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Executive summary

The majority of investors purchase mutual funds with the assistance of an advisor in both
Canada and the United States (U.S.). However, the calculation of expenses is very different
between the two countries. Research done by Bain & Company, a leading global consulting
firm, indicates that when an accurate comparison of advisor sold funds is made, mutual fund
Cost of Ownership (COO) in Canada is very comparable to the U.S.

There are four key differences between the Canadian and U.S. mutual fund markets that must
be controlled for when making comparisons between the Cost of Ownership for Canadian
versus U.S. mutual funds:

Differences in product type and the need to exclude group mutual funds (e.g. U.S. 401Kk,
Canadian defined contribution) with different advice models and service levels.

Differences in asset mix, such as a higher share of Fixed Income assets in the U.S., and
the need to profile Cost of Ownership separately for each asset type to avoid inaccurate
aggregate comparisons.

Differences in front-end load advisor compensation structure and the need to accurately
measure all components of the Cost of Ownership including applicable sales taxes.

Differences in level of advice received by an investor and the need to properly compare
purchase methods.

After controlling for these differences, the Canadian pre-tax COO of mutual funds is very
similar to that of the U.S. for the large majority of Canadian investors. This majority purchases
their mutual funds with the assistance of a financial advisor. The results are consistent across
asset classes.



Most Investors in Canada and the U.S. Purchase Retail Mutual Funds with the Assistance of
an Advisor

In the United States (U.S.), approximately 25% of mutual fund assets are invested through
employer sponsored 401k plans. In Canada, this is far less prevalent, with employer sponsored
defined contribution (DC) plans representing only 3% of the market (see table 1). As group plan
products are not comparable to individually purchased products due to varying levels of advice
and service, the analysis excludes group assets.
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In both Canada and the U.S., advisors are a significant means of providing investors with
assistance in purchasing and managing their mutual funds. For comparability, this analysis
focuses on funds sold by financial advisors? (see table 2).

1 U.S. data excludes Money Market funds
2 Financial advisors includes traditional independent planners and brokers
Source (table 1): Investor Economics, ICI, Cerulli



Table 2 - Retail mutual fund assets3 by distribution
method (excl. group plan/ 401k assets)

o —_-— - - - -
100% Direct/ discount
N Direct/ discount
80 S
Bank branch ~
60 - -
Advisor sold -
commissioned
40+ Advisor sold -
commissioned
201 P i Advisor sold -
Advisor sold - fee-based
0 fee-based
Canada United States (U.S.)

L | =

In the U.S,, direct/ discount complexes, such as Vanguard and Fidelity, have large scale
efficiencies. Both firms manage greater than $500B in mutual fund assets, and including index
funds and exchange-traded funds they manage over $1T and $700B in assets, respectively. With
significant scale and no advisor compensation paid, the cost of mutual funds sold direct/
discount is much lower than advisor sold funds.

In Canada, the 31% of assets distributed by the banks offer a hybrid of the direct and advice
approaches.

Due to structural differences in advice received and compensation paid by the investor, direct
and bank complexes have been removed from this analysis.

Approach: Building an “Apples to Apples” Comparison

In order to build a Cost of Ownership comparison, it was important to collect fee data from a
wide selection of managers and asset classes. Through Simfund, FINRA, Morningstar,
Globefund, and fund prospectuses, fee data was collected for the largest advisor sold funds*
from each of the largest 30 managers in the U.S. and the largest 16 managers in Canada for each
of 10 major asset classes, excluding Money Market Funds. This approach resulted in a database
of over 1,000 U.S. mutual funds and over 350 Canadian mutual funds with assets that represent
approximately 80% of their respective, relevant mutual fund markets. The 20% of the relevant

3 U.S. data excludes Money Market funds

4 Largest funds defined as up to the top four funds by assets for each manager within each of the CIFSC
asset categories

Source (table 2): Investor Economics, ICI, Cerulli



market that has not been included in the analysis includes smaller funds offered by complexes
examined and all funds from complexes outside of the size threshold defined above. It is
important to note that adding these smaller funds or smaller companies back into the analysis
would not be expected to materially decrease the COO in the U.S., or increase it in Canada.

