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INSTITUTIONAL MANAGEMENT FEES: ARE THE ANNUAL FEES YOU PAY
FOR MONEY MANAGEMENT APPROPRIATE?

Sherry L. Jarrell a and Edward S. O’Neal a,∗

The authors quantify and analyze the current annual fees in the institutional mutual
fund industry. They identify the primary determinants of fund expenses and develop a
methodology for gauging whether fees on an institutional investment are consistent with
other similar alternative investments. This methodology treats fixed income, domestic equity
and international equity funds separately and can be applied to the pricing of potential
separate account service providers as well as institutional mutual funds.

Controlling expenses is an important aspect of insti-
tutional portfolio management. Though invest-
ment returns across managers are highly variable
from year-to-year, differences in management fees
are comparatively stable over time. This static
nature of management fees suggests that attention
to expense structures and fee arrangements can
provide immediate and tangible benefits to plan
sponsors. Our goal in this study is to examine the
factors that drive the fees currently being paid by
institutional mutual fund investors and to present
a unique method for analyzing the fee structure
of both existing and potential institutional mutual
fund holdings. Our results enable plan sponsors
to numerically estimate the fees they might expect
to pay given the institutional characteristics of the
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fund and fund family, the investment objectives of
the portfolio, and the implementation style of the
manager. Our analysis not only serves as a guide to
measuring institutional mutual fund fees but also
provides a template for negotiating with money
managers on fee arrangements in separate accounts.

Previous academic research on mutual fund man-
agement fees has not separately considered insti-
tutional funds. However, many researchers have
analyzed fees for the universe of retail mutual
funds. This research has generally proceeded along
two fronts. One group of studies looks at the
relationship of fees to performance. Generally,
and not surprisingly, an inverse relationship is
uncovered. Several studies parlay this result into
a prescriptive methodology for selecting mutual
funds.1 The second strain of academic research
examines the determinants of retail mutual fund
fees by relating fund-specific characteristics to
annual expense ratios. These studies find that a
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Table 1 Ten largest institutional fund families by institutional mutual fund assets under management as
of December 2002.

Institutional mutual fund Percent of total institutional mutual
Fund family assets under management ($B) fund assets

Vanguard 89.0 16.2
PIMCO 34.4 6.3
One Group 24.3 4.4
SEI 23.5 4.3
Evergreen 19.7 3.6
Fidelity 19.1 3.5
Morgan Stanley 18.6 3.4
DFA 16.3 3.0
First American 14.0 2.5
Janus 13.0 2.4

Total: 10 largest families 271.9 52.6

number of characteristics are drivers of expenses:
fund size, family size, fund objective, portfolio
turnover, and load structure have all been found to
influence the levels of fees of retail mutual funds.2

On the practitioner side, authors frequently men-
tion the importance of fees when discussing the
tradeoffs between active and passive management
or the economics of the money management
business.3 While the identification of next year’s
alpha-delivering manager is fraught with uncer-
tainty, it is well accepted that each additional basis
point saved in fees yields a corresponding increase
in alpha, holding all else equal. It is, therefore,
imperative to understand what drives fees at the
institutional level and what fees are reasonable
and appropriate given the observable characteris-
tics of money management firms. In the subsequent
analysis, we explore these issues.

1 Institutional fund fees

Our dataset comprises all institutional mutual funds
from the January, 2003 edition of Morningstar
Principia Pro Plus for Mutual Funds. Morningstar

designates as institutional a “fund that meets one
of the following qualifications: (a) has the word
‘institutional’ in its name, (b) has a minimum ini-
tial purchase of $100,000 or more, or (c) states in
its prospectus that it is designed for institutional
investors or those purchasing on a fiduciary basis.”4

As of December 31, 2002, Morningstar covers 2554
institutional funds. These funds represent 227 sep-
arate fund families and $550 billion in assets, or
17% of the assets invested in the universe of mutual
funds. Table 1 presents the 10 largest institutional
mutual fund families in terms of assets under man-
agement. These 10 families manage over half of all
institutional mutual fund assets.

To capture the general investment objective of
the institutional fund, we divide our sample into
three categories based on portfolio composition:
domestic stock funds, international stock funds,
and bond funds. A portfolio with 75% or more
invested in US stocks (foreign stocks; bonds) is des-
ignated as a domestic stock (international equity;
bond) fund. If a fund does not reach the 75%
threshold in any of these three broad asset classes,
we place it in a fourth category called “balanced.”
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INSTITUTIONAL MANAGEMENT FEES 43

Table 2 Distributional characteristics of institutional mutual fund fees measured in basis points.

