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Abstract

This article investigates the effect of multiple-share classes on mutual fund composition. Using 10
annual samples of data, we find that before the mass adoption of multiple-share classes, load funds
held less cash relative to no-load funds. However, after most load funds had adopted multiple-share
classes, we find no difference in cash held between load and no-load funds. Thesc results suggest that
the rise of multiple-share-class funds has reduced the compositional advantages of load funds, and
hence makes the case for investors to hold single-class, no-load funds. © 2004 Academy of Financial
Services. All rights reserved.
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1. Introduction

One of the most significant recent developments in the mutual fund industry has been the
rise of multiple-share-class funds. Just like other mutual funds, multiple-share-class funds
represent a portfolio of underlying assets. However, unlike other funds, they have different
share classes differentiated only by how investors pay fees. For example, a single-class fund
only has onc fee structure, whereas a multiple-share-class fund can have two, three, or cven
four different fee structures on the same underlying portfolio.

To understand the impact of multiple-share-class funds consider that at the end of
December 1991, the Morningstar mutual funds database indicated that there were 2,373
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funds. By the end of December 2000, the same database indicated that there were 12,029
funds; a more than 5-fold increase in 9 years. However, since each share of a multiple-
sharc-class fund is counted as a separate fund by Morningstar,' these numbers are completely
overstated. Indeed, when multiple share classes are adjusted for, the numbers drop to 2,322
funds at the end of December 1991 and only 5,349 funds by December 2000. Hence, the rise
of multiple-share-class funds is responsible for about 69% of the increase in the reported
number of funds over this period.

The massive rise in the number of multiple-share-class funds is due to the adoption of rule
[8f-3 by the United States Securities and Exchange Commission (SEC) in 1995. Although
some funds were able to obtain exemptions allowing them to offer multiple share classes
before 1995, it was this rule change that was the real start to so many funds adopting the
multiple-share-class fee structure. The rationale behind the rule adoption was essentially
threefold. First, the different share classes would increase investor choice without raising
costs to investors as they would now be able to choose the fee structure that best suited them
without the funds having to pay the costs of creating several funds. Second, the multiple
share classes would result in larger asset bases which in turn would allow funds to realize
economies of scale and hence achieve lower costs for investors. Third, the fee structures of
multiple share classes could be used as a way of compensating brokers for selling their funds.
For example, the brokers would receive parts of the fee charged by the multiple share class
in exchange for selling the investor the fund. In this way funds could more easily sell their
funds via brokers.

Although the intentions of rule 18f-3 scem quite positive for investors, many of the
effects of the rule change have actually been quite negative for investors. For example,
one of the most obvious problems with multiple-share-class funds is that mutual fund
fees have become more complicated for investors. Indeed, just as investors were getting
used to the distinction between load and no-load funds, the industry adopted an alphabet
soup of fund share classes that investors have to sift through. This sentiment on the
added complexity of the multiple share classes was conveyed by the former SEC
chairman, Arthur Levitt, when he stated the following at the annual meeting of the
Investment Company Institute in May 1998:

“Do you really expect investors to understand the alphabet soup of A, B, C, D, I, Y and Z
shares? To figure out what combination of front-end loads, (back-cnd loads), 12b-1 charges,
commissions and who knows what clse they’re paying? You've got to do a better job of
making sure that those who sell funds also explain the costs of investing.”

Another problem with the share class funds is that despite the intentions stated above,
early evidence seems to show that the advent of multiple-share classes has not reduced fees
for investors, and may actually have slightly increased the fees. Research by Lesseig, Long
and Smythe (2002) has found that for the period 1995-1997 that multiple-share-class funds
actually have slightly higher base cxpense ratios than single-class funds. Such research
findings arc not surprising given that other research (e.g., Ferris & Chance, 1987; Trzcinka
& Zweig, 1990) has found that the implementation of 12b-1 fees has not led to lower
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cxpenses for investors despite the mutual fund industry claims to the contrary when they
argued for the change in the SEC rules.*

Finally, in maybe the most ncgative consequence of multiple share classes, O’Neal
(1999) has found that the introduction of multiple-share classes has given rise to broker
compensation arrangements that can be quite different across share classes. For example,
brokers may receive more compensation for selling a deferred-load class share rather
than a front-load class share. O’Neal documents that such incentives have lead to clear
conflicts of interest. Indecd, he states that due to multiple share classes “brokers may put
their own interests ahcad of customer interests.”” Given the added complexity of the
share classes and hence the likely greater need for financial advisors, this result is
particularly negative for investors as they could be unknowingly sold the wrong sharc
class by brokers.

The purpose of this article is to examine yet another negative aspect of the advent of
multiple share classes that has heretofore not been examined by the literature. Specifi-
cally, in this articlec we examine the effect of multiple-share classes on mutual fund
composition. This is an interesting question because before the rise of multiple share
classes, a number of papers suggested, both theoretically and empirically, that the load
structure of the fund had an effect on the composition of the fund. For example, Chordia
(1996) and Nanada, Narayanan, and Warther (2000) theorized that since load funds are
better able to discourage redemptions due to the load fees, they can hold less cash and
less liquid securities than similar no-load funds. Chordia further theorizes that funds with
deferred loads will be better able to dissuade redemptions than front-load funds since the
investor has to face the direct costs of redeeming their shares as comparced to the already
sunk costs of a front load. Chordia empirically documents his theoretical predictions
using fund composition data for equity funds in the 1980s and very early 1990s. He finds
clear evidence that deferred-load funds, and to a lesser extent front-load funds, do in fact
hold less cash and less liquid securities as compared to no-load funds.

