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Abstract 
 

 

The Gennaioli et al. (2015) theory on investors’ trust in financial managers is explored 

empirically in the context of mutual funds. The authors relate higher expense ratios to more 

trustworthy managers and lower returns in their respective funds. Evidence indicates that mutual 

funds with relatively high expense ratios have lower returns than low expense ratio funds for 

most of 2008 and 2009, before fees are accounted for within returns. The co-movement of 

expense ratio and excess returns from 2008 – 2009 is more negative for high expense ratio funds, 

confirming the Gennaioli et al. hypothesis that higher expense ratios predict more trustworthy 

managers and lower excess returns, before fees are netted out. Trust and expense ratio are 

positively correlated over 2008 and negatively over 2009; documenting a shift in investors’ 

attitudes toward fund managers following the 2008 crisis. Retail funds have more trusting clients 

and higher expense ratios than institutional funds. Differences found in returns between funds 

with the same the expense ratio are caused by trust, this paper posits. Including an expense ratio 

factor in the Fama-French (1993) model and the Moskowitz et al. (2011) value and momentum 

expected return model increases the explanatory power of both models. Evidence indicates a 

negative impact on gross expected returns as expense ratio increases. High expense ratio funds’ 

returns are better explained by these models than low expense ratio funds’, owing to the negative 

impact that trust has on returns received through a lowered perception of risk of the fund by 

trusting investors. Institutional fund returns are better predicted than retail fund returns. 

Inconsistencies between the aforementioned models’ results for funds classified by levels of trust 

cannot confirm the Gennaioli et al. hypothesis. The importance of measuring the level of trust 

that investors have is reinforced by this analysis.
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I. Introduction 

Trust in financial institutions is a pillar of a healthy economy. Without it, bank runs 

transpire and the financial system comes to a halt. Mutual funds are not immune to such events. 

As the complexity of financial instruments continues to increase, the severity of runs on mutual 

funds has the potential to be disastrous. Such events are a result of waning confidence in these 

financial managers. To understand this crucial aspect of today’s economy, evidence on the 

trustworthiness of mutual fund managers is required. Recent research has determined that capital 

allocation to mutual funds is partially governed by trust
1
. Drawing on work by Gennaioli et al. 

(2015), this paper tests the authors’ measure of trust, using mutual fund data. Evidence on the 

authors’ theory for the relationship between expense ratios, excess returns and investors’ trust for 

them is examined. The effect of the 2008 financial crisis on the level of trust that clients have for 

mutual fund managers is investigated through multiple channels.  

Despite the consistent underperformance of funds compared to passive investment 

strategies such as indexes
2
, mutual funds remain popular. Several theories explaining this 

observation exist
3
. The most recent model, Gennaioli et al. (2015), has yet to be tested 

empirically. Providing a basis for this analysis are studies that use micro evidence to show that 

households would rather not invest in assets at all if they do not trust their manager
4
. This 

supports the notion that investors’ trust toward managers governs their decision to invest in 

specific mutual funds, given different fees and other fund-specific characteristics, even when 

returns are subpar.  

                                                        
1
 See Georgarakos and Inderst (2011) and Guiso et al. (2008).  

2
 See “Farewell to the fund manager?” Financial Times, Oct. 10, 2014; “Hedge Funds: Going Nowhere Fast.” The 

Economist, Dec. 22, 2012.  
3
 See Berk and Green (2004), for example. 

4
 See Georgarakos and Inderst (2011). 
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Drawing on recent events provides an opportunity to gain insight into how trust translates 

into mutual fund fees and returns during an aggressive economic downturn. Gennailoi et al. 

(2015) lay the framework for trust to be measured as investors’ lowered perception of risk that 

accompanies a trustworthy manager. This explains investors’ willingness to continue investing in 

funds that underperform benchmarks. Investors’ trust in managers is a combination of the 

individual investor’s general trusting attitude in addition to the perceived trustworthiness of the 

manager
5
. This measure of trust is influenced by the individual characteristics of investors that 

are unobtainable through data for mutual funds. The measure of trust examined will represent 

both of the aforementioned factors. This measure of trust is examined for the period preceding 

the 2008 financial crisis, through to the crisis and the recovery beginning in 2009. A comparative 

analysis conforming to the Gennailoi et al. (2015) theory is employed in the context of fees and 

returns to gather evidence on the importance of trust in this context. Additionally, an 

investigation into how this measure relates to the Fama-French (1993) model of expected returns 

and the value and momentum model (Moscowitz et al., 2011) is done. Possible quantifications of 

a “trust” variable are examined in these contexts. 

 This issue is examined in multiple stages. Motivated by Gennaioli et al. (2015), the 

following topics are addressed: (i) Does the fee structure of mutual funds relate to excess returns 

in the data in the way that Gennaioli et al. (2015) posit? (ii) Is there evidence in the data that 

relates a lowered perception of risk to trust as the authors suggest? (iii) How does the authors’ 

measure of trust relate to institutional and retail funds? (iv) Can the authors’ theory on trust 

integrate well into the Fama-French or Moskowitz et al. expected value models? (v) Can this 

analysis of trust shed light on the 2008 financial crisis? The process for evaluating these 

                                                        
5
 See Guiso et al. (2008).  
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questions is detailed in section III. The results of this analysis are sometimes inconsistent with 

the theory being tested; this is expanded on in section IV.  

Section II reviews literature related to manager-client relations. Section III reviews the 

data and methodology for analysis. Section IV presents implications of the findings, and section 

V contains concluding remarks. 

