on returns while ignoring risk and expenses.  Recent empirical work has supported some of these criticisms.  This paper investigates a broader set of performance characteristics of funds that advertised in Money magazine during the 1999 calendar year.  We focus on quantitative data that investors would have available to make fund purchases.  Contrary to claims by critics, we find that funds advertising in 1999 display performance traits that make them no worse and in some ways better than funds that do not advertise.  In fact, we find superior performance for equity funds using Morningstar’s alpha for the three-year period ending in 1999 and limited positive performance using the Sharpe ratio.  


We demonstrate different behavior for fixed income funds.  We show that fixed income funds that advertise display lower standard deviation than those that do not advertise, but show no significant difference in return performance.  Fixed income funds that advertise also have lower expenses than non-advertised fixed income funds.


We further show that the contents of the advertisement do provide clues regarding fund characteristics.  Equity funds that explicitly promote performance have stronger risk-adjusted performance than funds that do not advertise.  However, these funds also have higher standard deviations and expenses than non-advertised equity funds, which may produce a negative effect on future returns.  Equity funds that do not promote performance in their advertisements show lower risk than non-advertised funds.  Other ad characteristics are shown to be linked to performance and expenses for equity funds as well.


Finally, by examining the fund characteristics that affect the likelihood of advertising we show that larger, retail MS funds are more likely to advertise in the aggregate.  For equity funds, higher past raw returns and higher expenses increase the likelihood of advertising.  For fixed income funds, younger funds with higher risk-adjusted returns, lower risk, and lower expenses are more likely to advertise.


Our analysis provides the most extensive examination to date regarding the relation between advertising and mutual fund performance.  We find several ad characteristics that give clues to fund performance—especially regarding risk and expenses.  Thus while the simple choice to advertise may not provide much information about a particular fund, what the ad promotes and how it is presented can be powerful clues for investors.    
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Table 1  

Summary Statistics

Panel A.  Total Sample summary statistics for Equity and Fixed Income funds

Variable


Equity

Fixed Income
No. of Obs.


3958

2982

ASSETS*


776.1

250.9

ALPHABEST


-0.111

-1.225

SHARPE


0.676

-0.424

EXPENSE


1.463

1.077

STD



22.914

3.929

AGE



8.725

8.150

Panel B.  Sub-sample Summary Statistics 



Advertised Funds        
   Non-Advertised Funds

	Variables
	Equity
	Fixed Income
	
	Equity
	Fixed

Income

	No. of Obs.
	192
	141
	
	3766
	2841

	ASSETS*
	2,547.01
	1,006.8
	
	685.8
	213.4

	ALPHABEST
	4.196
	-0.721
	
	-0.330
	-1.250

	SHARPE
	0.836
	-0.419
	
	0.668
	-0.424

	EXPENSE
	1.304
	0.826
	
	1.471
	1.089

	STD
	24.873
	3.414
	
	22.814
	3.954

	AGE
	10.684
	9.567
	
	8.625
	8.079


Panel C. Number of Observations for Ad Characteristics for the Within Advertising Sample 

	Variables
	
	Equity
	Fixed Income

	No. of Obs.
	
	192
	141

	APERF
	
	74
	        3**

	ASTARS
	
	103
	103

	AGRAPH
	
	18
	        0**

	APICTURE
	
	126
	38


ASSETS - the 1999 year-end amount of assets in the fund in millions of dollars; ALPHABEST - the fund’s 3-year average monthly Jensen’s alpha over the 1997-1999 period; SHARPE - the fund’s 3-year Sharpe ratio over the 1997-1999 period; EXPENSE - the total expense ratio expressed as a percent; STD - the 3-year monthly standard deviation; AGE - the age (in years) of the observation since its inception; APERF, ASTARS, AGRAPH, and APICTURE are the number of funds that show fund performance, Morningstar stars, a graph, or a picture.   

* Measured in millions of dollars 

** These variables are excluded from the within-advertised sample of fixed income funds due to the low number of occurrences. 
Table 2


Description of Control Variables

INTLBOND
An indicator variable equal to one if the fund or class is a fixed income fund holding foreign securities, and zero otherwise.