In this article, we examince the question of how the advent of multiple share classes has
affected this relationship between load structure and mutual fund composition. The basic
idea is that with the rise of multiple share classes, load funds may no longer have the
same compositional advantages as described by Chordia. For example, a fund that 10
years ago was a single-class deferred-load fund is now very likely a fund that has a
front-load share class, a deferred-load share class, a level-load share class, and possibly
even an institutional investor share class. As a result, the fund may no longer hold less
cash than a similar no-load fund as the fund manager may have to guard against
redemptions coming from the other share classes. In other words, the compositional
diffcrences between load and no-load funds may have disappeared, as there are very few
single-class load funds now available to investors. As a result, any compositional
advantage gained by load structure in the past may now be compromised with the growth
of multiple share classes.

The organization of the rest of this article is as follows. Section 2 provides some brief
background on mutual fund share classes. Section 3 describes the data. Section 4 presents the
methodology and Section 5 describes the results. Finally, in Section 6 we present our
conclusions and implications of the results.
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2. Brief background on mutual fund share classes

Although there are exceptions, there currently exist four basic types of mutual fund share
¢}
classes:

I. Front-load-class shares. This type of share class has a front load and an annual
distribution fee (12b-1 fee). The front load is paid when the investor initially invests
while the 12b-1 fee is deducted periodically. This share class is typically called the
A-share class.

2. Deferred-load-class shares. This type of share class has a deferred load and a 12b-1 fee,
which is usually higher than the 12b-1 fee on front-load class shares. The deferred-load
1s only assessed if the investor redeems shares within a certain period of time. The
deferred load typically declines with each year the investment is held so that the
deferred load cventually disappears if the fund is held for a significantly long period.
At the time when the deferred load goes to zero, the shares are typically converted (o
front-load class shares and thereafter are subject to lower 12b-1 fees. This share class
is typically called the B-share class.

3. Level-load-class shares. These share classes typically have very low deferred or front
loads (about one percentage), with the deferred load going to zero after the first year.
[n addition they have a higher 12b-1 fec that, unlike the deferred-load class, stays at the
high level throughout the lifetime of the investment. This share class is typically called
the C-share class.

4. Institutional-investor-class shares. These are share classes that often have very low or
no front, deferred, or 12b-1 fees. This share class is only available to institutional
mnvestors. This share class is typically called the Y-share class.

Note also that while the share classes described above are typically called, A-, B-, C-, and
Y-share classes, this is by no means a universal convention. Some fund companies use
completely different notation to describe these share classes.

For the typical noninstitutional investor, the decision to use a front-, deferred-, or
level-load-class shares is largely based upon the expected holding period of the investment.
For long-term investors, front-load class shares are considered the best option as the investor
is subject to lower 12b-1 fees. For the intermediate term investor, deferred-load class shares
are considered the best as there are no front loads and only low deferred-loads. Finally, for
short-term investors the level-load-class shares are the optimal choice, as these share classes
have little or no front/deferred loads.

3. Data

To examine the cffect of the rule 18f-3 on the composition of funds we utilize mutual fund
data from Morningstar’s January (which has data up through the end of December of the
previous year) data disks from 1992 to 2001.” The composition data arc based on Morn-
ingstar’s own quarterly survey of fund holdings and annual and semiannual mutual fund
disclosure reports. These data include information about the percentage of cash, stocks,
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bonds held, size of the stocks held, and other information such as portfolio turnover and
expense ratios.”

Our fund selection criterion is the following. For cach of the January Morningstar data
disks from 1992 to 2001, we sclect all diversified domestic equity funds, that is, funds with
styles of prospectus objectives of Aggressive Growth, Equity-Income, Growth, Growth-
Income and Small Company, that had at least three years of return history and contained total
assets of 20 million or more at the time of the data disk.” Hence we have ten separate samples
of mutual funds.

FFor each of the 10 samples of mutual funds, we then define whether the fund in the sample
is a single-share-class fund or a multiple-share-class fund. This was by far the most laborious
aspect of the data collection as the Morningstar disks do not separate funds into thesc
categories and because the fund industry has no set standards on the naming of multiple share
classes.

As a general rule, the process of determining whether a fund is multiple-share-class fund
or not is to examine the fund name. Most multiple-share-class funds use an alphabetical letter
or other code at the end of the fund’s name, for cxample, Alliance A, Alliance Ady, and so
forth.'” However, there are a reasonable number of multiple-share-class funds that do not usc
these letter/codes and a few seemingly single-class funds that do use these letter/codes at the
end of their name. To deal with these issues, we define multiple-share class and single-class
funds using the following process:

I. For each of the 10 disks, we sample all diversified domestic equity funds, including the
funds with less than three years of return history and 20 million in net assets. Then for
cach of 10 samples of funds (1992-2001), we then sort the funds by the fund name.
Within each annual sample, if we find that a fund has a similarly named fund(s) with
the same composition data, that is, the same percentage of cash held, and so forth, then
it is deemed a multiple-share-class fund.