 

II. Related Literature 

 Finance literature heavily emphasizes incentives, information interpretation, trend 

chasing, fees, and the skill of managers. These studies provide insight on different mechanisms 

that cause investors to overpay for funds and how this translates into fees. Fernandes et al. (2010) 

find that managers are more likely to take excessive risk to earn a positive return if the previous 

period’s return was subpar
6
. This suggests that managers may feel protected by reporting 

standards and the fee structure of their fund if they can take excessive risk with confidence. 

Alternatively, Gennaioli et al. (2015) would argue that this result is explained by investors’ trust 

in managers. More trustworthy investors are vulnerable to this moral hazard due to managers’ 

tendency to pander to investors’ beliefs. The theme of moral hazard in financial literature has 

gained popularity following the 2008 crisis when these issues were brought to the forefront.  

Investors’ allocation of funds can be attributed to poor interpretation of the prediction of 

future returns from past returns (Berk and Green, 2004), stale information, return chasing 

behavior and reporting standards (Philips et al., 2014).
7
 These biases are reinforced by managers 

who pander to investors’ incorrect beliefs, as Gennaioli et al. (2015) explain. This effect is even 

                                                        
6
 This finding is confirmed by Li and Tiwari (2009), and Golec and Starks (2004). 

7
 Berk and Green (2004) posit that the competitive allocation of capital to funds produces conditions that make 

manager performance ambiguous. Philips et al. (2014) argue that investors cannot distinguish stale from new 

information, leading managers to pander to clients’ beliefs, causing them to overpay.  
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more pronounced in hot asset classes where managers can charge higher fees for pandering to 

investors’ incorrect beliefs on the asset’s fundamental value. Galbraith (1993) examines trend 

chasing as a means for departure from net asset value.
8
 Investors that hold incorrect beliefs about 

the fundamental value of an asset are vulnerable to managers complying with their preferences 

for the over-valued asset. Importantly, these authors echo the sentiment that clients are 

overpaying for the returns that they receive in addition to reiterating the Gennaioli et al. (2015) 

result that managers pander to investor beliefs. 

 Guiso et al. (2008) determine that investors who trust financial advice more will buy an 

increasing numbers of stocks based on that advice. The authors collected data tailored to this 

topic by surveying individuals about their perceptions of trust in finance. A key implication of 

their work is to conclude definitively that trust is not a proxy for attitudes towards risk. This 

compliments the model used in this paper by conforming to the consensus that trust is 

quantifiable and plays a major role in individuals’ investment decisions. Furthermore, the role of 

trust in biasing investors’ perceptions of the risk of financial products is reinforced.  

 Georgarakos and Inderst (2011) also use micro data to measure individuals’ trust for 

managers. They find that households with relatively low financial capability choose their 

managers based on trust. This is in contrast to highly financially capable households that do not 

consider the trustworthiness of managers in choosing investments; but instead consider their 

legal protection in the financial market. Differentiating between different types of investors in 

the analysis is necessary to account for this. Since institutional mutual funds have value 

conditions for fund entrance, examining them in relation to retail funds will shed light on this 

notion. This compliments the Gennaioli et al. (2015) theory by bolstering their hypothesis 

regarding the validity of trust in investment decisions.  

                                                        
8
 Avery and Zemsky (1998) and Alti et al. (2012) also discuss this issue.  
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 The most insightful piece of literature on this topic is Gennaioli et al. (2015). 

Transactions on both the investor and manager side are considered in the authors’ model. The 

authors posit that clients are willing to overpay underperforming managers to choose investments 

for them because it lowers their anxiety. The authors hypothesize that the level of trust clients 

have for managers is positively related to the markup of fees charged. Investors who have a high 

level of trust in their managers will pay fees above cost. This results in managers pandering to 

investors’ beliefs, causing a decline in competitiveness between mutual funds since managers 

can charge higher fees without the loss of investors. Clients are acquired through a combination 

of personal relationships, familiarity, persuasive advertising, connections to friends and 

colleagues, communication and schmoozing
9
. A central implication of the model is that 

managers do not have an incentive to correct clients’ misperceptions about their performance and 

they exploit these beliefs to extract returns. This implies that managers who charge relatively 

higher fees have more trusting clients. This model is used for the analysis in proceeding sections 

where it is applied to mutual fund data to investigate the level of trust. 

Regarding investors, Gennaioli et al. (2015) posit that those who trust their mutual fund 

managers are willing to overpay for the level of risk assumed. Investors decide whether or not to 

invest in risky assets based on the availability of good financial advice.
10

 Trustworthy managers 

lower investors’ perception of the fund’s riskiness, lowering their expectations for future returns. 

Therefore, investors overpay for the actual level of risk and returns associated with their 

investment. The authors derive a measure of trust based on this theory. The difference between 

expected return and actual return is a trust premium earned by managers. Investors who trust 

mutual funds with their capital are taking the past returns on stocks, combined with manager 

                                                        
9
 See Gennaioli et al. (2012), pp. 3. 

10
 See Georgarakos and Inderst (2011). 
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strategy, and market trends as an indication of potential expected returns. Adding trust to this 

will cause investors to deviate from current models of expected returns, paying managers more 

than required for a given level of risk in an investment. This effectively rotates the expected 

return curve downward. 

 Prior literature clearly indicates a dichotomy between managers and investors, 

characterized by incentives. Managers are driven to earn more fees, even if it means complying 

with investors’ wishes to chase a trend that may be detrimental in the long run. There is a 

consensus among researchers that investors consistently overpay managers for the returns that 

they receive. There is disagreement in the literature as to how this departure is justified. Building 

off of Gennaioli et al. (2015), the next section examines the role that trust plays in this departure.  