CORPBOND
An indicator variable equal to one if the fund or class is a fixed income fund holding domestic corporate securities, and zero otherwise.

MUNIBOND
An indicator variable equal to one if the fund or class is a fixed income fund holding domestic municipal bonds, and zero otherwise.

DOMEQ
An indicator variable equal to one if the fund or class is an equity fund holding domestic securities, and zero otherwise.

INTLEQ
An indicator variable equal to one if the fund or class is an equity fund holding international securities, and zero otherwise.

SPECIAL 
An indicator variable equal to one if the fund or class is a special purpose equity fund (i.e., social choice funds), and zero otherwise.

LNASSETS
The natural logarithm of fund or class assets under management as of year-end 1999.

LNFAMASS
The natural logarithm of assets held by the ultimate corporate owner of the fund or class as of year-end 1999.

LNAGE
The natural logarithm of the fund’s age in years since inception.

TURN
The percentage turnover in a fund’s or class’s assets in 1999.

INST
An indicator variable equal to one if the fund or class is sold to institutional investors and zero otherwise.

FELI
An indicator variable equal to one if the class has a front-end load and zero otherwise.

CDSCI
An indicator variable equal to one if the class has a contingent deferred sales charge and zero otherwise.

LLI
An indicator variable equal to one if the class has a level load and zero otherwise.

MS
An indicator variable equal to one if the observation is part of a multiple share class fund and zero otherwise.

MKTFEE
An indicator variable equal to one if the fund or class has a 12b-1 fee and zero otherwise.

EXPENSE
The fund or class expense ratio, net of its 12b-1 fee, expressed as a percentage of assets.

STD
The fund or class three-year standard deviation of returns.

MKT
The fund’s 12b-1 fee expressed as a percentage of assets.

Table 3(a)


Estimation of Equation 2 for Both Equity and Fixed Income Funds
  


ALPHABEST

             SHARPE
 
           STD

  Independent
         Equity         Fixed Income         Equity         Fixed Income           Equity         Fixed Income

  Variables    
            (1)
     (2)

      (3)

 (4)

(5)
         (6)


	AD99
	2.211

(0.000)***
	-0.026

(0.802)
	
	0.049

(0.100)*
	-0.036

(0.527)
	
	0.136

(0.872)
	-0.310

(0.055)*

	LNASSETS
	0.880

(0.000)***
	0.125

(0.000)***
	
	0.079

(0.000)***
	0.050

(0.000)***
	
	0.999

(0.000)***
	0.241

(0.000)***

	LNFAMASS
	-0.240

(0.000)***
	0.016

(0.328)
	
	-0.008

(0.033)**
	0.007

(0.098)*
	
	-0.037

(0.684)
	0.093

(0.007)***

	LNAGE
	-1.523

(0.000)***
	-0.186

(0.007)***
	
	-0.085

(0.000)***
	-0.093

(0.000)***
	
	-1.858

(0.000)***
	-0.470

(0.000)***

	TURN
	0.012

(0.000)***
	-0.001

(0.000)***
	
	0.001

(0.000)***
	-0.000

(0.131)
	
	0.029

(0.000)***
	0.002

(0.004)***

	INST
	-0.402

(0.256)
	0.188

(0.082)*
	
	0.002

(0.928)
	0.053

(0.058)*
	
	-0.357

(0.485)
	-0.284

(0.125)

	FELI
	-0.059

(0.875)
	0.049

(0.493)
	
	-0.007

(0.752)
	0.044

(0.171)
	
	-1.332

(0.003)***
	0.029

(0.819)

	CDSCI
	-0.471

(0.337)
	-0.149

(0.249)
	
	-0.005

(0.882)
	-0.043

(0.419)
	
	-4.857

(0.000)***
	-1.253

(0.000)***

	LLI
	0.286

(0.565)
	-0.048

(0.701)
	
	0.046

(0.154)
	-0.026

(0.615)
	
