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	Executive Summary

Previous research has found that individual investors rely heavily on mutual fund advertising and on raw returns when making fund purchase decisions. To date, however, little empirical work has investigated the mutual fund decision-making process of financial advisors. 

This paper provides survey results from over 500 financial advisors regarding their decision process in buying mutual funds. Specifically, this research identifies the importance of various fund characteristics that financial advisors use when recommending mutual funds, as well as the importance of various information sources. 

· The results indicate that financial advisors place greater importance on objective information sources such as comprehensive data sources and independent rankings, and much less importance on fund advertising and popular press publications. 

· When choosing among mutual funds, the results indicate that financial advisors place greater importance on performance relative to other funds with similar style, fund objective, fund risk, fund manager tenure, and fund manager reputation, while placing less importance on sales loads and 12b-1 fees. 

· The results from the research also indicate that financial advisorsÕ satisfaction with their sales productivity in dollars and their satisfaction with the commitment of their clients is significantly correlated with the importance placed on various information sources and fund characteristics. 

· The findings in this paper highlight the value that financial advisors contribute to their clients as they appear to emphasize important information in the mutual fund selection that individual investors either fail to consider or are unable to access.
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With over 8,000 mutual funds in the marketplace today, financial advisors have a dizzying array of mutual funds from which to choose. Additionally, with the increasing number of new fund objectives and share classes, the task of choosing mutual funds for clients can be overwhelming. Yet little is known about the mutual fund selection process of financial advisors. Previous research addressing mutual fund decision-making focuses almost exclusively on individual investors (for example, Capon, Fitzsimmons, and Prince 1996; Alexander, Jones, and Nigro 1998). The lack of research regarding the role of financial advisors is especially troubling given that approximately 67 percent of investors use financial advisors when making fund purchases (Investment Company Institute 2003 Mutual Fund Factbook). In addition, research indicates that, compared with investors buying mutual funds directly from fund companies (that is, no-load funds), investors using financial advisors have lower levels of financial knowledge, are more responsive to advertising, and rely more heavily on financial advisors for information (Capon et al. 1996; Alexander et al. 1998). Obviously the decision-making process of financial advisors is extremely important since investors using advisors are seeking an expert opinion and the fund choice can have a substantial impact on investor wealth and investor satisfaction with their financial advisor.
This article addresses one critical part of the financial advisors' decision-making process: the information used by financial advisors. It extends the work presented in a previous article in this journal ("The Art and Science of Mutual Fund Selection" January 2004) that reported the results of several interviews with financial planners about how they select individual funds for clients. This study presents the findings of a survey of more than 500 financial advisors who were asked the importance of various information sources and fund characteristics when making fund recommendations. Also examined is the relationship between financial advisors' satisfaction and the importance placed on information sources and fund factors.
The findings presented here are important to financial advisors because they provide a benchmark for the importance placed on several information sources and fund characteristics. It is hoped that knowing the criteria that other advisors use in their mutual fund selection will help establish norms that can guide advisor decision-making. These findings also identify areas where advisors use different information than individual investors when choosing mutual funds. These differences highlight the benefits financial advisors provide to individual investors, and can be used to educate investors about the value of financial advisors.
Finally, we link the importance of information sources and various fund characteristics to financial advisors' satisfaction level with their sales productivity and their satisfaction with the commitment or loyalty demonstrated by their clients. This information is valuable to financial advisors because it highlights ways to maximize their satisfaction in two critical areas: sales and loyalty. Financial advisors increasingly are asked to maximize their sales while also maintaining strong long-term customer relationships. The accomplishment of each of these goals depends on the confidence investors have in their financial advisor. This article demonstrates areas where advisors appear to be more sophisticated than investors in their use of information, as well as areas where improvements can be made.