 

III. Data and Methodology 

 This section first discusses a comparative analysis of mutual funds to gather topical 

evidence on the trust matter before looking at the validity of the proposed quantitative measure 

for trust in the context of the Fama-French model, followed by the Moskowitz et al. value and 

momentum model. Previous research regarding trust exclusively deals with micro data from 

surveys to ascertain a measure of trust. The following analysis uses panel data for mutual funds 

with the measure of trust being the difference between expected return and actual return. Data on 

NASDAQ mutual funds is taken from the CRSP, accessible through the WRDS database, for 

January 2008 – December 2009. Due to the nature of some integral variables only being 

available on a quarterly basis, all data is tailored to this standard. This is done for the entirety of 

the CRSP database, representing 24367 NASDAQ mutual funds.  
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 Excess return is taken as the fund’s actual return minus the market’s return on the S&P 

500. Using this measure to compare excess returns across mutual funds avoids pitfalls in the 

analysis. The issue of the potential for an arithmetic linkage between high expense ratios and low 

net excess returns is recognized and dealt with thoroughly. To avoid the problem of working 

with arithmetically linked high expense ratios and low net excess returns that measure trust, 

expense ratio fees are never deducted from excess returns and the expense ratio sorting 

mechanism is used. This validates the expense ratio group sorting method employed in this 

analysis and allows for the comparison of excess returns across these groups, without biasing 

returns by deducting fees in addition to sorting them by a fee criterion. Funds are not sorted by 

net excess return levels, allowing an unbiased level of trust to be inferred from the expense ratio 

groups. Funds are sorted by expense ratio groups and the level of excess return within them is 

related to the Gennaioli et al. measure of trust. Alternatively, funds that are divided by excess 

returns levels are compared using trust. Although trust is calculated as expected return minus 

actual return, this does not imply that funds with the same returns will have the same level of 

trust, since their expected returns are different. This emphasizes the importance of data sorting 

by expense ratios, frequently used in this analysis. A key result of the upcoming analysis is that 

funds with the same expense ratios do not have the same excess returns; therefore, a given level 

of excess returns does not always imply the same level of trust. 

 

(i) Evidence on the relationship between expense ratios, excess returns, and trust 

The Gennaioli et al. (2015) model dictates that more trustworthy funds are able to charge 

higher fees without losing investors. This is explainable if investors trust their managers enough 

to lower their expectations of future returns. To find evidence on this phenomenon, the data is 
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divided according to expense ratios. The expense ratio includes management fees and operating 

costs and can be negative due to reimbursements. The expense ratio is expressed as a fraction of 

the total investment that shareholders pay for the fund’s operating expenses.  

The funds are divided according to high and low expense ratios in order to examine each 

group’s excess returns more closely. The data is sorted according to quarters and then the funds 

with expense ratios that lie above each quarter’s median expense ratio are separated from those 

that lie below. The excess return is averaged for each expense ratio group in each quarter. 

Gennaioli et al. posit that if the difference between excess returns and fees is relatively small, 

then those investors must trust their managers more because their managers can charge higher 

fees. To test this, the mean excess return in each quarter is computed for funds that lie above the 

expense ratio median and those that lie below. The difference in mean excess returns for each 

quarter between high and low expense ratio groups is statistically significant. This is consistent 

with the model that relates a relatively high expense ratio to more trusting clients who are 

prepared to accept lower excess returns. Quarter one, three and four in 2008 and quarter one in 

2009 represent periods where excess return is higher for funds with lower expense ratios. This 

evidence supports the Gennaioli et al. theory that relates a higher expense ratio to investors’ 

lowered perception of risk, making a lower return acceptable for them. Notably, these results do 

not stand during the second quarter of 2008 when the crisis began, or further into 2009 when the 

recovery started. Each group is examined closely to isolate its fluctuations in returns during the 

crisis. 

The mean excess return within each expense ratio group is tracked for each quarter. In the 

low expense ratio group, the mean excess return declines in each quarter except for quarter three 

and four of 2008 and quarter four of 2009. A decline in excess return for this group would be 
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aligned with increased manager trust, Gennaioli et al. (2015) argue. This is curious since the last 

quarter 2008 represents a time of considerable turmoil for the financial system. However, 

declining excess return in 2009 is inconsistent with a decrease in trust that would be likely to 

occur following the crisis. It is likely that there are unaccounted factors at play here; this is 

examined in the upcoming analysis section.  

For the high expense ratio group, the mean excess return decreased significantly for 

quarter three in 2008 and quarters two, three and four in 2009. The overall story for the high 

expense ratio group is hypothesized to be that after the height of the crisis, in the fourth quarter 

of 2008, trust in those managers decreased and investors required a higher return, explaining the 

increase in mean excess return from quarter three to four in 2008. In 2009, excess returns 

consistently declined starting in the second quarter. This is inconsistent with a decrease in 

investor trust for their managers following the crisis, according to the Gennaioli et al. (2015) 

theory. These results define the beginning of a separation between low and high expense ratio 

groups and the excess returns that each group receives, mediated by trust. The inconsistencies in 

results obtained are accounted for in the upcoming analysis. 

Co-movement in the expense ratio and excess returns is tracked for each quarter. Over 

the two years of data, expense ratio and excess returns are negatively correlated as Gennaioli et 

al. predict. In order to find more concrete evidence that the level of trust that investors have for 

managers is causing the differences in excess returns between expense ratio groups, further 

investigation is required. For the high expense ratio group, excess returns and expense ratio are 

more negatively correlated than the low expense group that retains a less-negative correlation. 