2. In the cases where a fund has a letter or another often-used code for a multiple-share
class at the end of its fund name, but does not have another fund listed in the
Morningstar data, we then check the Morningstar “Analysts Review” page (for the disk
of that sample) for further information to determine if that fund has a multiple share
class or not. The Analysts Review sometimes provides background information on the
fund such as whether it has different share classes. If the Analysts Review states that
the fund does have multiple-share classcs, we assume that this fund is a multiple-
share-class fund.

If the fund was still classified as a single-share class fund after steps | and 2, then the

fund was deemed to be a single-class fund.

(OS]

The next step in the data gathering was then to create three groups of funds for each of
the ten samples of funds. The three groups were:

I. Single-class, no-load funds. These are funds that at the time of the data disk were
classified as single-class funds and had no front or deferred load and had no 12b-1 fees.
2. Deferred-load funds. These are funds that had four percentage or higher deferred-loads
at the time of the data disk. We use the four percentage criterion so as (o insurc that
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the load is sufficient enough to dissuade redemptions.'' Note that the all deferred-load
funds whether single class or multiple-share class are included.

3. Front-load funds. Similar to the deferred-load fund group, these are funds that had four
percentage or higher front loads at the time of the data disk regardless of their share
class status. As with the deferred-load fund group, all the front-load funds whether
single class or multiple share class are included.

As should be clear from the above, the deferred- and front-load fund groups will share
many of the same funds due to multiple share classes. That is, one fund may have a front load
share class and a deferred load share class. As a result, in the analysis we do not statistically
compare the results of deferred-load funds with front-load funds.

Table | presents some information on the samples used in the analysis. It shows the
number of deferred-load, front-load, and single-class, no-load funds in each of the ten
samples. The table also shows, for each of the ten samples, the percentage of the deferred-
and front-load funds that have multiple-share classes (columns 3 and 6). As is clearly seen,
the percentage dramatically rises over the 10 years, especially after 1995, the year when rule
181-3 was formally adopted. Indeed, by the 2001 sample, 95% of front-load funds, and an
amazing 99.7% of deferred-load funds were part of multiple share class structures.

Table 1 also shows the percentage of deferred- and front-load funds that had level load
and/or institutional share classes (columns 4 and 7). Similar to the rise in multiple-share
classes, the table shows that by 2001 most load funds adopted the use of level-load and or
institutional share classes. By the 2001 Morningstar disk, 90% (80%) of the deferred (front)
load funds had level-load and or institutional-share classes.

4. Methodology

For the methodology we use an approach similar to Chordia (1996) in which we regress
various variables against the percentage of cash held by the mutual fund. Specifically, for
each annual sample, we examine the following equation:

Cash; = oy + B,(Deferred;) + B,(Turnover;) + B3(LNSize;)
+ Bu(AggressiveGrowth;) + Bs(Equitylncome;)
+ Be(GrowthIncome,) + B,(SmallCompany,) + Bg(Index;) + ¢;, (1)

where Cash; = the percentage of holdings that are held in cash and cash equivalents for the
ith mutual fund.

Deferred, = a (0,1) dummy variable where funds with four percentage or higher deferred
loads are coded as 1, and single-class, no-load funds are coded as 0. We also define a separate
(0,1) dummy variable, Front, for another specification of equation (1), where funds with four
percentage or higher front loads are coded as 1, and single-class, no-load funds are coded as
0.

Turnover; = the turnover ratio for the ith fund.

LNSize; = the log of net assets held by ith fund,
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Aggressive Growth,, Equitylncome;, Growthlncome, and Small Company, arc (0,1)
dummy variables to control for style effects.

Index; is a (0,1) dummy variable for index funds.

Hence, the reference group for the equation is the single-class, no-load, nonindex, growth
funds.

The use of the turnover, size, and index variables controls for other effects. Specifically,
the turnover variable is used to account for the fact that funds with high turnover do not need
to hold as much cash as other funds since the turnover itselt provides some liquidity. Similar
to Chordia (1996), LNSize 1s used to control for any size ctfects. Finally, the index variable
is employed since index funds will disproportionately carry less cash than other funds.'?

5. Results

The results of the paper are presented in Tables 2-7. For ease of exposition, we have
organized this scction into six subsections: cash held by deferred-load funds relative to
single-class; no-load funds; cash held by front-load funds relative to single-class, no-load
funds; further analysis of the pooled regressions; level-load and institutional-share classes; a
robustness check on fund flows; and median market capitalization results.