Investment objective

Bond funds US equity funds International equity funds

Location measures
Mean 67 95 129
Std. deviation 28 37 49
Range 213 287 272
Minimum 7 2 11
Maximum 220 289 283

Quantiles
90% 98 150 191
75% 79 115 162
50% (median) 65 96 126
25% 50 75 100
10% 36 46 69

Number 603 968 270

Note that our balanced funds may not, in fact,
have a balanced fund objective. These could be
domestic stock funds, for example, that have
allocations resulting from recent extreme out-of-
allocation bets, i.e. stock funds with an allocation
away from stocks of 25% or more. Because this
group of funds may be quite heterogeneous, we do
not examine it separately in our subsequent analysis.

Table 2 presents some details of the distribution of
fees across the three investment objective categories.
As expected, bond funds have the lowest average fees
(67 basis points) followed by the domestic (95 basis
points) and international (129 basis points) stock
funds. These average fees are a good starting point
for analyzing the appropriateness of annual money
management fees. However, as the range of fees
indicates, there is a significant amount of variability
in fees across funds. For example, while the aver-
age institutional equity fund has an annual expense
ratio of 95 basis points, those fees range from 2 to
289 basis points. Of course, we would not neces-
sarily expect every US equity fund to exhibit the

same annual fees. In the next section, we explore
the characteristics of funds that drive these observed
differences in annual fees.

2 Determinants of fund fees

In previous studies of fund expenses, researchers
have grouped institutional funds with retail funds
and analyzed them together. LaPlante (2001)
includes an institutional dummy variable in a
regression analysis of fund expenses, and finds
that institutional equity (bond) fund fees are
approximately 22 (8) basis points less than retail
fund fees. Lesseig et al. (2002) find that institu-
tional mutual fund fees are approximately 17 basis
points lower than retail funds.

Most studies of retail level mutual fund fees doc-
ument that some economies of scale are passed
on at the fund level — i.e. larger funds gener-
ally exhibit lower annual management fees.5 Some
studies also find economies of scale at the fund
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Table 3 Variable descriptions.

Fund and family characteristics
Log fund assets Log of net assets in the fund measured in millions of dollars
Log family assets Log of net assets in all institutional funds (retail funds not

included) in the same fund family measured in millions of
dollars

Log number of funds in family Log of number of institutional funds in the same fund family
Log of advisory company age Log of the age of the oldest institutional fund offered by the

fund advisor
Log of minimum purchase Log of minimum initial purchase amount measured in millions

of dollars
12b-1 fee The maximum 12b-1 fee allowed under the fund’s current plan.

Most funds charge the maximum allowed.
12b-1 dummy 1 if fund has 12b-1 fee, 0 otherwise
Log number of brokers Log of the number of brokerage firms that sell shares of the fund
Master-feeder 1 if fund is a master-feeder fund, 0 otherwise. This structure

consists of several feeder funds that invest their assets in a
single master portfolio that is set up as a partnership. The
feeder funds are partners of the master fund.

Bank advised 1 if the fund advisor is a bank, 0 otherwise
Qualified access 1 if the fund only allows certain qualified institutions to invest

in the fund, 0 otherwise
No-load retail mate 1 if the fund has a retail share class and that retail share class is a

no-load fund, 0 otherwise
No retail mate 1 if the fund has no retail share class, 0 otherwise

Portfolio management characteristics
Index fund 1 if the fund is an index fund, 0 otherwise
Log turnover ratio Log of the lesser of portfolio purchases or sales over the year

divided by average net assets over the year
Log number of holdings Log of the number of distinct portfolio securities held in the

portfolio
Log portfolio concentration Log of the percentage of the portfolio that is represented by the

ten largest positions.

Investment style characteristics
Relative price/book ratio

(All equity funds)
The average price-to-book ratio of all stocks in the portfolio

relative to the Russell 3000 index
Log relative median market cap

(All equity funds)
Log of the size of the median stock in the fund’s portfolio

relative to the median stock in the Russell 3000 index
Percent emerging markets

(International equity funds)
For international funds, the percentage of the portfolio that is

invested in emerging market equity
Percent high yield debt

(Bond funds)
For bond funds, the percentage of the portfolio that is rated

BBB, BB, B, or below B by S&P.
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family level. Other variables that have been found
to have an effect on retail fund expense ratios
are fund turnover, fund objective, and fund sales
channels. However, interpreting these documented
effects in the context of institutional funds is sus-
pect since these variables may affect institutional
fund fees differently than they affect retail fund
fees. In the following analysis, we study the effects
of these and various other fund characteristics on
the annual expense ratios charged by institutional
mutual funds.