This is explainable by the lowered perception of risk that the high expense ratio group has for 

managers that translates into trust. The high expense ratio group’s correlations are always 
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negative, except for quarter two and four in 2009, fluctuating sporadically; they do not conform 

to an observable trend. Alternatively, the low expense ratio group displays positive correlations 

in half of the quarters. In 2009, the correlation becomes positive in the second quarter and 

remains positive for the duration of the year. The Gennaioli et al. model would posit that 

investors in this group do not trust their managers and therefore would require a higher excess 

return to justify an increase in fees. This is preliminary evidence on co-movement between the 

two variables; this warrants an examination of the variables in the context of the Fama-French 

and Moskowitz et al. model in the next section.  

Co-movement in the expense ratio and trust is found to be positive for the duration of 

2008 and negative for the duration of 2009. These results are consistent with the Gennaioli et al. 

theory of trust, considering the events that took place during this timeframe. In 2009, following 

the height of the financial crisis, investors’ trust for their fund managers decreased in relation to 

the expense ratio, producing negative co-movement between the two variables.  

Using the proposition that trust, manifesting as a lower perception of risk, is the deviation 

of actual return from expected return, the expense ratio groups are compared. Expected return is 

taken as the actual return, twelve months prior to the current date, and is tailored to be quarterly. 

Tests reveal that this measure of trust for the low expense ratio group is lower than the high 

expense ratio group in every quarter in 2008 while the opposite is true in 2009. The 2008 results 

partially align with the higher excess return for the low expense ratio group found above, except 

for quarter two, when the high expense ratio group has a higher mean excess return. For 2009, 

the excess return results only contradict these for the first quarter. The excess return for the low 

expense group was only higher than the high expense group in the first quarter of 2009; the trust 

results suggest that the excess returns for the low expense ratio group should have been lower 



 11 

than the high expense group for the duration of 2009. Considering fund characteristics more 

closely may shed light on these inconsistencies.  

A closer look at each expense ratio group is considered in order to bolster the Gennaioli 

et al. theory. Institutional funds are considered in the group context. In contrast to retail funds, 

institutional funds typically have relatively low management fees but require a higher initial 

capital investment in the fund. The case of institutional versus retail funds provides a unique 

opportunity to analyze trust in the context of different types of investors.  

For the overall sample, retail funds have a significantly higher mean expense ratio than 

institutional funds. One explanation for this could be that retail investors are less qualified to 

evaluate different funds and must choose their funds based on a combination of trust and past 

performance, which, as discussed previously, may lead to a biased view of the fund. This would 

result in retail investors accepting higher fees for the reduction in their anxiety that a trustworthy 

manager induces. Institutional investors may be more apt at evaluating mutual funds and 

therefore do not let manager trust influence their choices as much as retail investors would. Their 

perceptions of risk associated with fund managers may be more accurate due to experience in the 

industry. Following the Gennaioli et al. theory, this would lead to the differential in fees 

observed. Ultimately, tests reveal that the same discrepancy between expense ratios translates 

into trust, as observed as before. Institutional funds trust their managers less and have lower 

expense ratios than their counterpart, retail funds.  

Gennaioli et al. argue that given multiple funds with the same expense ratio, those that 

earn lower returns have more-trusting clients. Holding the expense ratio constant, excess returns 

are compared within each expense ratio group. After excess returns are sorted into groups of 

funds with the same expense ratio, the mean excess return of each group is computed. Within 
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each expense ratio group, the average excess returns earned by funds below the group average 

and above the group average are found to be different for several funds. Some of these 

differences are insignificant, however, and conform to the theory that a given expense ratio 

implies equal excess returns across firms. For funds with the same expense ratio that earn 

different returns, Gennaioli et al. posit that funds with relatively lower returns in this context 

have more trusting investors. This result is obtained for multiple funds examined. The next 

section examines this more closely by accounting for the other factors that can bias excess 

returns.  

 

(ii) Trust in an expected return context 

(a) Fama-French model 

A more direct approach to finding the level of trust for mutual funds draws on expected 

return theory. The Fama-French (1993) model of expected returns builds off of CAPM to 

introduce additional explanatory factors for expected returns. To account for the observation that 

equity investment in smaller-capitalization firms usually outperforms large ones, “SMB” is 

introduced as the difference in average returns on three low market capitalization stock portfolios 

and three high market capitalization ones. This represents whether or not the strategy of the 

portfolio manager is to invest in smaller firms to earn higher than average returns.
11

 The authors 

also introduce “HML” as the average return on value stock portfolios minus the average return 

on growth stock portfolios. Since value stocks produce higher returns than growth stocks that 

have a lower book-to-market ratio, a fund that is earning higher than average returns may be 

                                                        
11

 See Fama and French (1993).  
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explained by this factor.
12

 The last factor included is the excess return on the value-weighted 

market index, using the risk-free rate.  

To integrate this model with the Gennaioli et al. (2015) context, the deviation from 

expected return to actual return that the authors attribute to a measure of trust is computed. This 

represents the lowered perception of risk that trustworthy managers induce in clients. Evidence 

taken from the analysis done above is used to justify the authors’ position that higher fees imply 

lower excess returns, before fees are netted out, representing more trusting clients. This is 

explored in detail using the Fama-French approach.   

Daily returns for the mutual funds are obtained along with the risk-free interest rate, 

taken as the one-month Treasury Bill rate. The returns are tailored to quarterly frequency to 

match expense ratio data; the mean excess return over each quarter is taken. The excess return on 

the market is measured as the value-weighted return on all NYSE, AMEX, and NASDAQ 

stocks, from the CRSP, minus the one-month Treasury bill rate. The Fama-French factors are 

taken from WRDS. One of the challenges in using quarterly data to look at the events 

surrounding the 2008 crisis is that the number of observations are limiting; there are insufficient 

observations to produce precise results on a quarterly basis. This challenge is partially overcome 

by examining funds with different characteristics in detail while not being able to look at 

changes in them leading up to and following the crisis.  