5.1. Cash held by deferred-load funds relative to single-class, no-load funds

Table 2 shows the results of Eq. (1). The equation is estimated for each of the annual
samples from 1992 to 2001. The results on the annual samples from Table 2 show that
deferred-load funds do generally hold less cash than single-class funds as ninc of the ten
coefficients for Deferred are negative. While none of these nine coefficients are significant,
the magnitude of the coefficients does decline after 1995, indicating that there is some
evidence that the ability of deferred-load funds to hold less cash than single-class, no-load
funds wane as rule 18f-3 was formally implemented. Indeed, the simple average coefficient
for Deferred is some eight times higher for the period 1992-1995 than the period 1996
2001. Hence, around the time that many deferred-load funds changed from being single-class
funds to multiple-share-class funds, we see a change in the composition of deferred-load
funds rclative to single-class, no-load funds.

In terms of the other coefficients, we find, not surprisingly, that index funds generally hold
significantly less cash than other funds. Furthermore, the Turnover variable is often signif-
icant but the direction of the relationship with cash held is unclear as the results show both
negative and positive coefficients. Finally, the coefficients for fund style are not consistently
significant, although the signs on the coefficients indicate that equity-income and growth-
income funds tend to hold less cash than Growth funds.

At the bottom of Table 2 we present a simple pooled regression analysis to better
investigate the issue of change in the amount of cash held by deferred-load funds before and
aflter the implementation of rule 18f-3. To conduct the analysis we created two pools of data.
The first contains all the observations from the samples 19921995 (prerule 18f-3), and the
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second includes all the observations from 1996 to 2001 (postrule 18f-3). We then use annual
dummies to control for effects of year, that is, Dum92, Dum93, and so forth The results of
the pooled regression analysis show that the amount of cash held by deferred-load funds is
significantly less than that of single-class, no-load funds during the pre-18f-3 period.
However, after rule 18f-3, the results indicate that while the cash held by deferred-load funds
is less than single-class, no-load funds, it is only marginally less and not significant.
Before moving on, we should state that the pooled results at the bottom of Table 3 must
be interpreted with caution. Since funds that are listed in one annual sample arc often in
another annual sample, the pooled regression is subject to serial correlation. For example, the
1992 sample will contain an observation for the cash held by a fund in late 1991 (again the
cash held data in the January 1992 Morningstar data are usually based on the quarter before
the disk 1s published). The 1993 sample, which is pooled with the 1992 sample, may contain
an observation for the cash held by this same fund in late 1992. Since the two observations
are correlated and since they are in the same pooled sample, the pooled regression estimates
are influenced by serial correlation. This will lower the standard errors, hence producing
significant coefficients when in fact they are not significant. To deal with this issue we use
two simple methods which are outlined later in the description of the results of Table 4.

5.2. Cuash held by front-load funds relative to single-class, no-load funds

In Table 3 we present a table similar to that of Table 2, except that it examines front-load
funds rather than deferred-load funds. The results show somewhat similar findings to the
deferred load regressions. Specifically, we see that in the 1992-1994 samples, front-load
funds did hold less cash than single-class, no-load funds as the coefficients for the variable
Front are all negative (however, none are significant). Yet after the 1994 sample, the results
indicate that front-load funds gencrally hold slightly more cash than single-class, no load
funds as six of the seven Front coefficients are actually positive (yet again, none arc
significant). So, again, the results here seem to suggest that around the time that many of the
front-load funds were being converted to multiple-share-class funds, the compositional
differences between front-load funds and single-class, no-load funds disappears. However,
again the results are weaker than what we found with the deferred-load sample.

Also similar to Table 2, we present the results of the pooled regression analysis at the
bottom of Table 3. The results here are again subject to the same serial correlation problem
as those described in Table 2. Nevertheless, the results (although somewhat weak as none of
the Front cocfficients are significant) show a negative coefficient in the pre-18[-3 period and
a positive coefficient in the post-18f-3 period, indicating that the amount of cash held has
changed as rule 18f-3 was implemented.'”

In summary, our results in Tables 2 and 3 indicate that deferred- and, to a lesser extent,
front-load funds held less cash relative to single-class, no-load funds before most funds had
multiple share classes. Conversely, after most funds had started to use multiple share classes,
we find the difference in cash held between load funds and no-load funds is much smaller
and statistically insignificant.
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5.3. Further analysis of the pooled regressions
) 8

Table 4 presents some further analysis of the pooled regressions in Tables 2 and 3. In
order to make sure our results are robust to the serial correlation problem described
above, we used two different mcthodol()gics.14 First, we examine the deferred- and
no-load pooled sample of 1992-1995 using a random sorting methodology where if a
fund is represented more than once in the original pool, we randomly pick one of the
observations to stay in the sample and exclude all the rest. For example, the Vanguard
500 Index fund appears four times (as a single-class, no-load fund) in the original pooled
deferred- and no-load sample of 1992-1995 (used in Table 2). In the random-sorting
mecthod we randomly pick (using a random number generator) one of the four obscrva-
tions to be included in the sample.

We only usc the random-sorting methodology on the deferred- and no-load sample tor
1992—-1995. We do this for two reasons. First, as stated above, the serial correlation in
the original pooled regressions will lead to underestimation of the standard errors and
hence the possibility of identifying an effect as significant when it is not. The only
pooled sample where the coefficient on the load structure (Deferred or Front) was
significant was the deferred- and no-load sample of 1992-1995. Hence, it is important to
see if this significant result is a false positive. Second, the data for randomly distributed
pooled regression is extremely onerous to construct as the procedure requires us to
identify all fund name changes, mergers and liquidations to insure that a fund is only
occurring once in the sample. Indeed, if we went just by the names of the Tunds, we quite
often would include the same fund twice or more as its name might have changed during
the period 1992-1995.

