TrimTabs Research Note: Flow of Funds and Institutional Investors’ Returns

Fed’s Flow of Funds Data Confirms Institutional Investors Underperform Market

We dug into the Federal Reserve’s Flow of Funds Accounts, a 125-page document summarizing changes in assets and
liabilities for each major sector of the economy. We focused on changes in the equity holdings of major investors. Which
investors tend to make money in the stock market in the long run? Do the long-term returns of institutional investors
match the market’s? If not, why the discrepancy?

o Institutional investors (mutual funds, pension funds, brokers and dealers, insurers, etc.) account for 62% of all
U.S. equity holdings in the Federal Reserve’s Flow of Funds Accounts. The remaining 38% comprises the
“household” sector.  This sector includes, among other things, hedge funds, endowments, non-profit
organizations, and direct purchases of equities by investors.

o We calculated returns for each category by measuring the quarterly changes in equity assets that cannot be
attributed to flows. Only two categories outperformed the S&P 500 in the past 48 years—broker/dealers and the
“household” sector.

e The remaining 15 institutional investor categories underperformed the market. The magnitude  of
underperformance is so large that it cannot be explained by management fees alone.

e The outperformance of broker/dealers is relatively small (15.9% in the past 48 years) and asymmetric information
explains it.

e The outperformance of the “household” sector is larger (91.7% in the past 48 years) and harder to explain. The
presence of hedge funds in this group may account for recent outperformance, but it does not explain the fact that
the sector beat the market consistently since 1952.

e We believe the apparent outperformance of the “household” sector stems from the fact that most investors tend to
underperform broad equity indices because companies know how to time their issuance of stock. The
“household” sector is merely a catch-all category, and its apparent outperformance is simply the result of the
consistent underperformance of the institutional sector. Market investors could collectively underperform broad
equity indices if companies sold more at market tops and less at market bottoms. Long-term data on equity
issuance and academic studies confirm that market returns are poor following periods of heavy issuance.

¢ Institutional investors bought equities aggressively ($56.9 billion) in Q4 2009. Companies issued a net $21.4
billion, and the “household” sector—the Fed’s statistical discrepancy—sold $35.4 billion. From a contrarian
perspective, heavy buying on the part of institutional investors is bearish.

Note:

While we generally view government statistics with great skepticism, we relied fully on the Federal Reserve’s data for this
study because we have no other way to measure the stock holdings and flows of most institutional investors (pension
funds, insurers, brokers/dealers). TrimTabs produces data on net equity issuance and fund flows, but here we used the
Fed’s measures for consistency purposes. The strength of our conclusions depends on the accuracy of the Fed’s Flow of
Funds.
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Data and Methodology. Who Owns the U.S. Stock Market? The Mysterious “Household” Sector.

We used the Federal Reserve’s Flow of Funds Accounts, published every quarter in the Z.1 statistical release
(http://www.federalreserve.gov/releases/z1/Current/default.htm). We focused on Tables F.213 and L.213, which
summarize corporate equity holdings and flows by investor type.

The Fed tracks holdings of stocks by mutual funds (20% of the U.S. stock market), foreigners (12%), private pension
funds (10%), state and local government pension funds (7%), life insurance companies (6%), and ETFs (3%). All equity
holdings that the Fed cannot place in any of these categories are assigned to the “household” sector.

To quote the Fed, “For most categories of financial assets and liabilities, the values for the household sector are calculated
as residuals. That is, amounts held or owed by the other sectors are subtracted from known totals, and the remainders are
assumed to be the amounts held or owed by the household sector.'”

The term “household” sector is clearly misleading. Based on what the category does rot include, we conclude that it is a
collection of hedge funds, funds of hedge funds, endowments, equity holdings of non-profit organizations, and direct
equity holdings of retail investors.

Who Owns the U.S. Equity Market?

Property- Corporate Equity Holdings and Flows, 2009 Q4 in $ Million

casualty -
insurance Investor Type 2009 Q4 Flow

Equity Holdings

COmEDZ”ieS Household sector 7,698,380 -35,468
Exchange-  Other Mutual funds 4,172,164 10,740
o traded funds 3% Rest of the world 2,454,569 39,003
omamee. Private pension funds 1,945,749 -38,132
State and 6% State and local govt. retirement funds 1,526,325 -2,791
local govt. Life insurance companies 1,142,447 2,989
retfilr;rg:nt Exchange-traded funds 669,941 42,222
7% Property-casualty insurance companies 231,724 -19
Brokers and dealers 121,481 8,649
Federal government retirement funds 119,357 3,336
State and local governments 108,413 2,260
Closed-end funds 92,599 255
Federal government 65,116 -69,972
Commercial banking 30,408 6,998
Monetary authority 25,106 25,106
Funding corporations 25,106 25,106
Savings institutions 22,162 1,171