Table 3 details the variables that we hypothesize may
have an effect on the level of institutional fund fees.
We divide these variables into three categories. The
first category of variables controls for characteris-
tics specific to the organizational structure of the
fund and the fund family, such as the number of
funds in the family and the existence of a 12b-1 fee.
The second category of variables details the port-
folio management characteristics of the fund, such
as the turnover ratio and the number of holdings in
the portfolio. Variables in these first two categories
are used as explanatory variables in the regressions
for the sample as a whole and for our three sub-
samples: domestic equity, international equity, and
bond mutual funds.

Variables in the third category represent character-
istics that are unique to the investment style of
the mutual fund portfolio. Examples include the
price-to-book (P/B) ratio for equity funds, and the
percent of high yield debt for bond funds. These
variables are subsequently employed as explanatory
variables only in regressions of the appropriate fund
objective categories. For example, the variable that
codes the percentage of high yield debt holdings is
included only in the bond fund subsample analysis.

3 All institutional funds

We first explore our sample of institutional mutual
funds as a whole. We run ordinary least squares

regressions on two different specifications of insti-
tutional mutual fund fees. In the first specification,
we follow the existing retail fund fee literature and
use the total annual expense ratio as the dependent
variable. The total annual expense ratio, in addition
to management/advisory fees and operating fees,
includes a 12b-1 fee that few institutional funds
charge. For our sample, only 296 of 2554 institu-
tional funds charge 12b-1 fees, and these funds are
generally small. For this reason, we run a second
OLS regression on a variable we call “non-12b-1
expenses,” which is simply the total annual expense
ratio minus the current 12b-1 fee authorized for
the fund. We find it curious that any institutional
investor would submit to paying such fees, given
that a number of studies have found that 12b-1
fees are deadweight costs to investors (Trczinka and
Zweig, 1990; Ferris and Chance, 1987; Malhotra
and McLeod, 1997).

The first two columns in Table 4 detail the coeffi-
cients and associated t -statistics for the total expense
ratio regression.6 The final two columns present the
results for non-12b-1 expenses. A quick perusal of
the results reveals that the coefficients and corre-
sponding t -statistics are nearly identical across the
two specifications. This finding is consistent with
studies that show that the 12b-1 fee is a deadweight
cost to investors: including it as an explanatory vari-
able in the first regression is virtually the same as
subtracting it from the dependent variable in the
second specification.

Most of the variables in the models are signifi-
cant at traditional levels, and approximately half
of the variability in the two measures of institu-
tional mutual fund expenses is explained by our
models (R-square statistics of 0.54 and 0.49). In
the fund and family characteristics category, we
find clear evidence that at least some economies of
scale are passed on to institutional investors. These
economies derive from assets under management at
both the fund and fund family level. On the other
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46 SHERRY L. JARRELL AND EDWARD S. O’NEAL

Table 4 Determinants of expenses for full sample of institutional mutual funds.

Dependent variable

Expense ratio Non-12b-1 expenses

Coefficient t -Statistic Coefficient t -Statistic

Intercept 130** 18.1 130** 18.1
Fund and family characteristics

Log fund assets −3.9** −11.0 −3.9** −11.1
Log family assets −3.3** −6.05 −3.2** −5.89
Log number of funds in family 0.1* 2.30 0.1* 2.30
Log of advisory company age −2.7 −1.59 −2.7 −1.58
Log of minimum purchase −0.02 −0.59 −0.02 −0.63
12b-1 fee 0.89** 16.5
12b-1 dummy −4.9* −2.46
Log number of brokers 4.8** 7.34 4.7** 7.34
Master-feeder −8.7** −2.86 −8.8** −2.90
Bank advised 6.1** 3.23 5.9** 3.12
Qualified access −6.1* −2.19 −6.3* −2.29
No-load retail mate −12.4** −6.42 −12.6** −6.53
No retail mate −8.8** −5.89 −8.7** −5.86

Portfolio management characteristics
Index fund −42.4** −12.0 −42.4** −12.0
Log turnover ratio 3.9** 6.18 3.9** 6.21
Log number of holdings −2.9** −3.20 −2.9** −3.19
Log portfolio concentration −0.4** −7.91 −0.4** −7.91

Fund objective dummy variables
Bond fund −14.1** −7.30 −14.1** −7.31
Domestic stock fund 12.6** 6.60 12.6** 6.59
International stock fund 46.7** 19.5 46.6** 19.5

R-square 0.54 0.49
Number of observations 2069 2069

Note: * (**) indicates significance at the 10% (1%) level.

hand, we find that as the number of funds offered by
the family increases, the fee rises. This makes intu-
itive sense — holding family assets constant, the
greater the number of individual funds, the higher
the administrative costs that are ultimately passed
on in higher fees. Bank-advised funds and funds
with high turnover also charge higher annual fees.