	-3.941

(0.000)***
	-1.085

(0.000)***

	MS
	0.451

(0.153)
	-0.016

(0.050)**
	
	0.0625

(0.002)***
	-0.046

(0.084)*
	
	-0.312

(0.441)
	0.329

(0.010)***

	MKTFEE
	0.180

(0.324)
	0.076

(0.275)
	
	0.041

(0.056)*
	-0.0204

(0.529)
	
	0.197

(0.723)
	-0.078

(0.532)

	EXPENSE
	-0.922

(0.001)***
	-0.546

(0.000)***
	
	-0.094

(0.000)***
	-0.173

(0.000)***
	
	4.248

(0.001)***
	1.950

(0.000)***

	STD
	0.417

(0.000)***
	-0.315

(0.000)***
	
	
	
	
	
	

	Constant
	-15.410

(0.000)***
	-1.119

(0.003)***
	
	-0.345

(0.000)***
	-0.791

(0.000)***
	
	-8.108

(0.030)**
	-4.504

(0.000)***

	No.  Obs.

Adjusted R2
	3958

0.383
	2982

0.491
	
	3958

0.156
	2982

0.406
	
	3958

0.318
	2982

0.278


This table presents results from estimating an OLS model for the dependent variables ALPHABEST, SHARPE, and STD, which are the fund’s 3-year average monthly Jensen’s alpha, the Sharpe ratio, and the 3-year monthly standard deviation.  Each uses 3-year data from 1997-1999.  Indicator variables for the different investment objectives are omitted to conserve space.  AD99 is 1 if the observation is advertised in 1999 in Money and 0 otherwise.  LNASSETS, LNFAMASS, and LNAGE are the natural logarithm of fund assets, family assets, and age, respectively.  TURN is the fund’s annual turnover.  INST, FELI, CDSCI, and LLI are 1 if the observation has an institutional, front-end load, contingent deferred sales change, or level load fee structure.  MS is 1 if the observation is the class of a MS fund and 0 otherwise.  MKTFEE is 1 if the fund has a 12b-1 fee and 0 otherwise.  EXPENSE is the fund’s annual expense ratio.  P-values are in parentheses.

*** Significant at the one percent level; ** significant at the five percent level; * significant at the ten percent level.

Table 3(b)


Estimation of Equation 2 for Equity Funds
  Independent
         ALPHABEST

            SHARPE
 
                        STD

  Variables
           (1)
    (2)

     (3)

(4)

(5)
        (6)



	ADPERF
	4.769

(0.000)***
	
	
	0.249

(0.000)***
	
	
	5.314

(0.005)***
	

	ADNOPERF
	
	0.567

(0.320)
	
	
	-0.072

(0.061)*
	
	
	-3.022

(0.000)***

	LNASSETS
	0.885

(0.000)***
	0.904

(0.000)***
	
	0.079

(0.000)***
	0.080

(0.000)***
	
	1.005

(0.000)***
	0.929

(0.000)***

	LNFAMASS
	-0.285

(0.000)***
	-0.241

(0.000)***
	
	-0.011

(0.003)***
	-0.009

(0.019)**
	
	-0.088

(0.343)
	-0.032

(0.704)

	LNAGE
	-1.547

(0.000)***
	-1.511

(0.000)***
	
	-0.084

(0.000)***
	-0.084

(0.000)***
	
	-1.877

(0.000)***
	-1.692

(0.000)***

	TURN
	0.011

(0.000)***
	0.013

(0.000)***
	
	0.001

(0.000)***
	0.001

(0.000)***
	
	0.029

(0.000)***
	0.028

(0.000)***

	INST
	-0.443

(0.226)
	-0.383

(0.269)
	
	0.007

(0.780)
	0.004

(0.868)
	
	-0.284

(0.587)
	-0.444

(0.365)

	FELI
	0.066

(0.864)
	0.248

(0.495)
	
	0.009

(0.691)
	0.005

(0.816)
	
