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firms
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Paper’s Hypotheses

. Bond prices fall

. Because of concave performance/flow relationship, fund
investors redeem massively

. To meet redemptions, funds sell bonds
. Bond prices fall further, creating a downward spiral
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These Are (Largely) Old Hypotheses

Time, 1959 Kaufman, 1994
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Do Bond Fund Investors React Stronger to

Negative Than Positive Returns?
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Investors in Individual High-Yield Bond Funds
Responded to Returns in Those Funds in Dec 2015

Each dot represents the December 2015 flows and returns to a given fund
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*Percentage flows are estimated flows as a percentage of their previous month-end assets.

Note: Data exclude mutual funds that invest in other mutual funds, variable annuities, any fund with less than $10 million in total net assets, and funds
specifically designed for frequent trading.

Source: Investment Company Institute tabulations of Morningstar data
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Investors in Poorest Performing High-Yield Funds May
Have Responded Somewhat More Strongly

Each dot represents the December 2015 flows and returns to a given fund
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*Percentage flows are estimated flows as a percentage of their previous month-end assets.

Note: Data exclude mutual funds that invest in other mutual funds, variable annuities, any fund with less than $10 million in total net assets, and funds
specifically designed for frequent trading.

Source: Investment Company Institute tabulations of Morningstar data
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Aggregating Flows to High-Yield Funds In Given Months
Makes Things Look Different (Jan 2008 — Feb 2016)

Each dot represents aggregate flows and category returns for all high-yield funds for a given month
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High-yield mutual fund returns

*Percentage flows are estimated flows as a percentage of their previous month-end assets.

Note: Data exclude mutual funds that invest in other mutual funds, variable annuities, any fund with less than $10 million in total net assets, and funds
specifically designed for frequent trading.

Sources: Investment Company Institute and Morningstar
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With Aggregate Flows to High-Yield Funds, Relations
Is Convex, Jan 2008 — Feb 2016

Each dot represents aggregate flows and category returns for all high-yield funds for a given month
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High-yield mutual fund returns

*Percentage flows are estimated flows as a percentage of their previous month-end assets.

Note: Data exclude mutual funds that invest in other mutual funds, variable annuities, any fund with less than $10 million in total net assets, and funds
specifically designed for frequent trading.

Sources: Investment Company Institute and Morningstar
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Do Bond Fund Investors Redeem Massively

When Faced With Shocks?
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Bond Mutual Fund Investors Redeem Only Moderately
Evidence from Aggregate Corporate Bond Fund Flows

Net new cash flow as a percentage of assets; monthly, January 2006—February 2016
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Note: Data exclude high-yield funds designated as floating rate funds. Data also exclude funds with less than $10 million in average total net assets, mutual
funds that invest primarilyin other mutual funds, and data for funds in any fund-month where a merger or liquidation takes place.
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Why Are Bond Fund Flows So Modest Despite Shocks?

December 2015

Household and institutional ownership of U.S.  Percent of U.S. long-term mutual fund assets
long-term mutual funds in retirement accounts*

Households - Other assets in long-
O,
95.04’/‘ term mutual funds
47.5%

Retirement
accounts®
Institutional investors 52.5%
5.0%

US long-term mutual fund assets: $12.9 trillion

*Retirement accounts include defined contribution plans, e.g., 401(k) plans, as well as IRAs.
Source: Investment Company Institute
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Another Reason Fund Investors Don’t React Strongly: We Tell
Them To Stay The Course

SmartBenefits

Live smart, plan smart.

Keep a Long-Term Investment Focus

It's hard to ignore the blaring headlines about stock market volatility, which tempt investors to quickly
buy what's hot or dump what's not. Chasing trendy fund formances isn't the a o investing
for your retirement. Instead, it generally requires an unwavering, long-term perspective.
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Do Fund Flows Have Big

Effects on Bond Prices?
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U.S. Corporate Bond Mutual Funds Hold Small Share
Total U.S. Corporate Bonds Outstanding

Billions of dollars; year-end, 2006—-2015

B Other investors' holdings of U.S. corporate bonds
W Corporate bond funds' holdings of U.S. corporate bonds 7 457 7,846

6544 6618 0%

8,158

5,935
5,418 ’
4843 2224
U.S. corporate
debt outstanding
4 00 630 689 681 733

2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

Percent of total: 6.9 6.8 6.0 8.4 8.9 9.5 9.8 9.1 9.2 9.3

Note: Corporate bond holdings by bond mutual funds are estimated from data collected in an ICI survey. Data exclude assets in ETFs and money market

funds, and mutual funds that invest primarily in other mutual funds.
Sources: Investment Company Institute and SIFMA
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Do Corporate Bond Fund Flows Have Big Spillover
Effects on Corporate Bond Prices?