Expenses are lower for funds with a master-feeder
structure7 (defined in Table 3), funds that are lim-
ited to certain qualified clients, funds that have a
no-load retail mate or no retail mate at all, index
funds, funds with a larger number of securities in
the portfolio, and funds with a higher concentration
of fund holdings.
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Table 5 Determinants of expenses for institutional domestic equity funds.

Dependent variable is non-12b-1 expenses

Coefficient t -Statistic

Intercept 133** 10.2

Fund and family characteristics
Log fund assets −2.6** −5.29
Log family assets −3.4** −4.57
Log number of funds in family 0.1 1.05
Log of advisory company age −2.9 −1.28
Log of minimum purchase −0.01 −0.25
12b-1 dummy −3.0 −1.12
Log number of brokers 4.8** 5.48
Master-feeder −7.8* −1.77
Bank advised 9.2** 3.44
Qualified access −4.2 −1.20
No-load retail mate −12.3** −4.73
No retail mate −6.8** −3.31

Portfolio management characteristics
Index fund −37.0** −8.76
Log turnover ratio 1.7* 1.66
Log number of holdings −5.6** −3.45
Log portfolio concentration 0.02 0.04

Fund objective characteristics
Price-to-book ratio 10.0** 3.04
Log of median market cap −6.5** −8.64

R-square 0.50
Number of observations 883

Note: * (**) indicates significance at the 10% (1%) level.

As we would expect, the objective of the fund
is a strong driver of expense ratios. Bond funds
exhibit annual fees that are, on average, 14 basis
points less than balanced funds. Both domestic
(by 13 basis points) and international (by 47 basis
points) equity funds are more expensive than bal-
anced funds. Because institutional fund fees are
so strongly influenced by the fund objective and
because the effects of other explanatory variables are
likely to be intertwined with the fund objective, we

turn next to an analysis of each of the fund objectives
separately.

4 Domestic equity funds

Table 5 details the results of the OLS regression
of the determinants of fund fees with the sample
limited to domestic equity funds. Many of the vari-
ables that are significant in the regressions for the
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48 SHERRY L. JARRELL AND EDWARD S. O’NEAL

full sample are also important drivers of annual fees
when the sample is confined to equity funds. Again
we see some economies of scale at both the fund level
and family level. The magnitude of these economies
is similar. However, increases in fund assets will have
a greater effect on fees than increases in assets under
management at other funds in the family for two
reasons. First, increases in a particular fund’s assets
have an additional effect — they also increase the
family assets. Second, since a fund’s assets are less
than the family’s assets, a like increase in the assets
of a fund and a family has a greater impact on the
log of fund assets than the log of family assets.

Bank-advised funds are, on average, 9 basis points
more expensive than non-bank-advised funds.
Small cap styles and growth styles are more expen-
sive than other styles. Index equity funds exhibit
expenses that are 37 basis points less than actively
managed funds. Finally, we find significant evidence
that institutional funds from load fund families are
more expensive. Funds with no-load retail mates
are 12 basis points less expensive than similar funds
with a loaded retail mate; no-load funds may be
expected to signal their low-cost status via lower
fees. Interestingly, funds with no retail mate at all,
though still less expensive than their loaded retail
mate counterparts, do not discount their funds
by as much (their fees are approximately 7 versus
12 basis points lower than funds with a loaded
retail mate), suggesting that perhaps the absence
of a retail mate prevents the management of insti-
tutional funds from spreading out the cost savings
due to some scale economies. Finally, we find that
the more brokerage firms that sell the fund, the
higher the expenses. This finding is consistent with
fund advisors paying for distribution efforts out of
their revenues and then passing those expenses on
to investors in the form of higher advisory fees.

Unfortunately, the regression coefficients do not tell
the full story unless we are able to interpret the
economic significance of the continuous as well as

the dummy variables. In Table 6 we present a tem-
plate based on the significant variables in the equity
fund regression specification.8 This template illus-
trates a method for analyzing the appropriateness of
expenses on an institutional mutual fund or deter-
mining what annual expenses might be considered
reasonable in a separately managed account given
the determinants of fees in the institutional mutual
fund market.

Column (1) in Table 6 repeats the regression coef-
ficients detailed in Table 5. The only difference
is that Table 6 includes only those variables that
were found to be statistically significant in the
regression. Columns (2) through (4) calculate the
expected expenses of a representative institutional
equity fund. Column (2) presents values of each
determinant of expenses. We choose the numeri-
cal variables that are close to that of the median
domestic equity fund. We assign the dummy vari-
ables the value of zero since the majority of funds
in the sample have zero for these dummy variables.
Column (3) simply takes the inverse of all logged
variables in the original regression, in order to allow
users to form a more intuitive picture of the charac-
teristics of the fund. For example, the actual level of
fund assets conveys more information to most peo-
ple than the log of fund assets. Finally, column (4)
illustrates the contribution to annual expenses we
would expect given the level of the variables and the
derived regression coefficient of each variable. This
contribution is simply calculated as the product of
columns (1) and (2). The total expected expense,
the sum of all entries in column (4), is 95 basis
points. This result is close to the mean and median
expense of the domestic equity funds in the sample
as we detailed earlier in Table 2.