	-1.064

(0.023)**
	-1.296

(0.003)***

	CDSCI
	-0.400

(0.426)
	-0.123

(0.798)
	
	0.009

(0.784)
	0.012

(0.710)
	
	-4.561

(0.000)***
	-4.460

(0.000)***

	LLI
	0.368

(0.480)
	0.600

(0.210)
	
	0.064

(0.052)*
	0.065

(0.044)**
	
	-3.621

(0.000)***
	-3.595

(0.000)***

	MS
	0.606

(0.061)*
	0.472

(0.134)
	
	0.073

(0.000)***
	0.070

(0.001)***
	
	-0.096

(0.814)
	-0.019

(0.962)

	MKTFEE
	0.106

(0.775)
	-0.078

(0.827)
	
	0.037

(0.091)*
	0.031

(0.155)
	
	0.058

(0.918)
	0.207

(0.695)

	EXPENSE
	-0.923

(0.001)***
	-0.904

(0.001)***
	
	-0.098

(0.000)***
	-0.098

(0.000)***
	
	4.185

(0.001)***
	3.870

(0.001)***

	STD
	0.407

(0.000)***
	0.389

(0.000)***
	
	
	
	
	
	

	Constant
	-14.416

(0.000)***
	-15.599

(0.000)***
	
	-0.274

(0.008)***
	-0.335

(0.001)***
	
	-7.153

(0.054)*
	-6.983

(0.041)**

	No.  Obs.

Adjusted R2
	3840

0.386
	3884

0.346
	
	3840

0.162
	3884

0.156
	
	3840

0.325
	3884

0.325


This table presents results from estimating an OLS model for equity funds for the dependent variables ALPHABEST, SHARPE, and STD, which are the fund’s 3-year average monthly Jensen’s alpha, the Sharpe ratio, and the 3-year monthly standard deviation.  Each uses 3-year data from 1997-1999.  Indicator variables for the different investment objectives are omitted to conserve space.  ADNOPERF is a dummy variable equal to 1 if the observation is advertised in 1999 in Money but does not mention performance and 0 if it did not advertise. ADPERF is a dummy variable equal to 1 if the observation is advertised in 1999 in Money and does mention performance and 0 if it did no advertise.  LNASSETS, LNFAMASS, and LNAGE are the natural logarithm of fund assets, family assets, and age, respectively.  TURN is the fund’s annual turnover.  INST, FELI, CDSCI, and LLI are 1 if the observation has an institutional, front-end load, contingent deferred sales change, or level load fee structure.  MS is 1 if the observation is the class of a MS fund and 0 otherwise.  MKTFEE is 1 if the fund has a 12b-1 fee and 0 otherwise.  EXPENSE is the fund’s annual expense ratio.  P-values are in parentheses.

*** Significant at the one percent level; ** significant at the five percent level; * significant at the ten percent level.

Table 4(a)


Estimation of Equation 3 for Equity Funds

Dependent Variable:
EXPENSE
Independent 



Variables

       (1)

      (2)

        (3)        

	AD99
	0.031

(0.137)
	
	

	ADPERF
	
	0.065

(0.037)**
	

	ADNOPERF
	
	
	0.011

(0.653)

	LNASSETS
	-0.073

(0.000)***
	-0.073

(0.000)***
	-0.074

(0.000)***

	LNFAMASS
	-0.052

(0.000)***
	-0.051

(0.000)***
	-0.052

(0.000)***

	LNAGE
	0.033

(0.007)***
	0.031

(0.014)**
	0.034

(0.006)***

	TURN
	0.001

(0.002)***
	0.001

(0.004)***
	0.001

(0.001)***

	INST
	-0.175

(0.000)***
	-0.174

(0.000)***
	-0.172

(0.000)***

	FELI
	0.094

(0.038)**
	0.100

(0.039)**
	0.096

(0.038)**

	CDSCI
	0.319

(0.000)***
	0.325

(0.000)***
	0.319

(0.000)***

	LLI
	0.242

(0.000)***
	0.253

(0.000)***
	0.243

(0.000)***

	MS
	0.017

(0.481)
	0.017

(0.508)
	0.022

(0.391)