Source: Federal Reserve, Flow of Funds Accounts, Z.1, 2009 Q4

The Federal Reserve discloses assets and flows every quarter, so we are able to compute returns by investor type. For
example, state and local government retirement fund equity holdings increased to $1.53 trillion in Q4 2009 from $1.45
trillion in Q3 2009. State and local government retirement funds also sold a net $2.8 billion in stocks. Their approximated
rate of return for the quarter is therefore:

5.4% = (1,526,325 — 1,451,217 + 2,791) / 1,451,217

! Guide to the Flow of Funds Accounts, Volume 1 (http://www.federalreserve.gov/RELEASES/z1/fofguide.pdf)
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The S&P 500 returned 5.5% in Q4 2009. Over time, returns calculated with this method seem to track market returns
closely, which suggests the approximation is broadly correct.

500 - Stock Market Return by Investor Typ
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Only Brokers Make Money in the Long Run! All Institutional Investors Underperform the Market.

The Fed’s data starts in January 1952, which allows us to compare long-term returns by investor type.
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S&P 500 grew to $4,475. Mutual funds underperformed the market by 17.7%.

Life insurance companies show the largest underperformance. They returned only 162% since 1952 versus a gain of
4,475% for the S&P 500.

The “Household” Sector Always Wins. We Suspect “Companies” Rig the Market by Timing Issuance of Stock.
The fact that brokers and dealers have modestly beaten the market in the past 58 years makes sense to us. Their
underwriting activities give them insider knowledge about companies, and their brokerage and dealing activities give

them superior information about investor demand. If the stock market is a casino, then brokers and dealers are the house.

The superior performance of the “household” sector is harder to explain. This sector returned 91.7% in the past 58 years,
and it outperformed the market in nine of the past 12 five-year periods. We doubt dumb luck is at play.

Performance of Equity Holdings Vs. the S&P 500

Household Rest of the  Savings ProPel“[y-casualty . Life Priva.te State an.d local Mutual  Closed- Brokers
sector world  institutions msuran(.:e msuran?e pension  govt. retirement funds  end funds and

companies companies  funds funds dealers
1952-1956 -23.6% -35.2% -50.1% -37.2% -64.3% -100.5% -61.7% -27.2% -1.2% -1.6%]
1956-1961 9.6% -7.3% -22.8% -15.8% -16.7% -74.2% 21.3% 7.8% -0.5% 9.2%
1961-1966 10.5% -8.8% -28.2% -12.1% -13.5% -40.4% 5.5% -3.9% -0.8% 11.5%
1966-1971 8.9% 49.0% -35.7% -33.1% -17.8% -42.0% 16.5% -1.6% 0.5% 7.3%
1971-1976 -18.5% 2.4% -25.4% -0.7% -19.7% -14.1% 13.7% 8.5% 9.5% 1.3%
1976-1981 17.2% 9.0% -26.8% -1.4% 4.8% 4.7% -30.8% 16.2% 12.8% 0.1%
1981-1986 12.5% -11.1% -34.5% -16.6% -65.7% -3.7% -74.3% 16.4% -16.7% -19.9%
1986-1991 42.6% -33.3% -53.4% -33.8% -81.1% 27.9% -31.3% -42.2% -24.7% 32.5%
1991-1996 11.9% 31.3% -28.7% -14.9% -34.9% 6.7% -6.5% 25.6% -20.1% -5.2%]
1996-2001 3.6% -12.9% -29.0% -42.5% -57.1% -13.9% -28.7% -29.3% -20.4% -18.0%
2001-2006 35.5% 18.9% -27.9% 14.6% -4.0% 27.2% 10.6% 14.2% 4.7% 20.9%
2006-2011 -0.4% 2.2% 13.2% 2.7% -10.2% 5.0% -3.8% -6.5% -4.9% -10.1%
Total 91.7% -3.8% -93.1% -73.5% -94.3% -86.8% -68.8% -17.7% -41.1% 15.9%

We have two possible explanations.

One is that the “household” sector is comprised mostly of hedge funds, which tend to beat the market over time. But this
explanation is inadequate because hedge funds have been significant market participants only in the past 30 years, while
the “household” sector also outperformed between 1950 and 1970.

The superior explanation is that the “household” sector does not exist! It merely measures a statistical discrepancy—it
allows the Fed to square the value of all equities bought and sold, and to assign an owner to every share of stock.

The key point to take away is that over time, the measurable returns of institutional investors are much lower than
the market’s. This jibes with our empirical observation that flows are a contrary indicator. The few academics who have
actually investigated the assumption that investors as a whole reap market returns came to similar conclusions. For
example, Dichev’ (2004) finds that dollar-weighted returns, which take into account market timing on the part of investors,
are appreciably lower than time-weighted returns. The Nasdaq provides a simple example of this paradox. Most
investors bought tech stocks during the IPO bubble in the late 1990s, but very few bought the Nasdaq index when it
launched in 1971. For most investors, returns on Nasdaq stocks are closer to the 41% decline of the index between 2000
and 2010 than the 2,301% gain of the index since its inception in 1971.