Given this difficulty in tracing funds through name changes and mergers, for the second
methodology we use a nonrandom sorting methodology where we employ the initial time
serics sample and then simply add any new, unique observations from subsequent time series
to the sample. For example, for the 1992-95 pooled samples, we take the all the observations
from 1992 and then add the new, unique observations from the 1993 sample.'” We repeat this
with the 1994 and 1995 time series samples in order to construct a sample of unique
observations. This method is much less time consuming than the first method as we do not
have to determine if a fund has changed its name, merged or liquidated. Due to the case of
this method, we usc it on all four pooled samples (deferred- and no-load 1992-1995,
deferred- and no-load 19962001, front- and no-load 1992—1995, front- and no-load 1996
2001).

The results of using the methodologies on the pooled samples arc shown in Table 4. The
table shows that the findings of both the random and nonrandom sorting of the deferred- and
no-load sample of 1992-1995 are consistent with the results reported in Table 2. Both the
random-sorting and nonrandom sorting pooled regressions show that deferred-load funds
held significantly less cash and the finding is still significant (though at the 10% level). The
results for the other pooled samples are also consistent with the pooled results reported in
Tables 2 and 3.
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54. Level-load and/or institutional share classes

Our results show that the amount of cash held by load funds (particularly deferrcd-load
funds) is considerably less than that held by no-load funds before 1995; however, alter this
period we find little difference in the amount of cash held between load and no-load funds.
Our explanation up to this point for the change in cash held is the rise of multiple-share
classes. In other words, the rise in the use of multiple-share classes by load funds blurred the
line between load and no-load funds causing previously load funds to be more like no-load
funds in terms cash held. However, the tests in Tables 2—4 do not directly examine if the rise
in share classes is causing the change in cash held by load funds. Indeed, there could be other
effects that are causing this change.

[n this section, we attempt to dircctly investigate the effect of multiple-share classes on
cash held. To do this we take a slightly different approach than before. Instead of cxamining
load funds relative to single-class, no-load funds, we instcad examine just load funds. More
specifically, we examine the cash held by deferred-load funds with level-load and/or
institutional-share classes relative to other deferred-load funds. The rationale for this test is
that funds with these types of share classes, should, on average, hold more cash than other
deferred-load funds as level-load and institutional-share classes do not impose severe
redemption penalties. Hence, by examining cash held by deferred-load funds with these share
classes versus other deferred-load funds we can directly test if the share class effect itself is
causing the changes in composition or not,

To test for these effects we examine Eq. (2):

Cash; = ay + B(LowLoad;) + B,(Turnover;) + B5(LNSize;)
+ Ba(AggressiveGrowth,) + Bs(EquityIncome))

+ Bs(Growthincome;) + B,(SmallCompany;) + Bg(Index;) + e, (2)

where LowLoad; = a (0,1) dummy variable. A 1 denotes a deferred-load fund that has a four
percentage or higher deferred load and yet also has a level-load and or institutional-share
class. A O indicates a deferred-load fund with at least a four percentage deferred load and yet
does not have a level-load or institutional share class.

The reference group for Eq. (2) consist of growth, nonindex deferred-load funds without
level-load and or institutional share classcs.

Note that only deferred-load funds are considered in Eq. (2) as results in Tables 2—4 were
stronger for deferred-load funds in terms of being able to hold significantly less cash than
no-load funds before the mid-1990s. Note that we tried a specification of Eq. (2) in which
front-load funds were used. The results were similar to those reported below for deferred-
loads and are available upon request.

The results for Eq. (2) are reported in Table 5. Only the results for the 1995-2001 samples
are shown, as the 1992-1994 samples do not contain enough funds with level-load and or
institutional share classes. The results show that in six of the seven samples (the only
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Table 5

Relationship of cash held and load structure: deferred-load funds with level-load-share and or institutional-
investor-share classes versus other deferred-load funds Equation Estimated: Cash; = «, + fB,(lowload;)
+ B,(Turnover;) + B3(LNSize;) + B,(AggressiveGrowth;) + Bs(Equitylncome;)

+ Be¢(GrowthIncome;) + B5(SmallCompany;) + Bg(Index;) + ¢;.