Method

Three thousand randomly selected financial advisors located in a ten-state area of the southeastern United States were mailed surveys to ascertain the importance level they attach to various information sources and fund factors when making fund recommendations. A total of 530 surveys were returned for an 18 percent response rate after accounting for undeliverables.
The lists of information sources and fund factors used in making mutual fund recommendations were generated from two sources: (1) in-depth interviews with several active financial advisors and (2) a review of the academic literature and popular press articles. Several financial advisors then reviewed the lists and found them to be representative of typical information sources and fund characteristics used in the decision process. The final list of information sources included the following eight sources:

1. Fund prospectus 

2. Fund company literature 

3. Research provided by the advisorÕs firm 

4. Wholesaler/distributor information 

5. Popular publications such as Money 

6. Independent rankings such as Lipper and Morningstar 

7. Comprehensive data sources such as Morningstar, Lipper, and CDA Weisenberger 

8. Fund advertising
The final list of fund characteristics included the following 14 items:
1. Performance relative to other funds with similar styles 

2. Absolute performance 

3. Fund risk 

4. Number of funds in fund family 

5. Fund expenses (excluding commissions) 

6. Fund size 

7. Tax efficiency 

8. Fund manager tenure 

9. Fund manager reputation 

10. Fund age 

11. Number of fund holdings 

12. Fund objective 

13. Fund load 

14. Fund 12b-1 fees
The respondents were asked to rate the importance of each of the information sources in helping them decide which mutual funds to recommend to clients. Instructions for evaluating the fund characteristics asked respondents to rate the importance of the fund factors in terms of their impact on the mutual funds they recommend. Respondents were asked to rate the information sources and fund characteristics using five-point scales, with 1 representing "very unimportant" and 5 representing "very important." In addition, financial advisors were asked their satisfaction with their sales productivity in dollars and their satisfaction with the commitment (or loyalty) exhibited by their clients. These questions used a five-point scale with 1 representing "very dissatisfied" and 5 representing "very satisfied."

Sample Characteristics

General sample characteristics are presented in Table 1. The majority of respondents (85.8 percent) are male and between the ages of 26 to 55 (76 percent). Slightly more than half (54.6 percent) have incomes over $100,000. Only 11.7 percent of respondents have less than a four-year college degree, with the majority (62.4 percent) possessing a bachelor's degree. Approximately 53 percent of respondents have 10 years of experience or less and 17.7 percent have over 20 years of advising experience. The overwhelming majority (78.1 percent) of respondents are from brokerage/securities firms. Approximately 12 percent are employed as independent financial advisors and five percent are employed by banks. Overall, the sample appears to represent a cross-section of financial advisors.
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Information Sources
The importance that financial advisors place on various mutual fund information sources is presented in Table 2. The source on which financial advisors report placing the most importance is comprehensive data sources such as Morningstar and Lipper (mean = 4.21). The second and third most important information sources are independent rankings such as Lipper and Morningstar (3.88) and research provided by the advisor's company (3.47). The information sources that were viewed as the least important were publications such as Money (1.77) and fund advertising (1.95).
 
                                      

These results clearly indicate that financial advisors place the most importance on information sources providing them with objective data needed to recommend the most appropriate mutual fund. Advisors report placing little importance on fund advertising, which has been criticized as providing little information for investors. At first, it would appear somewhat startling that the fund prospectus ranked third from the bottom with a mean of 2.86, below the midpoint of the scale. But most information provided in the prospectus is included in comprehensive data sources, which were the highest-rated information source.
 
Interestingly, in a study of information sources for individual investors also using a five-point importance scale (Capon, Fitzsimons, and Prince 1996), published performance rankings were the most important information source (4.57) and advertising was the second most important source (3.13) for the overall sample. Therefore, it appears that both groups rely heavily on the performance rankings by companies such as Morningstar and Lipper, while individual investors place a much greater emphasis on advertising by mutual fund companies.
Fund Characteristics
Table 3 presents the importance that financial advisors place on 14 mutual fund characteristics. Five fund characteristics received an average rating above 4.0, indicating their relative importance, and included the following: performance relative to other funds with similar style (mean = 4.55), fund objective (4.45), fund risk (4.33), fund manager tenure (4.09), and fund manager reputation (4.04). These findings suggest that financial advisors place the greatest importance on two general areas: (1) the level of risk and return relative to a fund's objective class, and (2) the fund manager. A factor analysis was performed on the fund characteristics as well as the fund information sources. The results, however, did not reveal any useful or meaningful patterns.
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The mean for 2 of the 14 fund factors was at or below the midpoint, indicating that they are not very important factors. These two factors were fund 12b-1 fees (2.87) and fund load (3.00). The only other fund factor relating to cost was fund expenses excluding commissions; the mean for this factor was 3.53, slightly above the midpoint. Because fee-only advisors are compensated differently than commission-based advisors, the importance of these cost-related factors was analyzed relative to the compensation method of the advisor (that is, fee-only versus commission-based). The results revealed no significant differences in the importance placed on 12b-1 fees, fund loads, or expenses when comparing fee-only advisors with commission-based advisors.
 
