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COUNTRY REPORT - UNITED STATES

Economic and Financial Background

For the year ending June 2007, U.S. financial markets remained strong despite deteriorating conditions in the housing sector.
 Domestic stock price indexes rose between 18 and 20% from June 2006 to June 2007, as investors appeared to focus more on the continued high level of profitability and robust credit quality of nonfinancial corporations and less on the slower pace of economic activity. The economy grew at an annual rate of only 1.75% from June 2006 to June 2007, down 1.5 percentage points from the pace of the previous twelve months. Gross domestic product was damped by a contraction in residential construction expenditures. Builders significantly curtailed construction in the face of a softening in house prices and rising inventories of unsold homes. Nationwide house prices were up a little over 3% over the period June 2006 to June 2007, after rising 10% in the previous twelve months. For the past decade, house prices have increased, on average, at an annual rate of 10%. Over the twelve months ending June 2007, demand for houses was held down by rising mortgage interest rates and by a tightening of credit standards.

The Treasury yield curve remained quite flat over the period June 2006 to June 2007. The Federal Reserve maintained the overnight rate at its target of 5.25% and longer-term U.S. Treasury interest rates were little changed from June 2006 to June 2007. The value of the U.S. dollar fell about 6% and 8% relative to the Euro and Japanese Yen, respectively.

Despite double-digit gains in domestic stock prices, investors continued to reduce their demand for mutual funds investing in primarily U.S. stocks (including funds investing in a mixture of stocks and bonds, known as hybrid funds). Investors added only $17 billion of net new cash
 to these funds over the period July 2006 through June 2007, down from $36 billion in the previous twelve months. In contrast, demand for equity funds that invest primarily in non-U.S. equities remained strong, likely owing to stock price gains in overseas equity markets that continued to outpace those of U.S. domestic stocks. Net new cash flow to these international equity funds totaled $141 billion over the twelve-month period, about the same as the $145 billion reported in the previous year.

Investors increased their demand for bond funds during the twelve months ending in June 2007, adding $127 billion of net new cash flow compared to an inflow of $37 billion in the previous year. The growing popularity of lifecycle and lifestyle funds may have helped to boost bond fund flows. Net inflows to these funds—which often invest their cash in other mutual funds—was $81 billion over the period July 2006 to June 2007. Likely some portion of these inflows was directed to bond mutual funds. 

The elevated level of short-term interest rates prompted investors to continue to add to their money market funds. Money funds had net inflows of $340 billion over the period July 2006 to June 2007, about double the inflow of $167 billion recorded in the previous twelve-month period.

Statistical Update on US Fund Activity

[Complete U.S. fund industry statistical trends, updated monthly, are available on the ICI website at www.ici.org/stats/latest/index.html. Comprehensive year-end information is available at www.icifactbook.org.] 

Open-ended Mutual Funds

At the end of June 2006, total U.S. mutual fund assets were $11.39 trillion, with 57.5% ($6.553 trillion) in equity funds, 22.3% ($2.538 trillion) in money market funds, 14.1% ($1.6 trillion) in bond funds and 6.1% ($699 billion) in hybrid funds.

The $11.39 trillion in total assets represents an increase of $2.054 trillion or 22% over the level of June 2006. This increase reflects a 24.7% ($1.297 trillion) increase in equity funds, a 20.4% ($429 billion) increase in money market funds, a 15.4% ($214 billion) increase in bond funds and a 19.4% ($114 billion) increase in hybrid funds.

The number of funds as of June 2007 was 8,023 up from 7,986 the year before.

From July 2006 to June 2007, net new cash flow to long-term funds was $285 billion, up 31.4% from the previous year. New sales and exchange sales totaled $2.215 trillion, or 30.6% of total assets at the beginning of the period. Redemptions and exchange redemptions of long-term funds were $1.93 trillion, or 26.7% of assets.

ETFs

Total U.S. ETF assets as of June 2007 were $486 billion, with 95% ($460 billion) in equity index funds and 5% ($26 billion) in bond index funds. This represents an increase of $140 billion or approximately 41% over the $346 billion of ETF assets in June 2006. Net issuance of ETF shares from July 2006 to June 2007 was $71 billion, roughly equivalent to the previous year. The number of ETFs as of June 2007 was 526, up from 275 the year before.