	MKT
	0.689

(0.000)***
	0.685

(0.000)***
	0.690

(0.000)***

	STD
	0.012

(0.000)***
	0.012

(0.000)***
	0.012

(0.000)***

	Constant
	3.181

(0.000)***
	3.180

(0.000)***
	3.200

(0.000)***

	No. Observations

Adjusted R2
	3958

0.597
	3840

0.590
	3884

0.595


This table presents results from estimating an OLS model for equity funds for the dependent variable EXPENSE, which is the fund’s expense ratio as of year-end 1999.  Indicator variables for the different investment objectives are omitted to conserve space.  AD99 is equal to one if the fund advertised in our sample.  ADPERF is equal to 1 if the observation is advertised in 1999 in Money and does mention performance and 0 if it did not advertise.  ADNOPERF is equal to 1 if the observation is advertised in 1999 in Money but does not mention performance and 0 if it did not advertise.  LNASSETS, LNFAMASS, and LNAGE are the natural logarithm of fund assets, family assets, and age, respectively.  TURN is the fund’s annual turnover.  INST, FELI, CDSCI, and LLI are 1 if the observation has an institutional, front-end load, contingent deferred sales change, or level load fee structure.  MS is 1 if the observation is the class of a MS fund and 0 otherwise.  MKT is the fund’s 12b-1 fee if it has one.  STD is the fund’s 3-year standard deviation of monthly returns over the 1997-1999 period.  P-values are in parentheses.

*** Significant at the one percent level; ** significant at the five percent level; * significant at the ten percent level.

Table 4(b)


Estimation of Equation (3) for Fixed Income Funds

Dependent Variable:
EXPENSE
Independent 



Variables
                          

	AD99
	-0.064

(0.000)***

	LNASSETS
	-0.027

(0.000)***

	LNFAMASS
	-0.024

(0.000)***

	LNAGE
	0.056

(0.000)***

	TURN
	0.0001

(0.029)**

	INST
	-0.173

(0.000)***

	FELI
	-0.002

(0.885)

	CDSCI
	0.262

(0.000)***

	LLI
	0.237

(0.000)***

	MS
	0.114

(0.000)***

	MKT
	0.647

(0.000)***

	STD
	0.018

(0.000)***

	Constant
	1.634

(0.000)***

	No. Observations

Adjusted R2
	2982

0.768


This table presents results from estimating an OLS model for fixed income funds for the dependent variable EXPENSE, which is the fund’s expense ratio as of year-end 1999.  Indicator variables for the different investment objectives are omitted to conserve space.  AD99 is equal to one if the fund advertised in our sample.  LNASSETS, LNFAMASS, and LNAGE are the natural logarithm of fund assets, family assets, and age, respectively.  TURN is the fund’s annual turnover.  INST, FELI, CDSCI, and LLI are 1 if the observation has an institutional, front-end load, contingent deferred sales change, or level load fee structure.  MS is 1 if the observation is the class of a MS fund and 0 otherwise.  MKT is the fund’s 12b-1 fee if it has one.  STD is the fund’s 3-year standard deviation of monthly returns over the 1997-1999 period.  P-values are in parentheses.

*** Significant at the one percent level; ** significant at the five percent level; * significant at the ten percent level.

Table 5



Estimation of Equation (4) for Both Equity and Fixed Income Funds 


    
ALPHABEST

          SHARPE             
                  STD

    Independent
          Equity         Fixed Income          Equity       Fixed Income        Equity            Fixed Income

    Variables

(1)
           (2)
         (3)

   (4)

    (5)

(6)

	APERF
	2.109

(0.141)
	
	
	0.287

(0.000)***
	
	
	8.445

(0.000)***
	

	ASTARS
	1.074

(0.328)
	0.218

(0.398)
	
	0.151

(0.004)***
	-0.250

(0.260)
	