In columns (5) through (7) we undertake the same
analysis for a hypothetical fund or manager to illus-
trate how this template might be used and how
the results might differ from the representative
equity fund. In this hypothetical example, we are

JOURNAL OF INVESTMENT MANAGEMENT FIRST QUARTER 2004
Not for Distribution



INSTITUTIONAL MANAGEMENT FEES 49
T

ab
le

6
Te

m
pl

at
e

fo
r

de
te

rm
in

in
g

re
as

on
ab

le
an

nu
al

m
an

ag
em

en
tf

ee
s

fo
r

eq
ui

ty
fu

nd
s.

R
ep

re
se

nt
at

iv
e

eq
ui

ty
H

yp
ot

he
ti

ca
le

qu
it

y
fu

nd
or

D
iff

er
en

ce
:

R
eg

re
ss

io
n

fu
nd

m
an

ag
er

ca
nd

id
at

e
hy

po
th

et
ic

al
m

in
us

co
ef

fic
ie

nt
re

pr
es

en
ta

ti
ve

(1
)

(2
)

(3
)

(4
)

(5
)

(6
)

(7
)

(8
)

(1
)*

(2
)

(1
)*

(5
)

(7
)−

(4
)

N
um

er
ic

al
In

ve
rs

e
C

on
tr

ib
ut

io
n

N
um

er
ic

al
In

ve
rs

e
C

on
tr

ib
ut

io
n

va
lu

e
lo

g
to

ex
pe

ns
es

va
lu

e
lo

g
to

ex
pe

ns
es

In
te

rc
ep

t
13

3.
0

13
3

13
3

0

Fu
nd

an
d

fa
m

ily
ch

ar
ac

te
ri

sti
cs

Lo
g

fu
nd

as
se

ts
−2

.6
4.

6
10

0
M

−1
2

6.
2

50
0

M
−1

6
−4

Lo
g

fa
m

ily
as

se
ts

−3
.4

7.
8

24
40

M
−2

7
8.

5
50

00
M

−2
9

−2
Lo

g
nu

m
be

r
of

br
ok

er
s

+4
.8

1.
9

7
+9

1.
1

3
+5

−4
M

as
te

r-
fe

ed
er

−7
.8

0
0

0
0

0
B

an
k

ad
vi

se
d

+9
.2

0
0

1
+9

+9
N

o-
lo

ad
re

ta
il

m
at

e
−1

2.
3

0
0

0
0

0
N

o
re

ta
il

m
at

e
−6

.8
0

0
1

−7
−

7

Po
rt

fo
lio

m
an

ag
em

en
t

ch
ar

ac
te

ri
sti

cs
In

de
x

fu
nd

−3
7.

0
0

0
0

0
0

Lo
g

tu
rn

ov
er

ra
ti

o
+1

.7
4.

4
81

+7
2.

7
40

+5
−2

Lo
g

nu
m

be
r

of
ho

ld
in

gs
−5

.6
4.

5
90

−2
5

4.
6

10
0

−2
6

−1
Fu

nd
ob

je
ct

iv
e

ch
ar

ac
te

ri
sti

cs
R

el
at

iv
e

pr
ic

e-
to

-b
oo

k
+1

0.
0

1
+1

0
0.

5
+5

−5
ra

ti
o

Lo
g

of
re

la
ti

ve
m

ed
ia

n
−6

.5
0

1
0

0.
7

2
−5

−5
m

ar
ke

tc
ap

E
xp

ec
te

d
no

n-
12

b-
1

95
74

−2
1

ex
pe

ns
es

FIRST QUARTER 2004 JOURNAL OF INVESTMENT MANAGEMENTNot for Distribution



50 SHERRY L. JARRELL AND EDWARD S. O’NEAL

considering investing in a fund that is larger than the
average equity fund and comes from a larger fam-
ily. The fund is bank-advised, is available through
three brokerage networks and has no retail mate.
The fund is a large-cap value fund; its P/B ratio is
lower and its median market cap is higher than the
Russell 3000 index. We assume that the fund has an
average turnover ratio of 40% and holds an average
of 100 stocks in the portfolio.