Z Dichev, llia D., What Are Stock Investors' Actual Historical Returns? Evidence from Dollar-Weighted Returns (December 2004).
Available at SSRN: http://ssrn.com/abstract=544142
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The problem of the long-term underperformance of institutional investors is thus linked to equity issuance. If
companies sell more stock when prices are high, then investors as a whole will buy high and sell low. Academic papers
confirm this theory; Fama and French® (2008) show that stock market returns are lower after periods of heavy issuance.
The Federal Reserve’s Z.1 data points in the same direction. In the past 48 years, net issuance (as measured by the Fed)
and S&P 500 returns one quarter later were negatively correlated to the tune of 13.6%. Also, our data shows that stock
market returns averaged 0.186% during weeks in which IPOs were absent versus 0.034% in weeks that sported more than
five IPOs.

Companies Know When to Sell
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In our view, institutional investors tend to underperform the market over time because companies “trick” them by selling

more shares when prices are high. The long-term gains of the mysterious “household” sector simply reflect the value
“created” by companies that skillfully time the issuance of stock.

Companies and “Household” Sector Sell Heavily in Q4 2009, while Institutional Investors Buy $56.9 Billion.

What are the current trading implications of these findings? Over time, we believe investors should follow the actions of
the mysterious “household” sector and view net buying from the institutional sector as a contrarian signal.

This perspective suggests the

Net Buying and Selling of Corporate Equities in Q4 2( market is due for a correction.

Funding corporations 25,106 .
Brokers and dealers ] 8,649 According to the Federal
Bxchange traded funds S | 42222 Reserve, companies issued a net
Mutual funds ] 10,740 $21.5 billion in Q4 2009, while
Federal government retirement funds 3,336
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-80,000
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* Fama & French, “Dissecting Anomalies™, the Journal of Finance, August 2008. Available at:

-40,000 -20,00(

http://www.afajof.org/afa/forthcoming/4148.pdf
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heavily at the top of the bubble in 2006-2007, held its positions in 2008, and bought heavily during Q1 and Q2 2009.

Of course, the “household” sector is fiction. Its perfect timing of the 2008 crisis and 2009 rebound is simply a reflection
of the fact that the institutional investors the Federal Reserve can track were once again on the wrong side of the trade.

Contrarian investors should therefore view recent heavy buying by institutional investors as an opportunity to sell.

Net Purchases of Equities by "Household" Sect
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The TrimTabs Family of Products

For further coverage of liquidity and macroeconomic trends, please refer to the following TrimTabs products:
- Daily Liquidity Report (Monday through Friday)
- Overnight Liquidity Update (Monday through Thursday)
- Weekly International Liquidity Review (Monday)
- Weekly Macro Analysis (Tuesday)
- Weekly Flow Report (Wednesday)
- Sector Liquidity (every other Thursday)

Legal Disclaimer

The data and analysis contained herein are provided "as is" and without warranty of any kind, either expressed or implied.
TrimTabs Investment Research (TTIR) any affiliates or employees, or any third party data provider, shall not have any
liability for any loss sustained by anyone who has relied on the information contained in any TTIR publication. All
opinions expressed herein are subject to change without notice, and you should always obtain current information and
perform due diligence before trading. TTIR accounts that TTIR or its affiliated companies manage, or their respective
shareholders, directors, officers and/or employees, may have long or short positions in the securities discussed herein and
may purchase or sell such securities without notice. TTIR uses various methods to evaluate investments, which may, at
times, produce contradictory recommendations with respect to the same securities. When evaluating the results of prior
TTIR recommendations or TTIR performance rankings, one should also consider that TTIR may modify the methods it
uses to evaluate investment opportunities from time to time. For this and for many other reasons, the performance of
TTIR's past recommendations is not a guarantee of future results. The securities mentioned in this document may not be
eligible for sale in some states or countries, nor be suitable for all types of investors; their value and income they produce
may fluctuate and/or be adversely affected by exchange rates, interest rates or other factors. TTIR has an investment
management affiliate, TrimTabs Asset Management (TTAM) which actively invests in highly liquid ETF securities which
are sometimes similar or identical to those tracked in the TTIR model portfolio and sometimes different. The portfolio
trades held by TTAM will not always be the same as those recommended by TTIR, primarily because the TTIR trade
recommendations are updated weekly while TTAM portfolios are managed on a daily basis as conditions change. Due to
the highly liquid nature of ETF securities tracked by TTIR, TrimTabs does not believe there is the potential for conflicts
of interest. Further distribution prohibited without prior permission. Copyright 2009 © TrimTabs Investment Research.
All rights reserved.
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