Looking at all the data first, including the expense ratio in the regression over the sample 

produces statistically significant results with an explanatory power of 26.38%. Running the 

Fama-French regression alone produces an explanatory of 26.19%. Funds with the same expense 

ratio are compared for expected returns in a Fama-French context. For the high expense ratio 

group, the model has a negative expense ratio coefficient of magnitude 0.523 and the model 

                                                        
12

 See Fama and French (1993). 
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returns an explanatory power of 28.72%. For the low expense ratio group, the model returns a 

negative coefficient of magnitude 4.359 with an explanatory power of 23.67%. While the model 

returns a coefficient on expense ratio that is negatively related to expected returns, the relative 

magnitudes do not confirm the hypothesis of Gennaioli et al. (2015). The expectation is to 

discover that the high expense ratio group’s returns are more negatively impacted than the low 

expense ratio group’s returns.  

Looking at the high expense ratio group, regressing expected return on the standard 

Fama-French factors produces a model with an explanatory power of 28.56%; including expense 

ratio as a proxy for trust increases the explanatory power to 28.72%. For the low expense ratio 

group, including expense ratio in the regression increases the explanatory power from 23.22% to 

23.67%. Although the model explains more variation in expected returns for the high expense 

ratio group, including the expense ratio in the regression increased the explanatory power of the 

low expense ratio group’s model by a larger fraction. Looking at the difference in expense ratios 

by type of fund is also examined.  

The case of institutional versus retail funds is considered in the Fama-French framework. 

The institutional funds’ model has an overall explanatory power of 26.81%. This is expected as 

both low and high expense ratio groups are represented in this sample; this number is within the 

range predicted in the first part of the analysis. Looking at only the high expense ratio group in 

the institutional context, the model explains 33.31% of the variation in expected return. This is 

higher than the overall institutional sample in addition to the portion of the sample that has an 

exclusively high expense ratio, with an explanatory power of 33.00% when expense ratio is not 

included as an independent variable. The low expense ratio group for institutional funds 
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produces a model that explains 24.32% of variation in expected returns with the expense ratio 

included, higher than the 24.10% when expense ratio is not included in the model for this group.  

Applying the same model to the entire sample of retail funds yields an explanatory power 

of 25.97%. Including only high expense ratio funds increases the explanatory power of the model 

to 27.73%, higher than taking the model alone with high expense funds and not including the 

expense ratio factor. Similarly, looking at the low expense ratio group, expected return is better-

predicted when expense ratio is included in the group. The explanatory power of the model 

increases from 22.53% to 23.39%. Overall, the model explains institutional funds’ expected 

returns better than retail funds’. Due to limitations with the number of observations around the 

2008 crisis, an analysis on a quarterly basis is ruled out. However, the coefficient on expense 

ratio is both negative and significant in all cases. This is strong empirical evidence of the 

Gennaioli et al. model, relating higher expense ratios to more trustworthy managers, a lowered 

perception of risk, and consequentially, lower expected returns for clients before fees are netted 

out. The evidence on how this model performs in the context of low and high expense ratio 

groups, however, does not confirm the authors’ hypothesis in terms of the relative magnitudes of 

the expense ratio coefficients.  

Looking at the latter regressions in the context of funds sorted by levels of trust may be 

enlightening. Using the sorting process discussed above for funds with the same expense ratio, 

the funds that are considered relatively more trustworthy based on the Gennaioli et al. model are 

compared to the relatively less trustworthy ones. Of the funds that are considered more 

trustworthy, the model explains 17.11% of the variation in expected returns and 57.41% in the 

less trustworthy group. This implies that funds with higher excess returns relative to the more 

trusting group have returns that behave in a more predictable manner. This is in contrast to the 
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results discussed above where the model performed better in the high expense ratio context that 

is considered the more trusting group. The Gennaioli et al. theory would relate this finding to the 

information flow between clients and managers that less-trusting clients expect from their 

managers. With more information, expected returns become more predictable; the moral hazard 

problem associated with financial managers is partially alleviated. This theory cannot be tested 

further leading up to the 2008 financial crisis as the number of observations in the data does not 

permit it. Examining the Gennaioli et al. theory in the context of another expected return model 

will either bolster or cast doubt on these results, some of which conform to authors’ hypothesis. 

 

(b) Value and momentum model 

The Moskowitz et al. (2011) model documents the “time series momentum” aspect that 

portfolios display. Their three-factor model takes into account the asset’s book value relative to 

its market value and the asset’s “momentum”, represented by the recent relative performance of 

the asset. The co-movement across asset classes that is documented is related to a common 

global risk factor that affects value and momentum. The authors’ third factor is a global market 

index. Instead of examining a cluster of assets in a market, the authors examine individual 

securities in several markets at once. This is in contrast to this study that focuses solely on 

mutual funds. Since mutual funds are not valued in the same way as securities, they are always 

taken at current, market value, a mutual fund’s book value will equal its market value. If access 

to individual fund’s portfolios was available, this would give a possible indication of book value 

by examining past returns over a long period of time. Momentum is taken as the sum of the 

previous twelve months’ returns, less the most recent month’s return, a standard measure in 

financial literature. Instead of using a world market index to represent the common risk factor in 
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the mutual fund sample, the excess return on the S&P 500 is used as a benchmark to align with 

the nature of the sample.  