The overall lack of importance that financial advisors appear to place on cost-related factors such as expenses, loads, and 12b-1 fees is somewhat troubling since research consistently shows that higher costs and expenses have a negative influence on investor wealth (Carhart 1997, Livingston and OÕNeal 1998). Given this evidence and the fact that future fund expenses are far more consistent than future fund returns, we believe advisors should pay more attention to cost-related fund characteristics, especially expense ratios. But fund costs should not be considered in isolation. Financial advisors should simultaneously consider the costs and performance to assess the relative value of the fund.
 
Five of the fund characteristics included in this study can be compared with findings in Capon et al. (1996) for individual investors. They also used a five-point scale in their study of individual investors. The rationale for this comparison is to determine whether advisors use information and have knowledge that helps them mitigate the weaknesses of investors who use their services, which would highlight the value of financial advisors.
 
Both groups appear to place equally high importance on fund manager reputation, as the means for the two groups were very similar (individual investors mean = 4.00, financial advisors mean = 4.04). The remaining four characteristics that span both studies provide particularly interesting information. First, advisors identify fund objective very high in the rankings (4.45—second out of 14 characteristics), while investors ranked investment style sixth (1.68 on a five-point scale) out of nine characteristics in Capon et al. (1996). This suggests that advisors are taking investor risk tolerance and goals into account when making fund recommendations, while investors appear to ignore the information inherent in a fund's objective classification.
 
Advisors rate absolute fund performance in the middle of our list of characteristics (3.91), while individual investors rate it first (4.62). This is evidence that advisors attempt to overcome the inclination by individual investors to chase past performance. Equally important is that the top-rated fund characteristic for advisors when making fund recommendations is performance relative to similar funds, followed closely by fund risk. While neither of these characteristics was rated in Capon et al. (1996), the consensus among most academics and practitioners is that individual investors largely ignore risk as a decision factor. Thus, advisors appear to mitigate at least some of the weaknesses associated with investors by considering factors far beyond past returns.
 
Financial advisors rate the number of fund offerings per family lower (mean = 3.05) relative to consumers (3.94). One likely reason for consumers to rate this characteristic highly is the desire to consolidate finances at one location. But financial advisors provide a similar function without necessitating the use of only one fund firm, thereby giving advisors more flexibility to choose funds for different asset classes from a broader range of choices.
 
The final characteristics used to make fund investment decisions that can be compared across studies relate to costs. Advisors report that loads and 12b-1 fees are relatively unimportant when recommending funds. This is likely due to the price-insensitive nature of the customer, but also to the fact that loads and 12b-1 fees are relatively consistent across funds and fund types, and these costs represent advisors' compensation. But the characteristic that both advisors and investors rate as moderately unimportant is ongoing fund operational expenses not related to paying for advising services (financial advisor mean = 3.53, individual investors mean = 2.28). This cost, however, which can be minimized by advisors through the fund selection process, has been shown to significantly lower fund returns (Carhart 1997) and therefore wealth for investors. Alexander et al. (1998) show that approximately 86 percent of individual investors using brokers believe that higher expenses have no negative effect on fund performance or actually lead to higher fund performance. Thus, individual investors appear to be misinformed on the negative impact of higher management fees. As previously stated, financial advisors should understand this relationship and place a higher importance on a fundÕs expenses.
Satisfaction, Information Sources, and Fund Factors
Respondents were asked how satisfied they were with their sales productivity in dollars and how satisfied they were with the level of commitment or loyalty exhibited by their clients. Overall, financial advisors in this study were not extremely satisfied with their productivity in sales dollars, as the mean was only slightly above the scale's midpoint (mean = 3.31). Financial advisors' satisfaction with their clients' commitment was slightly more positive, with a mean of 3.70. More important, however, is how these satisfaction levels are related to the importance placed on the information sources and mutual fund characteristics discussed previously.
 