	-5.123

(0.000)***
	-1.232

(0.021)**

	APICTURE
	3.092

(0.003)***
	0.523

(0.155)
	
	0.075

(0.198)
	-0.441

(0.322)
	
	2.116

(0.216)
	1.442

(0.040)**

	AGRAPH
	-1.364

(0.300)
	
	
	-0.132

(0.104)
	
	
	-7.222

(0.001)***
	

	LNASSETS
	-0.028

(0.950)
	0.066

(0.220)
	
	0.021

(0.219)
	0.085

(0.133)
	
	2.036

(0.055)*
	0.135

(0.172)

	LNFAMASS
	0.024

(0.960)
	0.276

(0.250)
	
	0.061

(0.005)***
	-0.199

(0.199)
	
	1.625

(0.007)***
	0.915

(0.011)**

	LNAGE
	-0.333

(0.609)
	-0.149

(0.446)
	
	-0.062

(0.105)
	-0.119

(0.491)
	
	-2.840

(0.041)**
	-0.389

(0.324)

	TURN
	0.035

(0.000)***
	-0.002

(0.209)
	
	0.001

(0.000)***
	0.001

(0.240)
	
	0.018

(0.418)
	0.001

(0.696)

	INST
	-0.459

(0.813)
	0.140

(0.729)
	
	0.084

(0.362)
	0.124

(0.575)
	
	4.234

(0.109)
	0.824

(0.202)

	FELI
	-4.569

(0.013)**
	0.148

(0.771)
	
	-0.172

(0.022)**
	1.362

(0.136)
	
	-3.027

(0.129)
	-0.187

(0.809)

	CDSCI
	-0.790

(0.792)
	-0.418

(0.545)
	
	-0.108

(0.377)
	1.476

(0.184)
	
	-15.777

(0.043)**
	-3.166

(0.003)***

	LLI
	1.303

(0.634)
	-0.896

(0.024)**
	
	-0.131

(0.226)
	-0.122

(0.617)
	
	-9.034

(0.091)*
	-2.454

(0.000)***

	MS
	0.254

(0.874)
	-0.476

(0.015)**
	
	-0.048

(0.500)
	-0.366

(0.130)
	
	0.789

(0.690)
	-0.266

(0.540)

	MKTFEE
	3.466

(0.056)*
	-0.332

(0.506)
	
	0.129

(0.118)
	-1.348

(0.159)
	
	-4.381

(0.268)
	0.614

(0.458)

	EXPENSE
	-3.947

(0.126)
	0.626

(0.339)
	
	-0.047

(0.565)
	0.392

(0.451)
	
	18.708

(0.078)*
	4.301

(0.000)***

	STD
	0.702

(0.000)***
	0.163

(0.022)**
	
	
	
	
	
	

	Constant
	-6.980

(0.628)
	-9.210

(0.149)
	
	-1.334

(0.013)**
	3.800

(0.311)
	
	-77.727

(0.021)**
	-25.141

(0.005)***

	No. Observations

Adjusted R2
	192

0.748
	141

0.599
	
	192

0.438
	141

0.410
	
	192

0.534
	141

0.411


This table presents results from estimating an OLS model for the dependent variables ALPHABEST, SHARPE, and STD, which are the fund’s 3-year average monthly Jensen’s alpha, the Sharpe ratio, and the 3-year monthly standard deviation. Each uses 3-year data from 1997-1999.  Indicator variables for the different investment objectives are omitted to conserve space.  APERF is 1 if the fund advertised performance and 0 otherwise.  ASTARS is 1 if the ad included Morningstar stars and 0 otherwise.  APICTURE is 1 if the ad contains a picture.  AGRAPH is 1 if the ad shows a graph of returns.  LNASSETS, LNFAMASS, and LNAGE are the natural logarithm of fund assets, family assets, and age respectively.  TURN is the fund’s annual turnover.  INST, FELI, CDSCI, and LLI are 1 if the observation has an institutional, front-end load, contingent deferred sales change, or level load fee structure.  MS is 1 if the observation is the class of a MS fund and 0 otherwise.  MKTFEE is 1 if the fund has a 12b-1 fee and 0 otherwise.  EXPENSE is the fund’s annual expense ratio.  P-values are in parentheses.