We detail these inputs in columns (5) and (6) of
Table 6. In column (7) we show the contribution of
each of these factors to the expected expense ratio
for our hypothetical institutional equity fund. The
size of the fund and the size of the family translate
into a combined reduction in the expense ratio of
6 basis points relative to the representative equity
fund (2 basis points lower than the representative
fund for fund size, and 4 points lower for family size,
shown in column (8)). Relative to the representative
fund, our hypothetical fund provides 4 basis points
in savings due to reduced brokerage selling support
and 7 basis points in savings because it has no loaded
retail mate. On the other hand, expected expenses
for this fund are 9 basis points higher because the
fund is bank-advised. The portfolio management
characteristics translate into expense reductions of
2 basis points from lower turnover and 1 basis point
from holding slightly more securities in the portfo-
lio. The large-cap value characteristic of the fund
further reduces the expenses relative to the repre-
sentative fund by a total of 10 basis points (a 5 basis
point savings from the lower P/B ratio and another
5 basis point savings from the higher median market
capitalization). All of these characteristics together
give us an expected level of expenses of 74 basis
points, for a total savings of 21 basis points over the
representative institutional equity fund.

Of course, we do not expect this exercise to exactly
match the fees that such a fund might charge or that
a separate account manager might offer. The point
of the exercise is to arm the plan sponsor with a

tool that provides insight into how the characteris-
tics of a fund tend to influence annual expenses. If
an institutional fund deviates significantly from the
expected fee level, questions should be asked about
the value the fund provides to justify those expenses.
If a separate account manager presents fee levels that
are greater than the expected expenses, the manager
should be asked to defend those higher fees. This
methodology is far more powerful than knowing the
average fee level for different types of funds. Since
so many characteristics influence expenses, a multi-
variate methodology is more efficient at providing
an expense estimate than a univariate approach.

It is also important to realize that expense deter-
minants may change over time. We derive these
results with the most up-to-date data available for
the institutional mutual fund universe at the time
of this writing. However, if expense drivers evolve,
our regression technique can easily be repeated for
new or different data.

We have not included the 12b-1 fees in our expected
expense projections. Recall that both our initial
analysis and previous research has shown 12b-1 fees
to be deadweight costs. The amount of a 12b-1 fee
could simply be added to the number in the tem-
plate to derive the total expected expense ratio for
an institutional fund that has a 12b-1 fee.

5 International equity funds

International equity funds are inherently more
expensive than domestic equity funds. Table 2 sug-
gests that the average difference is on the order of 34
basis points for institutional funds.9 For the interna-
tional equity funds in our sample, we run the same
model for the determinants of annual fund expenses
with the addition of one additional explanatory
variable: the percentage of the portfolio that is
invested in emerging market securities. Table 7
presents the results from the regression model.
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Table 7 Determinants of expenses for institutional international equity funds.

Dependent variable is non-12b-1 expenses

Coefficient t -Statistic

Intercept 80.0* 2.11

Fund and family characteristics
Log fund assets −3.0* −2.34
Log family assets −3.1* −1.79
Log number of funds in family −0.2 −0.68
Log of advisory company age 11.0* 1.69
Log of minimum purchase −0.07 −1.03
12b-1 dummy −2.8 −0.41
Log number of brokers 4.3* 1.66
Master-feeder −17.0 −1.62
Bank advised 8.8 1.21
Qualified access −15.0 −1.42
No-load retail mate −20.1** −2.78
No retail mate −14.9** −2.81

Portfolio management characteristics
Index fund −22.9* −2.01
Log turnover ratio 10.6** 4.07
Log number of holdings −3.4 −0.74
Log portfolio concentration 0.2 0.56

Fund objective characteristics
Price-to-book ratio 8.4 0.61
Log of median market cap −3.8* −1.65
Percent emerging market 0.35** 4.14

R-square 0.59
Number of observations 211

Note: * (**) indicates significance at the 10% (1%) level.

Similar to domestic equity funds, the size of the
fund and the size of the family are inversely related
to annual expenses. The most important variables,
judging from statistical significance, appear to be
portfolio turnover and the degree to which the port-
folio is tilted toward emerging market securities.
These results are intuitive. More active managers,
as measured by portfolio turnover, undertake more
research, and research on international equities is

more costly than comparable research on domestic
stocks. Further, such research is likely to be
even more expensive in emerging markets than
in developed foreign markets. The coefficients on
the dummy variables indicating index funds, the
existence of a no-load retail mate and no existing
retail mate are all negative and significant. Finally,
in this specification, the coefficient on the age of
the advisory firm is positive and significant. This
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Table 8 Determinants of expenses for institutional bond funds.