In terms of the information sources, the importance of fund advertising was significantly negatively related (p < .05) to both satisfaction with sales productivity and satisfaction with the commitment level of clients (see Table 4). In other words, those advisors rating fund advertising more highly displayed lower measures of satisfaction in both areas. This finding is interesting since investors also rate advertising as more important than the average advisor (Capon et al. 1996). If advisors are using the same sources as investors, they may not be seen as adding much value and may not be generating the productivity and loyalty generated by other advisors.
 
               [image: image4.jpg]Correlation Between Satisfaction Measures and Importance
of Information Sources and Fund Factors"

el S U S o

b

oo et O and i

Foni e o
Foms ey o i) s






While no other information source was significantly associated with satisfaction with sales productivity in dollars, two additional information sources were significantly related to satisfaction with the clients' commitment levels. Advisors who placed greater importance on comprehensive data sources and research provided by their firm showed significantly greater (p < .05) levels of satisfaction with the level of commitment of their clients. These findings are quite consistent with those rating fund advertising highly, and indicate that advisors using information sources not widely available to investors indicated greater satisfaction. Clearly, when an advisor can demonstrate to clients why one fund is better than another by citing specific, independent research, the clients are more likely to feel that they are receiving value from their advisor.
 
Several fund characteristics were also significantly correlated with both satisfaction with sales productivity and with the commitment level of one's clients. Interestingly, the fund factors rated as the most important by advisors also tended to be the ones that were most highly associated with increased levels of satisfaction. Satisfaction with the commitment level of one's clients was significantly and positively associated (p < .05) with the six highest-rated fund factors (performance relative to other funds with similar style, fund objective, fund risk, fund manager tenure, fund reputation, and absolute fund performance). In addition, fund factors that were significantly associated (p < .05) with satisfaction with sales productivity were four of the top six rated fund factors:
1. Performance relative to other funds with similar style 

2. Fund risk 

3. Fund manager tenure 

4. Absolute fund performance
The results appear to indicate that financial advisors placing the greatest importance on relative performance, risk, and the fund manager are those with the greatest levels of satisfaction. Once again, advisors demonstrating broader knowledge of investing (beyond performance numbers) appear more likely to elicit confidence from their clients.

Conclusion

Financial advisors are used by a majority of mutual fund investors and can be a tremendous asset in the investment decision. We find that the financial advisors we surveyed use a more sophisticated decision process than individual investors. The use of independent research sources and the consideration of a more objective set of fund characteristics demonstrate that advisors tend to improve the decision-making process for investors. Although advisors do not consider fund expense ratios as important as most academics would prefer, they clearly provide value to clients. Not surprisingly, advisors who display the greatest knowledge and use the most objective information available appear to generate the greatest level of satisfaction.
References
Alexander, G. J., J. D. Jones, and P. J. Nigro. 1998. "Mutual Fund Shareholders: Characteristics, Investor Knowledge, and Sources of Information." Financial Services Review 7: 301–316.
Capon, N., G. J. Fitzsimmons, and R. A. Prince. 1996. "An Individual Level Analysis of the Mutual Fund Investment Decision." Journal of Financial Services Research 10: 59–82.
Carhart, M. M. 1997. "On Persistence in Mutual Fund Performance." Journal of Finance 52: 56–82.
Livingston, M. and E. S. O'Neal. 1998. The cost of mutual fund distribution fees. Journal of Financial Research 21: 205–218.
2003 Mutual Fund Factbook. Investment Company Institute.
Opiela, Nancy. 2004. "The Art and Science of Mutual Fund Selection." Journal of Financial Planning 17, 1 (January 2004): 36–41.

Acknowledgment: This research was partially funded by a grant from the U.C. Foundation at the University of Tennessee at Chattanooga.
Useful Web Sites

The NASD keeps records of investment firms and individual advisors at www.nasdr.com/2000.asp 

Morningstar.com provides information about individual mutual funds: www.morningstar.com 

The Mutual Fund Education Alliance provides information for investors interested in mutual funds: www.mfea.com/
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