Closed-End Funds

Total U.S. closed-end fund assets as of June 2007 were $325 billion, with 45% ($147 billion) in equity funds and 55% ($178 billion) in bond funds. This represents an increase of $45 billion or 16% over the $280 billion of closed-end fund assets in June 2006. The number of closed-end funds as of June 2007 was 656, up slightly from 636 the year before.

Trends in International Investments

As of June 2007, assets of international and global equity and bond mutual funds were $1.63 trillion, up 43.8% from $1.132 trillion in June 2006. These funds represented 18.4% of total long-term fund assets in June 2007. There was a $154 billion net inflow to these funds in the 12-month period ending June 2007, about the same as the previous year’s inflow of $150 billion.

Assets of international and global equity ETFs were $142 billion in June 2007, up 72% from $83 billion in June 2006. These funds represented 31% of total equity ETF assets in June 2007.

Assets of international and global equity and bond closed-end funds were $73 billion in June 2007, up 69% from $43 billion in June 2006. These funds represented 22% of total equity and bond closed-end fund assets in June 2007.

Regulatory and Self-Regulatory Developments
New Antifraud Rule for Advisers to Pooled Investment Vehicles. In response to the 2006 court decision that invalidated the SEC’s hedge fund adviser registration rules, the SEC adopted a new rule in August 2007 prohibiting advisers to pooled investment vehicles from making false or misleading statements to investors or prospective investors. Although the new rule is primarily intended to address uncertainty about the SEC’s authority to bring enforcement actions against hedge fund advisers, the rule applies to all advisers, including advisers to mutual funds.

Fund Prospectuses May Now Contain XBRL Data. The SEC adopted rules in June 2007 permitting funds to submit data-tagged versions of the risk/return summary in their prospectuses. The SEC’s decision adds the risk/return summary to a pilot program that currently permits publicly traded companies and mutual funds to provide certain financial information using the eXtensible Business Reporting Language (XBRL) format. XBRL data tags help investors locate and analyze key information about their investments. The implementation of XBRL reporting has been an important ICI initiative.
Websites Required for Listed Companies (Including Listed Investment Funds). A New York Stock Exchange Rule adopted in August 2006 requires all companies listed on the NYSE to have a website. A listed company will be permitted to satisfy the NYSE's requirement to distribute financial statements annually by making the company's annual report available on its website. A special provision for investment companies permits a listed investment company that does not have its own website to use a website of, and make its annual report available on or by a link through, the website of the investment company’s investment adviser, sponsor, depositor, trustee, administrator, principal underwriter or any affiliated person of the investment company that maintains a website including the investment company’s name.

Pension Law Developments. The Pension Protection Act that was passed in August 2006 contained provisions encouraging employers to automatically enroll employees in the company’s retirement plan and to use default investments more suitable for long-term retirement investing, rather than money market and stable value funds. The U.S. Department of Labor proposed regulations that would designate lifecycle funds, balanced funds, and managed account programs as “qualified default investment alternatives” (QDIAs) subject to certain conditions. The ICI has strongly supported the proposal and has encouraged the Department of Labor to reject lobbying efforts to have stable value funds designated as QDIAs.

Tax and Accounting Law Developments. The SEC twice issued important guidance in the last year with respect to the effect on fund NAV of an accounting pronouncement governing uncertain tax positions. The Financial Accounting Standards Board’s (“FASB’s”) Interpretation No. 48, Accounting for Uncertainty in Income Taxes was adopted in the wake of U.S. accounting scandals (such as Enron) to reinforce the integrity of U.S. company financial statements. The standard mandates a two-part test for recognition of a tax benefit in the financial statement of any company (such as an investment company) that follows generally accepted accounting principles. Under the first (recognition) part of the test, the company must determine that it has a greater than 50% likelihood of sustaining its position upon examination based upon the “technical merits” of the position. Under the second (measurement) part of the test, the company must determine the amount of benefit that may be recognized by considering all of the potential outcomes and measuring the probability that each will occur. The new standard presented unique and significant difficulties for investment companies, in part because it had to be applied daily in conjunction with NAV calculation. The SEC guidance clarified when and how the new standard should be applied to NAV calculations and will help avoid situations where application of the standard might otherwise cause funds to inappropriately reduce their NAVs.