Including the expense ratio in this model increases the explanatory power of the 

Moskowitz et al. model from 6.18% to 6.49% for predicting expected returns. The coefficient is 

negative on expense ratio, as Gennaioli et al. posit. This is good evidence to pursue a more 

rigorous analysis in the momentum context. The funds are analyzed on the basis of fees. In both 

the low and high expense ratio groups, including expense ratio in the regression specification 

increases the explanatory power of the model. The results conform to the ones found in the 

Fama-French context where expense ratio has a negative coefficient, implying lower expected 

returns, gross of fees, with higher fees. Expense ratio represents the investors’ perceived level of 

risk reduction with a trustworthy manager. The high expense ratio group’s model has a higher 

explanatory power than the low expense ratio group’s. This is aligned with the Fama-French 

results discussed above under the same sorting mechanism. Under the Gennaioli et al. theory, 

this implies that higher expense ratio groups, with more risk-taking managers, may have 

predictably lower returns relative to the less trusting low expense ratio group that require more 

disclosure from their managers. 

Looking at funds defined to be either low or high trust funds based on their positions 

from the mean level of return for a given expense ratio, it can be determined if the results 

represent a Gennaioli et al. outcome. The results indicate that the low trusting group’s model is 

less explanatory than the high trusting funds’ with the former having an explanatory power of 

4.71% while the latter group’s is 6.92%. These results are in contrast to the Fama-French results. 

The coefficient on expense ratio is more negative for the less-trusting fund group. This is also in 

contrast to the Gennaioli et al. theory that would predict that more-trusting clients would have 
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expected returns more adversely impacted by expense ratio. This contradicts the outcome when 

the sorting mechanism is to look at the high and low trust groups in the entire sample, and the 

result is that low expense ratio funds earn higher excess returns than high expense ratio funds. 

For institutional funds, the explanatory power of the model without expense ratio as an 

independent variable is 6.25%. Including expense ratio in the regression increases this to 6.80%. 

Similarly, including expense ratio for high expense ratio institutional funds increases the 

explanatory power of the model from 6.29% to 7.33%. For the low expense ratio institutional 

fund group, including expense ratio increases the explanatory power of the model from 5.83% to 

6.26%. The coefficient on expense ratio is more negative for the low expense ratio group. This is 

the same result, discussed above, that does not compliment the Gennaioli et al. theory. According 

to the authors, the high expense ratio group should have more-negatively affected returns due to 

clients’ lowered perception of risk as a byproduct of trustworthy managers.  

The explanatory power of the model for the entire data sample also increases when 

expense ratio is included in the retail fund case. The Fama-French result is echoed here where 

the model better explains institutional returns. The explanatory power of the retail fund model 

increases from 6.11% to 6.47% when the expense ratio is included; both are lower than their 

institutional fund counterparts discussed above. Both the high and low expense ratio group 

models are improved with the inclusion of expense ratio as an independent variable. The result 

that the low expense ratio group’s returns are more negatively impacted by expense ratio persists 

in this context. A possible way of interpreting this persistent result is that a unit increase in 

expense ratio is more detrimental to the low expense ratio group’s returns due to their less-

trusting nature. Perhaps less-trusting individuals are more likely to be risk averse and therefore if 
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a higher expense ratio implies taking more risks for them, this weighs heavily on their 

expectations for earning a return in the future. 

 

IV. Implications  

This analysis found evidence that sheds light on the investor psychology behind why 

clients accept lower returns for a given level of risk. Specifically, empirical evidence is found 

that aligns with the Gennaioli et al. hypothesis on the relationship between investors’ excess 

returns and their level of trust for fund managers. The key variables that Gennaioli et al. 

determine are related to a measure of trust for investors’ fund managers are found to be 

correlated throughout the business cycle and during the 2008 financial crisis.  

The first part of the analysis established that for the majority of 2008 and the beginning 

of 2009, low expense ratio funds had higher excess returns than those with relatively higher 

expense ratios. This result is consistent with the Gennaioli et al. model whereby a higher expense 

ratio translates into more trusting clients with a lowered perception of risk that allows fund 

managers to earn lower excess returns for them. The periods where funds with relatively high 

expense ratios earn higher excess returns than low expense ratio funds do not conform to the 

authors’ model. Mean excess return for the low expense ratio group declined significantly on a 

quarterly basis except for quarter four in both 2008 and 2009, while for the high expense ratio 

group, excess return increased for quarters two and four in 2008 and quarter one in 2009. This is 

not explained by the model but may be a sign of the uncertainty that accompanied the 2008 

crisis. Allowing time for investors’ attitudes towards their managers to adjust is crucial. For the 

high expense ratio group, it is likely that, following the crisis, investors demanded performance 

that aligned with the actual, instead of perceived level of risk that comes with a trustworthy 
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manager, increasing returns in the relevant periods. The same logic applies to the low expense 

ratio group. However, since this group has expectations aligned with the actual level of risk of 

the investment, the change in excess return was less pronounced for this group than for the high 

expense ratio group.  

Furthermore, co-movement in the expense ratio and excess returns is found to be negative 

as predicted by the model. An increasing expense ratio is only sustained if clients trust their 

managers more and therefore are willing to accept lower returns. Co-movement between these 

variables is less reliable as confirmation of the authors’ model, however, since within expense 

ratio groups, the excess returns are not correlated with movement in the expense ratio as 

predicted by the theory. This is especially pronounced for the low expense ratio group where, in 

2009, co-movement between the expense ratio and excess returns became positive. This may be 

a sign that investors required higher returns following the crisis, especially for an increase in the 

expense ratio in the low trusting group.  

Looking directly at trust in relation to movement in the expense ratio, the results align 

with the Gennaioli et al. theory for 2008 where the variables are positively correlated. However, 

in 2009, this relationship becomes negative. Perhaps this change represents investors’ changing 

attitudes toward their fund managers following the economic turmoil of 2008, consistent with a 

decline in trust.  

