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SUMMARY

Tracking net cash flows into and out of the mutual fund industry offers useful insights into the
psyche of the investing masses. Not surprisingly, the public has a tendency to be overcome by fear
and greed at the most inopportune moments. Consequently, large outflows from equity funds tend to
occur near long-term lowsin the stock market. The purpose of this paper isto illustrate the relationship
between mutua fund flows and market extremes to help investorsimprove their timing of alocations
into and out of the US stock market.

INTRODUCTION

In 1980, fewer than 6% of US households were investors in mutua funds. The industry achieved
mass appeal among the public starting in the mid 1980s and by 1990 US mutual fund assets exceeded
$1 trillion for the first time. As of today, nearly haf of all families own shares in a stock, bond, or
money market fund. Industry assets exceed $10 trillion in the US and $20 trillion worldwide. Figure 1
shows the net new cash flows into US equity mutual funds on a quarterly basis since 1986. The
largest ever inflow occurred in the first quarter of 2000, when retail investors sent fund managers

Figurel. Net Cash Flow into Equity Mutual Funds
New fund sales minus redemptions for al US equity funds, quarterly data, billions of USD
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Figure2. S& P 500 Index vs. Cash Flow into Equity M utual Funds
Left scle mutua fund quarterly data, billions of USD
Right scale: S&P 500 Index, monthly data, logarithmic scae
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over $130 billion of new capital. Unfortunately, the
timing of the public could not have been worse as most
US equity indices have yet to surpass the highs reached
in 2000. Similarly, record outflows of over $70 billion
occurred in the third quarter of 2002, at precisely the
low of the 2000-2002 bear market. In fact, the timing
of mutual fund investors as a group has been uncanny,
but also quite unfortunate, as they have been
consistently wrong.

ANALYSIS

A detailed history of the relationship between fund flows
and stock pricesisseen inFigure 2. The quarter ending
in March of 1987 generated what was then a record
inflow of amost $20 hillion. Following the Crash of
‘87 in October, the fourth quarter saw record withdraws
from mutua funds, which also marked alow inthe S& P
500 Index that has not been seen since. Afterwards, six
consecutive quarters of equity fund redemptions,
starting at the end of 1987, were matched by steadily
rising stock prices, representing the proverbia “wall
of worry” that the stock market often uses to climb to
higher levels.

In 1990, with the onset of thefirst Gulf War and eventua
recession, investors pulled money from equity funds.
Once again the public was a net sdler in the same
quarter that produced a low in stock prices.
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The first time investors failed to sell at the precise low
followed theterrorist attacks of 9/11. Here, the outflows
coincided with a short-term market bottom in the third
guarter of 2001. The S&P 500 Index eventually
declined to lower levelsayear later. However, investors
failed to buy at the bottom, and in fact set a new record
for net redemptions of dmost $72 hillion in the third
quarter of 2002, just as the market bottomed.

Today, theworld is experiencing another bout of extreme
market turmoil. Based on the latest available data,
mutua fund investors cashed out of US equity fundsto
the tune of over $60 billion during the third quarter of
2008. Furthermore, preliminary estimates indicate that
redemptions in the month of October, 2008 could
exceed the present record of $52 billion set in July of
2002. It appearsthat panic sdlling by theinvesting public
is poised to signd a bottom in equities yet again.
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