Year of Constant  Lowload Turnover LNSize Aggressive Equity- Growth- Small Index  R-squared N

Morningstar Growth Income Income Company

Data

1995 3.243 1.124  0.004 0.715  —2.845 3.485 =1.937 =]1691 NA  0.092 52
(0.742)  (0.585) (0.252) (0.971) (0.825) (1.022)  (0.733) (0.686)

1996 1.044 2.486%  0.002 0.859% =3.227 =0.323 =137 1322 NA  0.140 67
(0.303)  (1.814) (0.173) (1.686) (1.316) (0.112)  (0.908) (0.723)

1997 5.260%* 0:598 —0.011 0598 =3601* =2208 =2496 =2747* NA  0.081 108
(1.765)  (0.492) (1.020) (1.415) (1.758) (1.012)  (1.588) (1.648)

1998 5:082% %% DU F1*E —0.024%x 01198 —1.732 =3.014*% —1.941* —0.211 —2.665 0.104 183
(2.676) (2.212) (3.188) (0.675) (0.962) (1.877)  (1.699) (0.168)  (0.6306)

1999 3.687%% 0394  —0.010%  0.512%% —1.546 0.522 —-0.452 1.125 —3.726 0.053 241
(2.181)  (0.440) (1.843) (2.079) (1.016) (0.385) (0.494) (1.074)  (0.948)

2000 2.690 1.234  0.015*** —0.154 0.131 0.425 0.067 2.237%*%  —2.400 0.065 320
(1.617)  (1.171) (2.746) (0.662) (0.096) (0.301) (0.077) (2.163)  (0.792)

2001 2.766%*% 0342 0.012%*¥* 0251 —0.466 =1.647 =1.111 0.792 —0.998 0.058 390

(2.151)  (0.375) (2.988) (1.354) (0.420) (1.463) (1.616) (1.053)  (0.469)

The year of Morningstar data corresponds to the January of the year indicated. Cash is the percentage of fund’s
holdings that are held in cash and cash equivalents. Lowload is a dummy variable coded 1 for deferred-load funds
(with 4 percent higher loads, three years of return history and 20 million in net assets) that have a level-load and
or institutional-share class and 0 for other deferred-load funds. Turnover is the turnover ratio for fund. LNSize
is the log of net assets held by fund, AggressiveGrowth, Equitylncome, GrowthIncome and Small Company are
dummy variables for the styles of funds. Index is a dummy variable for index funds. The subscript i represents
the ith mutual fund. The reference group is the growth, non-index, deferred-load funds that did not have level load
or institutional share classes. T-statistics are in parentheses.

- - .

, % % denote significance at the one, five and ten percent levels respectively.

exception is 2001), the coefficient for lowload is positive indicating that funds with level-
loads and or institutional share classes held more cash than other deferred-load funds.
Moreover, two of the six coefficients are statistically significant.

These results provide cvidence that the multiple-share-class effect is a direct cause of
our results in Tables 2—4 showing deferred-load funds held lower amounts of cash
relative to no-load funds before the mid-1990s and yet held similar amounts of cash after
this time. Table | illustrates that most deferred-load funds adopted multiple-share class
structures with level-load and or institutional-share classes in the mid to late 1990s. In
fact by 2001, 350 of the 390 deferred-load funds in our sample (90%) had multiple share
classes with level-load or institutional-share classes. The results of Table 5 indicate that
deferred-load funds with level-load and or institutional share classes held more cash than
other deferred-load funds. These two results, taken together, explain why deferred-load
funds would hold lower amounts of cash relative to no-load funds before the mid 1990s
and yet hold similar amounts of cash relative to no-load funds after the mid 1990s: the
rise of multiple share classes, particularly level-load and institutional share classes, has
caused these previously single-class, deferred-load funds to be more wary of redemp-
tions.
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Table 6

Flow data equity matual funds

Year Net New Cash flows to Total Equity Mutual Funds Percentage of Net New Cash
Equity Mutual Funds Assets Flows of Equity Mutual
(in billions of dollars) (in billions of dollars) Funds as a share of Total

Equity Mutual Fund Assets

1990 12.90 239.50 539

1991 39.90 404.70 9.86

1992 79.00 514.10 15.37

1993 127.30 740.70 719

1994 114.50 852.80 13.43

1995 124.40 1249.10 9.96

1996 216.90 1726.00 1257

1997 227.10 2368.00 9.59

1998 157.00 2978.20 5.2i

1999 187.70 4041.90 4.64

2000 309.40 3962.00 7.81

2001 31.90 3418.20 0.93

Data are from the 2002 Mutual Fund Factbook, Investment Company Institute, p. 25 and p. 62

5.5. Robustness check on fund flows

Another possible explanation for the result that load funds hold similar amounts of cash
relative to no-load funds in the post 1995 period is fund flows. For example, if most funds
are receiving large inflows of cash, then even no-load funds may not have to hold much in
cash as the new inflows can adequately cover any redemptions. Hence, in periods when there
arc massive inflows, the amount of cash held by load and no-load funds may be similar as
the no-load funds do not have to worry as much about redemptions. Indeed, casual empir-
icism could lead one to conclude that this is the explanation for our results as the late 1990s
were characterized by high returns and high net inflows.

To examine this issue in more detail, we use the ncw net cash flow data from the
Investment Company Institute. Table 6 presents these data. The table shows the net new cash
flow into equity mutual funds, the total equity mutual fund assets, and the new net new cash
flows into equity funds as percentage of total equity mutual funds asscts from 1990 to 2001.
The last measure provides an adjusted measure of the net new cash flows.

Table 6 shows that net new cash flows into equity funds as percentage of the total actually
increascd the most in 1992-94; a period when load funds held less cash than no-load funds.
These results suggest that our findings on cash held by load funds are not simply a result of
fund flows.