 Further analysis indicates that the authors’ measure of trust is consistent with expense 

ratio levels for 2008. For the entire year, funds with higher expense ratios are more trusting, 

compared to lower expense ratio funds. This trend flips for the duration of 2009 and higher 

expense ratio funds become less trusting than lower expense ratio ones. Gennaioli et al. would 

explain this by saying that more-trusting clients became aware of the excessive risk taking by 
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their managers subsequent to the 2008 crisis and demanded higher returns for the funds in light 

of this new information.  

Looking at the data in greater depth entailed dividing it by type of fund in addition to 

expense ratio. For a given expense ratio, some funds earn significantly different returns for their 

clients. This is consistent with the Gennaioli et al. theory that would dictate that funds with the 

same expense ratio should earn different returns based on trust. Further analysis showed that 

retail funds have higher expense ratios than institutional funds on average and also have higher 

trust on average. These differences did not persist into excess returns, however. Funds with the 

same expense ratios were found to have significant differences in excess returns; this translated 

into the authors’ measurement of trust.  

Integrating a trust-related variable into expected return models showed the need for the 

consideration of investor psychology in greater depth for determining expected returns. Adding 

an expense ratio term that was confirmed to be positively related to trust in the previous analysis 

done increased the explanatory power of both the Fama-French and Moskowitz et al. models. In 

both contexts, including expense ratio as a proxy for trust results in a negative impact on 

expected return. This conforms to the Gennaioli et al. model. Although several pieces of 

evidence collected suggest that the authors’ theory is sensible, some results are to the contrary. 

As discussed above, the magnitude of the negative coefficient on expense ratio was found to be 

larger for the low expense ratio group. This contradicts the authors’ intuition whereby a low 

expense ratio implies less trust and higher excess returns, relative to funds with higher expense 

ratios that will accept lower excess returns.  

The model performs better for institutional funds rather than retail funds in terms of 

explanatory power. The results indicate that including expense ratio as a proxy for trust in the 
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regression specification marginally increases its explanatory power. Including expense ratio is 

particularly beneficial to the analysis of groups that are low or high trust based on their expense 

ratio level. For the less-trusting group, the model’s explanatory power is dramatically increased 

in the Fama-French context. It is possible that the less trustworthy group’s returns are more 

predictable due to information disclosure between managers and clients in this group. On the 

other hand, the high expense ratio group responds positively to pandering by fund managers that 

lowers their perception of funds’ riskiness. This makes their expected returns more 

unpredictable.  

Applying trust to the Moskowitz et al. value and momentum model also produced results 

that indicate that expense ratio is related to expected returns. Including expense ratio in the 

regression specification increased the explanatory power of the model in every case and provided 

evidence on the negative relationship between the latter and expected returns. This model 

explains the high-trusting group’s returns better than the less-trusting group’s. This can be 

attributed to the flow of information between clients and their managers that is reduced when 

clients are more trustworthy, making returns less predictable.  

Overall, a mix of evidence is found on the Gennaioli et al. model. There is a definitive 

connection between trust, implied by expense ratio, and excess returns for mutual funds. Some 

evidence suggests that trust declined following the 2008 financial crisis. Data limitations have 

made it difficult to consider this concept in detail. Preliminary evidence collected in the first part 

of the analysis where trust was tracked by expense ratio groups leading up to and following the 

crisis indicates a shift in investors’ attitudes toward their managers. The need for expected return 

models to take into account investors’ levels of trust is overwhelming, based on the results 

obtained in the Fama-French and Moskowitz et al. contexts. A model that heavily emphasizes 
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investor psychology taking into account reactions to major events is a direction for further 

analysis. Examining the authors’ measure of trust around several informational events will 

provide a greater understanding on whether or not trust plays a significant role in determining 

expected returns for mutual funds following significant economic announcements and events. 

 

V. Conclusion 

There is a consensus in financial literature on the importance of trust in a well-

functioning financial system. Given this, there is a need for more concrete evidence on how trust 

plays into interactions between agents and how this shapes outcomes. Evidence obtained in this 

analysis both favors the Gennaioli et al. model and contradicts it. The majority of evidence 

obtained, however, is explained by investors’ shifting attitudes toward their managers during the 

2008 crisis, aligning with the authors’ theory. 

The authors’ propositions on the negative relationship between expense ratio and excess 

returns, and the positive relationship between trust and expense ratios, are confirmed in several 

intervals through correlations, and comparative analysis of funds with different expense ratios 

and levels of trust. Evidence on the decline in trust following the 2008 crisis was obtained by 

tracking excess returns through different expense ratio groups in time in addition to examining 

the co-movement of trust with expense ratio. High expense ratio funds are found to have 

relatively more trusting clients and earn lower returns on average than low expense ratio funds. 

Retail funds are found to be more trusting and have higher expense ratios on average, compared 

to institutional funds. Differences in returns to funds with the same expense ratios are evidence 

of the Gennaioli et al. trust differential.  