Fee data was then weighted by assets in order to create average COO figures by asset class.
Unless otherwise stated, front-end load charges have been amortized over a five-year holding
period in order to represent more accurately the correct cost of distribution in the United States.
Finally, redemption fees were added into the COO for Canadian mutual funds to reflect the
higher penetration of back-end load assets.

“Apples to Apples” Comparison of Mutual Fund Cost of Ownership (COO) between Canada
and the U.S.

Aside from Money Market Funds, virtually all Canadian mutual funds fall into one of four
categories: Domestic Equity, International Equity, Balanced, and Fixed Income. Due to
differences in the asset mix between countries (see table 3), which could distort aggregate
comparisons, this analysis compares each of these four major asset classes separately.

Table 3 - Share of mutual fund assets by
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Cost of Ownership reflects two types of costs: the cost of managing and administering mutual
funds and the cost associated with distribution. The popularly referenced metrics of mutual
fund pricing, the expense ratio, is not a comparable measure of the Cost of Ownership for a
mutual fund between Canada and the United States. Although the fees paid to mutual fund
manufacturers (management and administration fees) are most often reported similarly inside

5 Table 3 excludes Index Funds and Money Market mutual funds
Source (table 3): Investor Economics; Cerulli; Simfund



the expense ratio, commission based advisor compensation is generally reported and structured
differently across the two countries and across different load types. Table 4 provides a visual
comparison of the various components in each country that need to be considered:

Table 4 - Canada versus U.S. Cost of
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1. Differences in front-end advisor load charges (U.S.)

In both countries, front-end load structures are the most commonly sold mutual funds. For
these funds, in Canada, dealer and advisor compensation is generally included in the expense
ratio in the form of annual compensation equal to 1% of assets. Although Canadian fund
prospectuses also allow for the charging of front-end load charges, they are stated as negotiable
in Canadian prospectuses and are waived ~95% of the time. For the small percentage of the time
front-end load charges are charged, the amount is typically 2% or less.”

In the U.S,, front-end load charges are non-negotiable and fund managers must include
commission schedules in fund prospectuses.8 Therefore, U.S. advisors receive compensation
through a combination of 12b-1 fees, which fund managers report inside the expense ratio, and
through the load charges, which are reported outside. In order to compare the true cost of
owning a mutual fund in Canada versus in the U.S., the COO of mutual funds (not simply the
expense ratios) must be compared, which is the sum of ongoing compensation and amortized
load charges. This allows the analysis to be indifferent to the structure of advisor compensation.

6 Load charges refer to commission paid by the investor to an advisor to purchase a front-end fund; refer
to redemption fees for back-end funds.

7IFIC: The Investment Funds Institute of Canada; industry experience

8 Although U.S. front-end load charges are non-negotiable when sold by an advisor, they may be waived
when sold through discount brokerages or managed programs with advisor fees charged outside of the
fund

Source (table 4): IFIC; Morningstar; Globefund; Fund Documents



In Canada, the average annual compensation for standard domestic equity funds is ~1% of
assets.? Since this is sufficient for dealers to pay their advisors, advisors waive upfront load
charges the majority of the time, as discussed above. In the U.S., the most comparable fee to this
Canadian compensation is the 12b-1 fee, which U.S. prospectuses report similarly - inside the
expense ratio. However, the average 12b-1 fee for standard domestic equity front-end load
funds is only ~0.25%19, which does not support sufficient advisor compensation on its own. In
order to earn sufficient compensation, U.S. advisors charge front-end load charges as specified
in fund prospectuses. It is important to note that these do not get included inside of the expense
ratio. Due to this, U.S. expense ratios are not comparable to Canadian ones, and the expense
ratio is not an accurate measure of the true COO of U.S. mutual funds.

Front-end load charges typically range from 4.25-5.75% for equity funds!! (see table 5), and can
be added to the expense ratio by amortizing them over the holding period of the investment.
For example, the amortization of a 5% front-end load charge can raise standard expense ratio
for U.S. domestic equity funds by ~0.70% to ~1.00%, using a five-year holding period.