*** Significant at the one percent level; ** significant at the five percent level; * significant at the ten percent level.

Table 6



Estimation of Equation (5) for Both Equity and Fixed Income Funds



Independent 


                




Variables
       Equity 
            Fixed Income

	APERF
	-0.028

(0.557)
	

	ASTARS
	-0.006

(0.863)
	0.316

(0.000)***

	LNADSIZE
	0.154

(0.004)***
	-0.147

(0.169)

	APICTURE
	0.050

(0.195)
	0.205

(0.061)*

	LNASSETS
	-0.033

(0.006)***
	-0.024

(0.008)***

	LNFAMASS
	-0.101

(0.000)***
	-0.037

(0.385)

	LNAGE
	0.024

(0.223)
	0.043

(0.152)

	TURN
	0.001

(0.000)***
	0.002

(0.290)

	INST
	-0.085

(0.206)
	-0.117

(0.005)***

	FELI
	0.049

(0.235)
	0.020

(0.706)

	CDSCI
	0.372

(0.000)***
	0.498

(0.001)***

	LLI
	0.265

(0.001)***
	0.329

(0.003)***

	MS
	-0.116

(0.025)**
	0.049

(0.231)

	MKT
	0.642

(0.000)***
	0.393

(0.029)**

	STD
	0.010

(0.000)***
	0.032

(0.001)***

	Constant
	3.008

(0.000)***
	2.220

(0.047)**

	No. Observations

Adjusted R2
	192

0.876
	141

0.925


This table presents results from estimating an OLS model for the dependent variable EXPENSE, which is the fund’s expense ratio. Indicator variables for the different investment objectives are omitted to conserve space.  APERF is 1 if the fund advertised performance and 0 otherwise.  ASTARS is 1 if the ad included Morningstar stars and 0 otherwise.  LNADSIZE is the natural logarithm of ad’s size where size is in square inches.  APICTURE is 1 if the ad contains a picture.  LNASSETS, LNFAMASS, and LNAGE are the natural logarithm of fund assets, family assets, and age, respectively.  TURN is the fund’s annual turnover .  INST, FELI, CDSCI, and LLI are 1 if the observation has an institutional, front-end load, contingent deferred sales change, or level load fee structure.  MS is 1 if the observation is the class of a MS fund and 0 otherwise.  MKT is the level of the fund’s 12b-1 fee.  STD is the three-year monthly standard deviation of returns from 1997-1999.  P-values are in parentheses.

*** Significant at the one percent level; ** significant at the five percent level; * significant at the ten percent level.
Table 7  

Estimation of Equation 6 for Both Equity and Fixed Income Funds

Dependent Variable:  AD99



  

  
 
            Equity


  Fixed Income    

Independent variables
  (1)

(2)
            (3)
      (4)     

	CONSTANT
	57.64

(0.610)
	63.838

(0.568)
	
	1498.48

(0.000)***
	1660.10

(0.000)***

	INTLBOND
	
	
	
	-0.680

(0.546)
	0.492

(0.656)

	CORPBOND
	
	
	
	0.836

(0.050)**
	0.861

(0.040)**

	MUNIBOND
	
	
	
	1.162

(0.001)***
	1.011

(0.005)***

	DOMEQ
	1.108

(0.010)**
	1.286

(0.003)***
	
	
	

	INTLEQ
	1.150

(0.011)**
	1.317

(0.004)***
	
	
	

	SPECIAL
	2.008

(0.000)***
	2.096

(0.000)***
	
	
	

	LNASSETS
	0.387

(0.000)***
	0.351

(0.000)***
	
	0.423

(0.000)***
	0.480

(0.000)***

	LNFAMASS
	0.183

(0.001)***
	0.185

(0.001)***
	
	0.793

(0.000)***
	0.732

(0.000)***

	LNAGE
	-9.667

(0.519)
	-10.404

(0.483)
	