 24 

These results are strengthened by the Fama-French and Moskowitz et al. model outcomes 

that confirm the need for a trust variable in evaluating expected returns. The results indicate that 

less trusting funds’ returns are more predictable than their more trusting fund counterparts in the 

Fama-French context. This is consistent with less trusting investors demanding more information 

from their managers while more trusting investors respond to pandering as the authors posit, 

making them vulnerable to uncertainty in returns. The contrary is true in the Moskowitz et al. 

context. These results are echoed in the institutional fund context, where the funds’ returns are 

more predicable than the relatively more trusting retail funds’ returns. This analysis has provided 

definitive empirical evidence on the Gennaioli et al. (2015) model that is mediated by trust.  
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Tables: 

 

(i) Evidence on the relationship between expense ratios, excess returns, and trust 

 

Tables 1-8 present evidence on excess returns being higher for the low expense ratio group for 

quarter one, three and four in 2008, and quarter one in 2009. Under the “group” label in each 

table, the single digit label refers to the low expense group for that quarter and the double digit 

label refers to the high expense ratio group for that quarter. The quarters are labeled in 

chronological order from 1-8. 

 

 

 

Table 1: Quarter one, 2008 

 
 

Table 2: Quarter two, 2008 
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Table 3: Quarter three, 2008 

 

 
 

 

Table 4: Quarter four, 2008 

 
 

 

 

Table 5: Quarter one, 2009 
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Table 6: Quarter two, 2009 

 
 

Table 7: Quarter three, 2009 

 
 

 

Table 8: Quarter four, 2009 

 
 

 



 32 

Tables 9-22 present evidence on the mean excess return behavior from quarter to quarter, by 

expense ratio groups. For the low expense ratio group, mean excess return declines in each 

period except for quarter three and four of 2008 and quarter four of 2009. For the high expense 

ratio group, mean excess return declines from quarter to quarter except in quarters two and four 

of 2008 and quarter one of 2009. The labelling process for variables is identical to the one 

described for tables 1-8. 

 

Table 9: Quarter two, 2008, low expense ratio group 

 

Table 10: Quarter three, 2008, low expense ratio group 

 

 
Table 11: Quarter four, 2008, low expense ratio group 
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Table 12: Quarter one, 2009, low expense ratio group 

 

 

 

 

Table 13: Quarter two, 2009, low expense ratio group 

 

 

 

Table 14: Quarter three, 2009, low expense ratio group 
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Table 15: Quarter four, for 2009, low expense ratio group

 

 

Table 16: Quarter two, for 2008, high expense ratio group 

 

 

Table 17: Quarter three, for 2008, high expense ratio group 
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Table 18: Quarter four, for 2008, high expense ratio group 

 

 

 

Table 19: Quarter one, for 2009, high expense ratio group 

 

 

 

Table 20: Quarter two, for 2009, high expense ratio group 
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Table 21: Quarter three, for 2009, high expense ratio group 

 

 

 

Table 22: Quarter four, for 2009, high expense ratio group 

 

 
 

 

Table 23: Over the entire data sample, expense ratio and excess returns are negatively correlated 

 

 

Table 24: Correlation between expense ratio and excess returns for the high expense ratio group 

 

 

Table 25: Correlation between expense ratio and excess returns for the low expense ratio group 
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Table 26: Correlation between expense ratio and excess returns for the high expense ratio group 

by each quarter 
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Table 27: Correlation between expense ratio and excess returns for the low expense ratio group 

by each quarter 
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Table 28: Correlation between expense ratio and trust, by quarter, 2008 

 

 

 

Table 29: Correlation between expense ratio and trust, by quarter, 2009 
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Table 30: “Trust” for the low expense ratio group is lower than the high expense ratio group for 

2008 
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Table 31: “Trust” for the high expense ratio group is lower than the low expense ratio group for 

2009 
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Table 32: Institutional funds have a lower mean expense ratio than retail funds 

 

 

 

 

Table 33: Institutional funds have a lower mean level of trust than retail funds 
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(ii) Fama-French Tables: 

Table 1: Regression over entire data sample with and without expense ratio variable 
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Table 2: Regression on only high expense ratio group, followed by low expense ratio group 
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Table 3: Regression on high expense ratio group without expense ratio, followed by low expense 

ratio group 

 

 

 

 

 

 

 

 

 



 46 

Table 4: Regression in the context of institutional funds 

 

 

 

Table 5: Regression in the context of high expense ratio institutional funds 
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Table 6: Regression in institutional context, without expense ratio variable  

 

 

 

Table 7: Regression on low expense funds in institutional context 
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Table 8: Regression in low expense ratio, institutional context without expense ratio term 

 

 

 

Table 9: Regression in retail fund context, entire data sample 
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Table 10: Retail fund context, high expense ratio, expense ratio independent variable 

 

 

Table 11: Retail fund context, low expense ratio, expense ratio independent variable 
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Table 12: Low expense ratio group without expense ratio independent variable 

 

 

 

Table 13: Low-trust retail fund group with expense ratio independent variable  
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Table 14: High-trust retail funds, expense ratio independent variable 

 

 

 

 

(iii) Value and Momentum Tables: 

 

Table 1: Entire data sample regression 
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Table 2: Entire data sample regression including expense ratio independent variable 

 

 

Table 3: Low-trust group regression 
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Table 4: High-trust group regression 

 

 

Table 5: Institutional fund regression without expense ratio variable  
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Table 6: Institutional fund regression with expense ratio variable  

 

 

Table 7: Institutional fund regression in high expense ratio context 
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Table 8: Institutional fund regression in high expense ratio context without expense ratio 

independent variable 

 

 

Table 9: Institutional fund regression in low expense ratio context with expense ratio 

independent variable 
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Table 10: Institutional fund regression in low expense ratio context without expense ratio 

independent variable 

 

 

Table 11: Retail fund regression over entire data sample 
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Table 12: Retail fund regression over entire data sample with expense ratio variable 

 

 

 

Table 13: Retail fund regression in high expense ratio context 
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Table 14: Retail fund regression in high expense ratio context without expense ratio variable 

 

 

Table 15: Retail fund regression in low expense ratio context with expense ratio variable 

 

 