Dependent variable is non-12b-1 expenses

Coefficient t -Statistic

Intercept 84.0** 7.30

Fund and family characteristics
Log fund assets −2.1** −3.04
Log family assets −1.5 −1.31
Log number of funds in family −0.1 −1.21
Log of advisory company age 0.1 0.04
Log of minimum purchase −0.1 −1.43
12b-1 dummy −3.7 −0.89
Log number of brokers −1.9 −1.52
Master-feeder −5.7 −1.03
Bank advised 3.0 0.98
Qualified access −4.3 −0.78
No-load retail mate −23.7** −6.30
No retail mate −15.2** −5.25

Portfolio management characteristics
Index fund −27.6* −2.48
Log turnover ratio 2.1* 1.86
Log number of holdings −0.2 −0.11
Log portfolio concentration 0.1 0.60

Fund objective characteristics
Percent high yield 0.12* 2.55

R-square 0.35
Number of observations 382

Note: * (**) indicates significance at the 10% (1%) level.

result suggests that older, more established advisory
companies tend to charge higher annual fees for
their international offerings. Perhaps institutional
investors are willing to pay such advisors a premium
to manage international investments since the insti-
tutions themselves feel less comfortable about their
own international investing savvy.

The interested reader can use this information
and the approach detailed in Table 6 to establish
templates for a variety of international funds and,
in the next section, bond funds.

6 Bond funds

The final category of institutional funds that we
explore is bond funds. The annual expense regres-
sion is similar to that for the two equity fund
categories except that we have a single fund objec-
tive characteristic: the percent of the portfolio held
in high yield bonds. We categorize as high yield all
bonds that are rated BBB or lower. Other character-
istics such as the effective maturity of the portfolio,
the mix between government and corporate debt,
and whether the portfolio is a municipal bond
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fund are insignificant in unreported specifications.
Table 8 details the results of the regression.

The first interesting finding is that the R-square
of the regression is lower than that for either the
domestic or international equity funds. This find-
ing is consistent with LaPlante (2001) who finds
less explanatory power in expense determinants for
bond funds than for equity funds. Consistent with
the lower R-square is the result that fewer of the
explanatory variables are significant. While the size
of the fund is negative and significant, the size of the
family does not appear to be an important deter-
minant of the expense levels of bond funds. The
trading activity of the fund, whether and what type
of retail mate the fund has and the percent held in
high yield securities are important drivers of annual
expenses. As expected, trading activity and percent
of high yield debt increase expenses, while both the
absence of a retail mate and the existence of a no-
load retail mate both reduce bond fund expenses.

Because there are so many insignificant variables in
the model, we are concerned that the point esti-
mates of the variables may be compromised as the
estimation procedure attempts the best fit. There-
fore, we re-estimate the expense equation with only
the variables that are significant at the 10% level
or better. This procedure has very little effect on
the magnitudes of the coefficients of dependent
variables, although the intercept does change from
84 basis points to 70 basis points, which is an
economically significant amount.

7 Conclusion

In this study we analyzed the determinants of insti-
tutional mutual fund expenses. We documented
the effect that fund characteristics have on man-
agement fees, and we interpreted the economic
significance of the results to allow consumers of
institutional money management services to gauge

whether the fees they pay are consistent with the fees
on other similar alternatives. We find that a num-
ber of different characteristics affect the fees paid
for institutional money management. Larger funds
and larger fund families offer lower expenses. These
economies of scale appear to be somewhat stronger
for equity portfolios than for fixed income port-
folios. Greater portfolio trading activity increases
expenses for all funds, but is most pronounced for
international equity funds. Actively managed funds
are more expensive than index funds — 23 basis
points more in the case of international equity funds
and 37 basis points more for domestic equity funds.

We find a definite role for investment style in driv-
ing institutional management fees. For bond funds,
higher allocations to high yield securities increase
expenses. Domestic equity funds exhibit expenses
that increase in the allocation to small-cap and
growth stocks. International equity fund expenses
are highly sensitive to the allocation to emerging
market securities and marginally sensitive to market
capitalization.

Finally, we developed a methodology for calculat-
ing the expected expense levels for bond, domestic
equity, and international equity portfolios. These
expected expense calculations rely on the observed
relationships in our exhaustive sample of insti-
tutional mutual funds, but may be applied to
separate accounts as well. Armed with these data and
this methodology for calculating expected expenses,
plan sponsors will be better equipped to cull
appropriately priced, publicly available institutional
investment vehicles and to negotiate with potential
providers of private money management services.

Notes

1 Elton et al. (1993), Gruber (1996), Carhart (1997),
and Dellva and Olson (1998) among others demonstrate
an inverse relationship between fees and performance.
Peterson et al. (2002) conclude that investors in equity
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funds in taxable accounts can maximize their returns by
focusing on funds with good past pre-tax performance,
low expenses, and high past tax efficiency. Saraoglu and
Detzler (2002) find that the expense ratio, fund man-
ager’s tenure and the standardized excess return are the key
drivers of the optimal selection of individual mutual funds.
Christoffersen (2001) finds that fund managers voluntar-
ily waive some fees in order to increase net performance
and increase expected fund flows suggesting that even at
the retail level, fund investors do condition investment
decisions on fund fees.