5.6. Median market capitalization results

As stated in the introduction, Chordia (1996) theorized that load funds (particularly
deferred-load funds) will hold less liquid stocks than similar no-load funds as the load
structure should prevent redemptions, hence freeing the manager to be in less liquid and




52 M.R. Morey / Financial Services Review 13 (2004) 33-56

higher yielding investments. Chordia then went on to empirically document this theory by
using the size of stocks held by equity funds as a proxy for liquidity. Specifically, he found
that load funds tended to hold stocks of smaller capitalization than no-load funds.

In an effort to test this issue with more current data, we use median market capitalization
data available from the Morningstar disks.'® Table 6 presents the mean median market
capitalizations of deferred-, front- and single-class, no-load funds.'’

Unlike the results presented by Chordia, our results illustratc no discernable pattern
between the load structure and the size of the companies held by the fund (Table 7)."" In fact,
the results indicate that load funds actually have higher median market capitalizations than
no-load funds. Indeed, in only four of the 100 cases (ten cases for each of the ten years) does
the load fund group have significantly lower mean median market capitalization than the
no-load group. Comparatively, in 12 of the 100 cases the load group has a significantly
higher mean than the no-load group.

6. Conclusions

Recent research has suggested that load funds, particularly deferred-load funds, should be
able to hold less cash and less-liquid sccurities than similar no-load funds, as the existence
of a load will dissuade redemptions by investors. However, with the advent of multiple-share
classes, the lines between load and no-load funds have become blurred. This paper has
investigated the impact of these multiple-share classes on load and no-load mutual fund
composition.

Using ten annual samples of mutual fund data, we find that before the mass adoption of
multiple-share classes, load funds held less cash relative to single-class, no-load funds.
However, after most load funds had adopted multiple-share classes, we found the difference
in cash held between load funds and no-load funds to be much smaller if a difference
emerged at all. We also found that there was no discernable pattern between the Joad
structure and the liquidity of the asscts held by the fund. In fact, the results indicate that load
funds often held more liquid assets (as measured by median market capitalization) than
no-load funds.

The implications from our results are twofold. First, our results show that investors, if they
have a choice, should hold single-class, no-load funds as opposed to load funds as there is
no compositional advantage in owning load funds anymore. Indeed, these results add to a
growing literature that has found that there is little difference between load and no-load funds
except for the load charge itself. For example, Elton, Martin, Gruber, Das and Hlavka (1993),
Grinblatt and Titman (1994) and Morey (2003) have all found that before loads are adjusted
for, there is no significant difference in the performance of load and no-load funds. Of course,
after adjusting for the loads, no-load funds significantly outperform load funds.

Second, our results that the compositional advantages of load funds have been compro-
mised with the advent of multiple share classes constitute yet another ncgative quality of
multiple share classes. As stated in the introduction, evidence suggests that multiple-share
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Median market capitalization organized by load structure and style of fund (listed in millions of dollars)

Year of Dataﬁ

1992

1993

1994

1995

1996

1997

1998

1999

2000

2001

Load Aggrcssive Equity- Growth Crowth—
Sturcture Growth Income Income
Deferred Load 1485 8534 4699 5387
Front Load 2331 8474 % %% 5290 7069
S.C. No Load 1689 5047 4395 7254
Deferred Load 1987 6542 4803 7101
Front Load 2292 9157%* 5380 8020
S.C. No Load 1425 6465 5195 7249
Deferred Load 1503 5423 4102 6508
Front Load 1953%* 7175 5132 7875
S.C. No Load 849 6177 4960 7921
Deferred Load 1404 4193 3929 7639
Front Load 1784 6857 5190 7890
S.C. No Load 1626 6276 4622 7407
Deferred Load 2136 7454 7630 9887
Front Load 1986 8882 7593 10840
S.C. No Load 2156 8677 8092 10861
Deferred Load 3253 11446 7445%* 12475%
Front Load 2385 10704 8712 14870
S.C. No Load 2881 10840 10182 15260
Deferred Load 4994 15578 11886 16655%*
Front Load 4326** 14137 12932 19027
S.C. No Load 2228 12896 14728 20938
Deferred Load 9049 17073 23540 21722%
Front Load 7752 19639 22294 31023
S.C. No Load 10444 25362 25451 33539
Deferred Load 17857 24088 40681 39010
Front Load 16609 24583 39227 43224
S.C. No Load 14080 35184 34216 46258
Deferred Load 17002 35646 40005 44499
Front Load 16718 35425 38102 48560
S.C. No Load 17125 39691 34458 47031

Small
Company

444
520
489

488
566
476

560
586
611

653
566
472

775
7145
554

10307
719

1167
983
861

3310
2348
1024

3075
2446
1228

Sample consists of all funds that are: 1) have at least three years old; 2) have a least 20 million dollars in net
assets; and 3) are defined as Aggressive Growth, Equity-Income, Growth, Growth-Income or Small Company
funds at the time they are sampled from the Morningstar data disk. S.C. No Load indicates Single-Class, No-Load

Funds.

classes have created more confusion for investors, have not caused overall fees to be reduced,
and have created conflicts of interests for the brokers who sell the funds. Our results, when
combined with these other cffects, should add to debate in the industry as to whether the
policy of multiple share classes is in the best interest of investors.
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Notes

1. It is interesting to note that the methodology of the well-known Morningstar ratings
system did not even reflect that multiple-share-class funds were the same funds until
June 2002.