Table 5 - Example front load sales
commission schedules

Equity
Example fund $0-25K || $25-50K || $50-100K || $100-250K
manager
American Funds 5.75% 5.00% 4.50% 3.50%
Oppenheimer 5.75% 5.50% 4.75% 3.75%
AllianceBerstein 4.25% 4.25% 4.25% 3.25%
Putnam 5.75% 5.75% 4.50% 3.50%
Van Kampen 5.50% 5.50% 4.50% 2.50%

There is some variance in the U.S. average holding period found in available data and
published journals (see table 6).

9 Fund prospectuses

10 Simfund

1 Fund prospectuses; FINRA: Financial Industry Regulatory Authority
Source (table 5): FINRA; Fund Prospectuses



Table 6 - Example holding period data

Source Date of publication Staﬁtce’tl:id?ane;aegr?Og.S. Methodology
006 43EEEn)  Calniated based on
DALBAR 2010 3 ears () Credemption rates
Mackenzie affiliate Calculated based on
experience 2009 >years redemption rates
MarketWatch 2009 3-years Not disclosed
Financial Times 2010 4-years Not disclosed
Milestone Sourced from

2003 3-years

Investment Counsel DALBAR

The majority of references available source DALBAR, which reports a 4.3 year holding period
for equity funds and a 3.4 year holding period for income funds'2. This is slightly lower than
Mackenzie affiliate internal experience of five years!®. To remain conservative and ensure

comparability of addressable distribution methods, the longer value was used in the analysis.

On a related note, in both Canada and in the U.S. investors may choose to invest through an
advisor in a fee-based account. In these cases, the compensation to the dealer and advisor is not
included inside the expense ratio in Canada or the U.S. To understand the true COO for
investing through fee-based accounts, it is important to add the fixed fee-based amount
(typically 1% in Canadal4) to the expense ratio of the investor’s fee-based mutual funds.

2. Deferred Sales Commission Charges (Canada)

In Canada, a back load or deferred sales charge option is also available to investors. However,
there is not a comparable U.S. product, as advisors have little usage of back load funds in the
United States's. The U.S. back load assets represent a small proportion (<5%!16) of the U.S.
market. In Canada, prospectuses define management fees and expense ratios by fund and by
series, independent of load structure. Back load funds have almost the same cost to the investor

12DALBAR Quantitative Analysis of Investor Behavior, Advisor Edition; 2006; Bob Stowe

13 Mackenzie U.S. affiliate data; controls for long-term, non-proprietary mutual funds from 2005-2009
4 JFIC: The Investment Funds Institute of Canada

15 Back load funds have had net outflows for each of the past eight years (ICI Factbook 2009)

16 Simfund



as front load funds in the majority of Canadian complexes.” The one incremental cost to back
load funds is a redemption fee, which is charged to investors who exit a fund family before the
stated holding requirement. It is important to note that at most complexes, investors may
change funds and avoid the redemption fee so long as they remain within their original fund
family. The typical fund family includes a broad selection of funds. Additionally, the majority
of Canadian complexes allow investors to redeem 10% of back-end load assets free of charge
each year. Consequently, the redemption fee is immaterial to Canadian COO at 0.03%.

3. The application of sales tax (Canada)

Unlike most consumer products in Canada, which tend to advertise prices pre-tax, Canadian
expense ratios contain embedded value added sales taxes. Expense ratios in the U.S. do not
include any taxes, as mutual funds are not subject to sales tax in the U.S. This factor alone can
increase the cost of owning mutual funds by approximately 0.10%8 in Canada. The
introduction of HST in Canada will further increase COO by another 0.10%. It is, therefore,
important to compare both the pre and post tax COO of mutual funds between Canada and the
us.

Results

Given the above findings, it is evident that four stipulations should be considered before
comparing the Cost of Ownership (COO) for mutual funds in Canada versus in the United Sates
(U.s.):

Identify the difference in asset class mix between Canada and the U.S. and profile Cost
of Ownership separately for each major asset class.

Understand the differences in front-end load advisor compensation structure to
accurately compare the COO of mutual funds (instead of expense ratios) with amortized
U.S. load charges.

Include deferred sales commission (DSC) funds in Canada and adjust COO for
redemption fees.

Recognize sales tax implications in Canada and compare the costs of mutual funds pre
and post tax.