2 LaPlante (2001), Malhotra and McLeod (1997), Trzcinka
and Zweig (1990), and Ferris and Chance (1987) all
examine the determinants of expense ratios. Livingston
and O’Neal (1996) relate fund brokerage commissions to
expense ratios.

3 See Ennis (1997) and Snigaroff (2000) for discussions of
how fees are spent in the money management business.
Grinblatt and Titman (1987) warn that performance-based
fund fee contracts can be gamed to increase fees without
increasing fund performance.

4 From Morningstar Principia Pro Plus (2003).
5 It is important to note that economies of scale are present

in the costs of providing fund management and that the
expenses that are charged may or may not reflect the actual
economies realized in fund management.

6 Note that fewer observations than our total sample are
employed in this and following regressions. Observations
that do not have data for each independent variable are
deleted.

7 There is some concern that the master-feeder structure
is more common for bank-advised funds than non-bank-
advised funds. This, however, is not the case. Of the 348
bank-advised funds only 6.6% (23) have the master-feeder
structure, compared to 4.3% for the overall sample.

8 In an unreported specification, we re-estimated the fund
expense regression using only the variables that were sig-
nificant at the 10% level or better. The magnitudes of the
resulting coefficients were very close to the magnitudes in
the original regression. We, therefore, use the coefficients
from the original regression in the template for expected
expenses.

9 LaPlante (2001) finds the difference to be 41 basis points
for retail funds.

References

Carhart, M. (1997). “On Persistence in Mutual Fund Perfor-
mance.” The Journal of Finance 52, 57–82.

Christoffersen, S. E. K. (2001). “Why do Money Fund Man-
agers Voluntarily Waive Their Fees?” The Journal of Finance
56, 1117–1140.

Dellva, W. L. and Olson, G. T. (1988). “The Relationship
between Mutual Fund Fees and Expenses and Their Effects
on Performance.” The Financial Review 33, 85–104.

Elton, E. J., Gruber, M. J., Das, S., and Hlavka, M. (1993).
“Efficiency with Costly Information: A Reinterpretation of
Evidence From Managed Portfolios.” Review of Financial
Studies 6, 1–22.

Ennis, R. M. (1977). “The Structure of the Investment-
Management Industry: Revisiting a New Paradigm.” Finan-
cial Analyst’s Journal, July/August, 6–13.

Ferris, S. P. and Chance, D. M. (1987). “The Effect of 12b-1
Fees on Mutual Fund Expense Ratios: A Note.” The Journal
of Finance 42, 1077–1082.

Grinblatt, M. and Titman, S. (1987). “How Clients Can
Win the Gaming Game.” Journal of Portfolio Management
13, 14–19.

Gruber, M. (1993). “Another Puzzle: The Growth in Actively
Managed Mutual Funds.” The Journal of Finance 51,
783–810.

LaPlante, M. (2001). “Influences and Trends in Mutual
Fund Expense Ratios.” The Journal of Financial Research
24, 45–63.

Livingston, M. and O’Neal, E. S. (1996). “Mutual Fund Bro-
kerage Commissions.” The Journal of Financial Research 19,
273–292.

Lesseig, V. P., Long, D. M., and Smythe, T. I. (2002). “Gains
to Multiple Fund Sponsors Offering Multiple Share Class
Funds.” The Journal of Financial Research, 25, 81–98.

Malhotra, D. K. and McLeod, R. W. (1997). “An Empirical
Analysis of Mutual Fund Expenses.” The Journal of Financial
Research 20, 175–190.

Morningstar Principia Pro Plus, January 2003 Edition.
Peterson, J. D., Pietranico, P. A., Riepe, M. W., and Xu, F.

(2002). “Explaining After-Tax Mutual Fund Performance.”
Financial Analyst’s Journal January/February, 75–86.

Saraoglu, H. and Detzler, M. L. (2002). “A Sensible
Mutual Fund Selection Model." Financial Analyst’s Journal
May/June, 60–72.

Snigaroff, R. G. (2000). “The Economics of Active Manage-
ment.” Journal of Portfolio Management 26, 16–24.

Trzcinka, C. and Zweig, R. (1990). An Economic Analysis
of the Cost and Benefits of S.E.C. Rule 12b-1, Monograph
1990–1. New York: Salomon Brothers Center for the Study
of Financial Institutions.

Keywords: Management fees; expense ratios; mutual
funds; separate account fees

JOURNAL OF INVESTMENT MANAGEMENT FIRST QUARTER 2004
Not for Distribution