	-202.188

(0.000)***
	-223.42

(0.000)***

	INST
	-1.297

(0.000)***
	-1.331

(0.000)***
	
	-3.006

(0.000)***
	-2.714

(0.000)***

	MS
	0.526

(0.034)**
	0.545

(0.028)**
	
	0.702

 (0.049)**
	0.528

(0.124)

	MKTFEE
	0.365

(0.159)
	0.339

(0.191)
	
	0.460

(0.205)
	0.400

(0.259)

	EXPENSE
	0.223

(0.040)**
	0.211

(0.028)**
	
	-0.824

(0.015)**
	-1.360

(0.000)***

	ALPHABEST
	0.016

(0.372)
	
	
	0.612

(0.000)***
	

	RAWRET
	
	0.022

(0.001)***
	
	
	-0.084

(0.119)

	STD
	-0.010

(0.529)
	-0.033

(0.062)*
	
	-0.303

(0.000)***
	-0.331

(0.000)***

	LOAD
	-1.732

(0.000)***
	-1.766

(0.000)***
	
	-0.989

(0.020)**
	-0.744

(0.070)*

	Fraction Correctly Predicted

Pseudo R-square

No. of Observations
	0.950

0.088

3196
	0.950

0.097

3196
	
	0.950

0.206

2814
	0.949

0.183

2814


This table presents results from estimating a logit model for AD99, which is 1 if the fund had an advertisement in Money in 1999, and 0 otherwise.  INTLBOND, CORPBOND, MUNIBOND, DOMEQ, BALANCE, INTLEQ, and SPECIAL 1 if the fund is in the international bond, corporate bond, municipal bond, domestic equity, international equity, or special equity investment objectives and 0 otherwise.  LNASSETS, LNFAMASS, and LNAGE are the natural logarithm of fund assets, family assets, and age respectively.  MS is 1 if the observation is the class of a MS fund and 0 otherwise.  MKTFEE is 1 if the observation has a 12b-1 fee and 0 otherwise.  EXPENSE is the fund’s expense ratio.  ALPHABEST is the three-year average monthly Jensen’s alpha as measured over the 1996-1998 time frame.  RAWRET is the fund’s raw 1998 return.  STD is the three-year monthly standard deviation of returns from 1996-1998.  LOAD is 1 if the observation has a front-end load, contingent deferred sales charge or level load.  P-values are in parentheses.

*** Significant at the one percent level; ** significant at the five percent level; * significant at the ten percent level.

Endnotes


� Steadman funds have been eliminated from the sample since many of their measures make them outliers.





� We re-estimate the regression using the Jensen’s alpha when the S&P 500 is the market index for equity funds and the Lehman Brothers Government Bond Index is the market index for fixed income funds and the results are qualitatively similar.





� STD represents the 3-year standard deviation of fund returns and is removed as an independent variable when the Sharpe ratio is the dependent variable in the regression since standard deviation is part of the computation of the Sharpe ratio.





� The parameter estimates for the investment objective variables are not shown in the results for convenience, as they are not relevant to our investigation.  The estimates are available from the authors by request.





� All equations were also estimated using a between estimator model and a trimmed sample in which one percent of funds with the highest and lowest alpha values were eliminated.  The results were not significantly different than those using OLS or for the full sample and are not reported here.





� As previously mentioned, sample size constraints preclude separating AD99 by performance for fixed income funds.





� Again variables describing the fund investment objective are omitted from Table 5.





� AGRAPH and APERF were present in only a very small number of fixed income fund advertisements and were excluded from the analysis of fixed income funds. 





� We recognize that Money magazine is not the only outlet for advertising; however, it is the print source for individual investors with the widest circulation as of 1999.  Additionally, Jones and Smythe (2003) find that many of the ads found in Money for specific funds were duplicated in other publications such as Kiplinger’s and Business Week.  To the extent that our variable AD99 measures the propensity to advertise, we feel this analysis is informative.  Nonetheless, we are cautious about making broad generalizations.
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