» Evidence on spillovers from fund flows: tenuous

» “exploratory”
» faces fundamental chicken-and-egg problem (see appendix slides)

» Spillover effects: if there, are small
» 8.79% monthly outflow (3 times bigger than any month since January 2000)
» => 33 bps reduction in returns of corporate bond funds over 1 month
» Easily lost in noise (corporate bond daily return variability: 28 bps, 2010-2015)
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Reconsidering the Research Agenda:

Explaining Why Long-term Mutual Fund
Investors Redeem So Little
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Reconsidering the Research Agenda

»Most enduring and salient stylized fact about long-term fund
investors: they trade little, even in the face of significant shocks

»Research challenge: build models fitting stylized fact

»Advantage of this approach: will help indicate when long-term
funds might or might not pose risks
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Thank You
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Appendix
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Funds Are Not Only Bond Market Participants:
High-Yield Mutual Fund Share of High-Yield Bond Market

Billions of dollars; year-end, 2000-2016*

B Others' holdings of high-yield debt 1304 1,344

I Total net assets of high-yield bond mutual funds 1,164 1,213 1,211
1,020 954
803
cgg 625 639 68 672
427 459
THLLRARL

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016*

Percent of total
32.2 28.9 22.2 245 23.0 20.7 20.6 21.1 22.0 21.2 19.2 22.1 22.8 21.3 193 19.1 18.8

*Data are as of February 2016.
Note: Data exclude high-yield funds designated as floating rate funds. Outstanding high-yield bonds measured as the market value of the bonds in the BofA

Merrill Lynch US High Yield Index. Data exclude funds that invest primarily in other funds.
Sources: Investment Company Institute and Bloomberg
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Funds Are Even Smaller Share of Bond Market Trading:
High-Yield Mutual Fund Share of High-Yield Trading Volume

Percentage; monthly, July 2014—February 2016

16
14 Market share as of February 2016:
18.8%

N—"

12

Average: 9.5%

Juu Aug Sep Oct Nov Dec Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec Jan Feb
2014 2014 2014 2014 2014 2014 2015 2015 2015 2015 2015 2015 2015 2015 2015 2015 2015 2015 2016 2016

Note: Data exclude high-yield funds designated as floating rate funds. Aggregate data for high-yield 144A transactions are only publicly available starting
July 2014.
Sources: Investment Company Institute and Bloomberg
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Do Fund Outflows Have Significant Macroeconomic Effects?
Evidence from Vector Autoregressions (VARSs)

» Paper uses VARs to argue that fund outflows lower corporate bond prices and
consumption
» Analysis faces fundamental chicken-and-egg problem: VARs are unidentified
» Do fund flows cause/lead bond prices or the reverse?
» Similar to age-old problem in macro: which came first, monetary policy, inflation, or GDP?
» Unclear how to avoid problem with quarterly, monthly or weekly data

» Econometric packages implicitly solve this problem for users
» Packages make ad-hoc assumption that chickens come before eggs
» Results typically quite different by forcing packages to assume eggs come before chickens
» Cooley and Leroy, 1985; Stock and Watson, 2001; Collins and Plantier 2014
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Do Corporate Bond Fund Outflows Affect Bond Returns?

Evidence from 3-equation VARs (Impulse Response Functions)
Response of corporate bond yield spread (BofA Merrill BBB OAS) to fund outflows

80 Order of variables in VAR:

fund flows; fund returns; yield spread

Effect is 4 times bigger than in

60 Goldstein et al (2016)

40 95% confidence interval for
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Quarters after shock to outflows

Note: Fund flows as a percent of previous quarter assets (ICl corporate bond funds, plus high-yield, plus strategic income), 1997:Q1-2015:Q4.
Sources: Investment Company Institute, Federal Reserve Board of St. Louis FRED, Morningstar
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Do Corporate Bond Fund Outflows Affect Bond Returns?

Evidence from 3-equation VARs
Response of corporate bond yield spread (BofA Merrill BBB OAS) to fund outflows

30 Order of variables in VAR:

If we change how we order the variables in our econometric fund returns; yield spread; fund flows
60 package, fund flows do not have any effect on corporate bond

spreads
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Quarters after shock to outflows

Note: Fund flows as a percent of previous quarter assets (ICl corporate bond funds, plus high-yield, plus strategic income), 1997:Q1-2015:Q4.
Sources: Investment Company Institute, Federal Reserve Board of St. Louis FRED, Morningstar
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