Implementation of Transparency Contracts. An SEC rule adopted in March 2005 and ultimately implemented in April 2007 required funds to enter into written transparency contracts with financial intermediaries that, among other things, must require the financial intermediaries to provide to the fund, upon request, shareholders’ taxpayer identification numbers or government issued identifiers (GII). This created problems for funds distributing their shares through financial intermediaries located in countries whose privacy laws prohibit the sharing of a GII without prior shareholder consent. The ICI sought and obtained relief from the SEC that permits certain foreign intermediaries to supply transaction information to funds using unique identification numbers generated by the intermediary, rather than GIIs, subject to certain conditions. This relief applies to all accounts opened with foreign intermediaries prior to January 1, 2008. Thereafter, intermediaries will be required to obtain consent to the sharing of a GII from their new customers.

NASD/NYSE Consolidation. The member regulation operations of the National Association of Securities Dealers and the New York Stock Exchange were combined into a single self-regulatory organization in July 2007. The consolidated organization, the Financial Industry Regulatory Authority (FINRA), operates under SEC oversight and regulates all securities firms that do business with the public, including with respect to arbitration, mediation, professional training, and testing and licensing of securities brokers. FINRA is also responsible for regulating Nasdaq, AMEX, and ISE and oversees industry utilities, such as trade reporting facilities and other OTC operations. NYSE Regulation continues to be responsible for the regulatory oversight of trading on the NYSE. The consolidation, announced in November 2006, was intended to help streamline the broker-dealer regulatory system.

Corporate Governance Developments

Executive Compensation Disclosure. The SEC adopted new rules in August 2006 governing the disclosure of executive and director compensation, related party transactions, and corporate governance matters. The new rules contain a limited number of provisions that affect disclosures by registered investment funds. The new disclosure rules are intended to provide investors with a clearer picture of the compensation structure for a company’s principal officers. The SEC has proposed, but not adopted, rules relating to disclosure of compensation information for certain highly-paid nonexecutive employees (which may include portfolio managers at some fund companies).

Fund Governance Developments

Proxy Materials Must Be Made Available on the Internet. The SEC has adopted amendments to the proxy rules under the Securities Exchange Act that require securities issuers and other “soliciting persons” (including registered investment funds) to make proxy materials available online and to notify shareholders of Internet availability. Issuers may choose to furnish paper copies of their proxy materials along with a notice that the materials are available on the Internet, or to provide only a notice. If the issuer or other soliciting person sends only a notice, additional requirements apply.

Product Developments

“Lifecycle” and “lifestyle” funds have grown significantly in popularity among investors and retirement plan sponsors in recent years. Lifecycle funds follow a predetermined reallocation of risk over time to a specified target date, and typically rebalance their portfolios to become more conservative and income-producing by the target date, which is usually indicated in the fund’s name. Lifestyle funds maintain a predetermined risk level and generally use words such as “conservative,” “moderate,” or “aggressive” in their names to indicate the fund’s risk level. About $373 billion was invested in lifecycle and lifestyle funds in June 2007 (with lifecycle funds holding $152 billion of assets and lifestyle funds holding $221 billion), representing a 55% increase over assets of $241 billion in June 2006. Net new cash flows into these products from July 2006 to June 2007 totaled $81 billion, versus $70 billion in the previous year.

ETF products and assets also continued to experience rapid growth in the last year. As indicated in the Fund Data section above, ETF assets grew approximately 41% from June 2006 to June 2007, from $346 billion to $486 billion, and the number of ETFs grew from 275 to 526.

Other Developments

Though not yet reflected in any concrete regulatory developments, the SEC has been very active in several areas directly affecting mutual funds. First, the SEC is expected to propose a new short-form prospectus for mutual funds in late 2007. This streamlined disclosure document would summarize a fund's objectives, strategies, risks, performance, and costs and could be delivered in place of the current prospectus. The short-form prospectus would complement the SEC’s XBRL/interactive data initiative. Investors that wish to receive the full prospectus would still get it upon request.

SEC Chairman Christopher Cox has also initiated wide-ranging reviews of permissible fund distribution charges (so-called 12b-1 fees) and soft commission arrangements. The likelihood of regulatory changes is uncertain, but any significant changes in these areas could have sweeping effects on fund distribution and brokerage practices.

� Since June 2007, conditions in the financial markets have turned substantially weaker as fears that exposure to sub-prime mortgage defaults is more widespread and that the slump in the housing market will be more prolonged than had been anticipated. As of late-August, major stock market indexes were down from recent records and U.S. Treasury bills were trading at premiums reflecting investors’ pullback from riskier assets.


� Net new cash flow equals new sales less redemptions plus net exchanges.





