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High Fees Tied to Mutual Fund Complexity

When David Marotta is investing his clients’ money in mutual funds, he scrutinizes the fees.
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Source: Maratta Wealth Management. The fees for the S&P 500 index funds he analyzed using

Morningstar data ranged from one-tenth of a percent to 2.5 percent

of the invested assets.

The issue of fees versus performance is more complicated for actively managed investments, which sometimes have strong returns that

justify paying a higher fee. But in any investment, the true measure of how it’s doing is the after-fee return.

However, deciphering mutual fund fee disclosures can be extremely difficult for do-it-yourself 401(k) and IRA investors — and that is by

design.

An analysis of S&P 500 index funds identified numerous narrative techniques in mutual fund documents that confuse investors. The
researchers — from the University of Washington, MIT, and The Wharton School — evaluated each fund’s disclosures and showed that
funds with more complex explanations of their investment holdings and fees also have higher fees. The researchers call this “strategic

obfuscation.”

The study, which covered the period from 1994 through 2017, illustrated this complexity with two firms’ descriptions of their S&P 500
index funds. Schwab’s one-sentence summary gets right to the point: “The fund’s goal is to track the total return of the S&P 500 index.”

This fund’s annual fee is 0.02 percent of the assets.

Deutsche Bank’s disclosure is more complicated for a few different reasons. First, the summary is three paragraphs and starts this way:

“The fund seeks to provide investment results that, before expenses, correspond to the total return of common stocks...”

Another way investment companies make it difficult to assess fees is by charging different fees for different “classes” of funds that hold

identical investments — some are sold exclusively to institutional investors and some to individuals. Deutsche Bank’s S&P 500 index fund,
for example, has several share classes. The fees are also reduced for people who invest more money. The fund’s complexity is reflected in
the 2.3 percent fee for the least expensive Deutsche Bank S&P 500 fund available to individual investors — quite a bit more than Schwab’s

— according to the study.

Investors also find that it’s tricky to sort out the differences between the various types of fees. The standard fee is the expense ratio, which
covers an investment firm’s operating costs. Expense ratios have fallen dramatically in recent years, and the average last year was 0.45

percent — or less than one-half of 1 percent.
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But many funds also have load fees — one-time charges for buying or selling funds. Load fees aren’t always easy to find in the fund
disclosures but can significantly increase the cost of investing. Another confusing fee is the 12b-1 fee, which covers the company’s cost of
marketing funds to investors. Under SEC rules, a fund can’t advertise itself as “no load” if its 12b-1 exceeds 0.25 percent of the investment

assets.

The researchers argue that the connection between complexity and high fees, which can cut into performance, partly explains why people

often make poor choices when investing their retirement savings.
Mutual fund companies use “both narrative and structural complexity to obfuscate high fees,” the researchers said.
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