After controlling for these factors, it is evident that the vast majority of investors in Canada and
the U.S. incur a comparable Cost of Ownership?® (COO) when purchasing mutual funds with
the assistance of an advisor. This is illustrated in table 7, which shows mutual fund COO for 15
of the largest U.S. fund managers, excluding those whose funds are sold primarily direct. For
each of the major mutual fund categories (Domestic Equity, International Equity, Balanced,
Fixed Income), the average Canadian pre-GST COO falls within the range of U.S. managers.

17 The majority of Canadian complexes offer an optional load retail series which allows the investor to
choose their preferred series. A minority (eg. Fidelity, Investors Group) separates retail series by load
18 Canadian GST rate of 5% applied to mutual fund fees

19 Investors with <$100K in assets with a given fund company represents ~95%+ of Canadian mutual
fund accounts (industry experience)



Table 7 — Cost of Ownership for front load advisor sold
mutual funds by manager?? ($0-100K account size)

3.5%:- ) )
Domestic Equity
3.0
i 2.38 .382.41
2.3 5 .14 2.14 2.18 2:232:212.27 223 =

2.01 2.06 2.07 2:122.1

2.0
1.51
1.0 mus. BE=
0.5 @canada J+Ji
0 T1GST
’ °® O Q0 % o NFITERY S O
S ot AT R TS
FFEIELSEETIS G S
CECE PP CCP PSS
\\é/b
v
3.5%1
International Equity
3-0' 567 2.72 2.80 2.81
2.51 2.59 2.60 2
i “2 2.44 2.49 2.52 2.53
2.5 5 94 2.26 238 239
2.0qL87
1.51
1.0 mus. E=
0.5 @cCanada [+
rIGST
0_

v C WA 2R K SN V.
o‘\v S & o‘\o AT A Q (\\\Q\ SRS o‘\{_ N
> o 0 0 > 0 Lo o 0 2 @
CLL LSS SIS L LK
& & & &P &S
NG G N eY g ¢ C &P O
\\é,o
v

20U.S. managers labelled company A through O; letters given to a specific manager may not be consistent
between graphs

10



Balanced Funds

2.5 2.34 5 34 2.36 2.38 2.42 2.42 248
" 15753 2.28 2.30 <-
2.16 2231

2.0;

1.5;

o Bus. EBE=

> @canadall*l
CIGST

/-
.5% e

? 0. o 1.93 1.95 1.96 2.01

3 1.76 1.79 1.82 1.84 1.86 1.8

1.7
'1366‘ 1.65 1.65

1.5{1
1.01
Bus. EBE=
" @canada [« ]]
TIGST



Other Methods of Fund Distribution

As discussed earlier, direct / discount funds are more prominent in the United States
(representing ~30% of assets) - led by two significant scale players, Vanguard and Fidelity. In
Canada, direct and discount funds represent only 8% of the total mutual fund assets. Investors
purchasing funds in this way, without a financial advisor, do experience lower COO in the U.S.
than in Canada. This is due to the fact that U.S. direct complexes do not include compensation
to the advisor, whereas similar Canadian complexes typically do. The Canadian market has an
additional distribution method in the banks, which represent 31% of assets and offers a hybrid
of the direct and advice approaches.

Summary of conclusions

The majority of Canadians seek advice and have competitive costs versus investors in the U.S.
for advisor sold funds. After controlling for structural differences between the two countries,
including advisor compensation structure, back-end load penetration, and government
imposed sales tax, it is possible to make valid comparisons between the COO of mutual funds
in both countries (see table 7). As illustrated, the vast majority of Canadian investors fare well
across all asset types when compared to their U.S. peers.
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List of U.S. Fund Companies Shown in Table 7

Summary of complexes profiled in Table 721

Mutual Fund
U.S. Complex Assets ($B)
AllianceBernstein 64.4
American Century 63.5
American Funds 914.3
Eaton Vance 62.1
Franklin Templeton 284.8
Invesco 43.9
Legg Mason 62.2
Lord Abbett 50.8
MFS 68.6
Oppenheimer 123.2
PIMCO 348.2
Putnam 49.3
Riversource 45.6
Van Kampen 53.5
54.6

Waddell & Reed

2 Mutual fund assets given are as of December 2009
Source (U.S. fund companies data table): Simfund
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