2. The Investment Company Act Release No. 1C-20915 details the considerations
leading to the adoption of rule 18f-3.

3. Renberg (2001).

4. Rule 12b-1 allowed funds to issue 12b-1 fees. The rule was implemented in 1980. The
rule allowed funds to charge an additional fee for distribution and marketing of the
fund above and beyond the loads that were imposed.

5. O’Neal (1999), p.76.

6. For a comprehensive analysis of the different fee structures see O’Neal (1999).

7. For this analysis we had access to the January 2002 and January 2003 Morningstar
Data Disks (Morningstar, 2002) but were not able to usc them because new regula-
tions imposed on accessing data. As of October 2001, Morningstar began a policy on
their data disks that makes exporting data from the disk much more difficult unless
substantial fees are paid to Morningstar. For example, for the year previous to October
2001, Morningstar charged around $750 for four quarterly Morningstar Principia Pro
Plus Data Disks. These disks allowed one to easily export as much data as desired
from the disks. However, to get the same exporting access to the four quarterly disks
from October 2001 to July 2002 required $7,500 in addition to the normal costs for
purchasing the disks. If one does not pay the extra $7,500 fee, the disks restrict the
user to just exporting only 100 funds at a time. With over 14,000 funds listed on the
latest disks, this restriction makes exporting the data from the normal disks very time
consuming and difficult.

8. Note that composition data typically dates (however, not in all cases) from the quarter
preceding the date of the Morningstar disk. Hence, the January 1992 disk reports the
composition data for a fund as of September 30, 1991.

9. The exclusion of small funds and young funds was done for two reasons. First, these
funds arc so young and/or small that their basic composition may still be yet to be
determined. Indeed, in the case of very young funds, Morningstar does not have
composition data. Second, this selection criterion is similar to that used by Chordia
(1996), who excluded funds with less than two years of return history and 20 million
in net asscts.

10. Some other code names were Adv, Fid, Ins, Inst, Instl, Is, Prem, Sel, Svc, Tr.

Moreover, some funds have the alphabetical letter attached to the fund name itself,
¢.g. North American Growth and IncomeA.
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. Note that it is never the case where a deferred-load fund (or a front-load fund for the

front-load group) is represented twice in one (annual) sample. If a situation occurs
where a fund has two share classes that each have deferred load (front load) of four
percent or more, then the youngest share class (using the fund inception date) is
removed.

. It should be noted here that we experimented with other control variables for Eq. (1)

(which is used in Tables 2—-6). We used dummy variables for closed funds and
high-initial-purchase funds, yet found that these variables had no cffect on the
overall results.

. Note that we also conducted the analysis for the front-load sample where one pool

used the samples from 1992-1994 and the other pool from 1995-2001. We did this
because the percentage of front-load funds that are multiple-share class actually rises
above 50 percent in 1995 sample; in the deferred-load sample it takes until 1996 for
a majority of the funds to have multiple-share classes. The results of this analysis
also indicated that the coefficient for Front was negative for the early pool and
positive for the later pool and that neither of the coefficients was significant,

. An obvious solution to the problem of serial correlation for a balanced sample is to

use Park’s method which utilizes Seemingly Unrelated Regression. However, we
cannot use Park’s method since it requires that the number of time series is greater
than the number of cross scctions. Moreover, we do not have a balanced samplc. We
could, of course, one with the funds that repeat in cach year, however this would
entail problems from the climination of a large percentage of cases.

- Note that the sample size of the random method and the non-random methods for the

1992-1995 deferred and no-load samples are different. The random method pro-
duces 299 observations and the non-random produces 266. This is because in the
non-random method the new, unique observations represent the funds that have just
obtained three years of return history or have just increased their net assets to 20
million or above. Funds which already had three years of return history and 20
million dollars in net assets and yet appear for the first time in an annual sample after
1992 are not included in the non-random sample. For example a fund that changed
its style from balanced funds to domestic equity funds is not included in the
non-random sample.

In computing the median market capitalization, Morningstar first ranks the common
stocks (domestic and international) in a fund’s portfolio from highest to lowest based
on their market capitalizations. (The market capitalization of a stock is cqual to the
number of shares outstanding multiplied by the current price of the stock.) Then,
they divide the list into five segments, the first quintile represcnting the top 20% of
equity assets, the second quintile encompassing the next 20% of cquity assets, and
so on. Finally, Morningstar identifies the stocks that fall into the third (middle)
quintile of the portfolio, and we calculate the average-weighted market capitalization
of the stocks in this middle quintile. The result is the median market cap. For more
information see the Morningstar Principia Pro Plus Manual (2002).

. Note that the significance tests here always examine whether the mean market
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capitalization of deferred- or front-load group of funds is significantly differcnt from
the single-class, no-load group.

18, It should be noted here we use different data to test this issuc than Chorida (1996).
Specifically, Chorida uses the percentage of stock held by funds in the smallest 10%,
25% and 50% of overall market capitalization.
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