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Gains to Mutual Fund Sponsors Offering Multiple Share Class Funds

Abstract

While the number of mutual funds has grown during the 1990s, much of the growth is attributable to the introduction of Multiple Share Class (MS) funds. MS structure proponents argue that it leads to cost savings for sponsors which can ultimately be passed on to investors as lower expenses.  However, if this structure does lower costs, sponsors have an incentive to profit from it in some way.  While investors are concerned about the base expense ratio, which is the sum of the administrative and management fees, fund sponsors generate the bulk of their profits from the management fee portion of base expenses.  As such, they would prefer, holding all else constant, to increase the management fee if they can simultaneously lower the administrative fee.  Our results indicate that MS fund investors do pay lower administrative fees, but their management fees are approximately seven basis points higher than single-class funds.  Overall base expense ratios are actually higher than for single-class funds, suggesting that sponsors of MS funds are capturing any cost benefits the MS structure provides.  Our results are generally robust to different model specifications and different estimation techniques.

Gains to Mutual Fund Sponsors Offering Multiple Share Class Funds

I.  Introduction

Mutual funds have grown tremendously in the 1990s, in terms of assets under management and in the number of funds available to investors.  However, the growth in the number of funds reported in the press is often misleading.  Since 1995, fund companies (sponsors) have been able to offer funds in the new organizational form called multiple share class (MS) funds. MS funds are pools of assets with different share classes distinguished solely by how investors pay fees.
 A group of MS classes represents only one portfolio of assets, but each class is reported as a separate fund by commercial sources such as Lipper Co. and Morningstar because each has a different fee structure (i.e. expense ratios, 12b-1 fees, load structures, etc.) and therefore different returns.  As a result, the number of reported “new funds” is often overstated.  For example, only 40 percent of all "new funds" from 1995 to 1997, as reported by Morningstar, are new portfolios of assets.  Advocates of the MS structure argue that it is a more efficient form of organization that leads to lower costs for sponsors and ultimately lower expense ratios for investors.

This paper specifically examines the claim that funds organized with an MS structure lower costs for sponsors, which subsequently leads to lower expense ratios for investors when compared to funds organized in the traditional one class structure.  Expense ratios represent the “price” investors pay each year for the overall operation of the fund, but more importantly, research overwhelmingly concludes that funds with lower expense ratios have higher returns (e.g. see Carhart (1997) and Malkiel (1995)).  If the MS structure truly leads to lower costs, the question that arises is who is benefiting from the savings?  If investors are price conscious, lower costs should translate into lower expense ratios.  If however, investors are not price conscious, expense ratios are not likely to differ between structures.  Our unique data allows us to examine these questions in detail.

 




Using data obtained from Lipper Company, we are able to separate the fees charged by mutual funds into their administrative and management components, a decomposition not previously addressed in the literature. The results demonstrate that MS funds actually charge higher overall expenses than single-class funds, suggesting that any reduction in costs is not passed on to investors.  Additionally, while MS funds do display lower administrative fees, they appear to more than compensate for the savings by charging higher management fees.  As a result, sponsors appear to benefit from the fact that investors are not price conscious.

II.  MS Background and Literature Review

Multiple Share Class Funds

Multiple share class funds permit sponsors to sell different share classes on the same pool of underlying assets, where the classes differ only by fee structure, e.g. one class will have a front-end load while another class uses a contingent deferred sales charge.  Operationally, there is no difference between classes.  The attraction to sponsors is that different fee structures can be used for the same investment pool without creating separate funds with separate boards of directors, managers, and reporting requirements.  By doing so, sponsors appeal to more investors.  The rationale for the new structure is best summarized in the Securities and Exchange Commission’s Adoption Release for Rule 18f-3 that permits the MS structure:

These structures may increase investor choice, result in efficiencies in the distribution of fund shares, and allow fund sponsors to tailor products more closely to different investor markets.  Fund sponsors assert that multiple classes may enable funds to attract larger asset bases, permitting them to spread fixed costs over more shares, qualify for discounts in advisory fees (management fees), and otherwise experience economies of scale, resulting in lower fees and expenses.

While the arguments of scale and scope economies put forth by sponsors appear sound, the fund industry does not have a strong track record with regard to regulatory changes.  The industry made similar arguments when promoting the introduction of the 12b-1 fee, but overwhelming evidence indicates that 12b-1 fees do not lead to lower prices for investors (see Ferris and Chance (1987), McLeod and Malhotra (1994, 1997), and Dellva and Olson (1998)).

Expense Ratio Research






Beginning with Ferris and Chance (1987), and subsequently verified by others (Chance and Ferris (1991), McLeod and Malhotra (1994, 1997)), research consistently demonstrates that 12b-1 fees represent a deadweight cost to investors.  Additionally, Tufano and Sevick (1997) find that funds with larger boards, smaller percentages of outside directors, and with more highly compensated directors have higher expenses.   Thus, the findings for mutual funds in this area are consistent with studies examining board structure and corporate value (for example see Brickley et al (1994) and Yermack (1996)).  Additionally, Dellva and Olson (1998) find that funds with higher front-end loads have lower expense ratios while funds with higher contingent deferred sales charges have higher expense ratios, even after controlling for the presence of a 12b-1 fee.  



Research related to MS funds is not abundant.  O’Neal (1997) demonstrates that there are financial incentives for advisors to recommend the fund class that maximizes the advisor’s welfare but is more costly for the investor.  Livingston and O’Neal (1998) focus on the long-term costs of investing in fund classes with different fee structures in an effort to highlight the costs and benefits of each structure.  They find that the present value of fees vary substantially across MS classes. Finally, Koch and Smythe (1999) confirm that 12b-1 fees are a larger deadweight cost in MS funds, but conclude that the difference is likely due to the fact that more MS fund classes have 12b-1 fees and the average 12b-1 fee is higher.  

III.  Hypotheses Development

Previous literature examining fund expense ratios typically focuses on the fund’s total expense ratio as the dependent variable of interest.  As reported in most publications and commercial data services, the total expense ratio is a composite of the administrative fee, the management fee, and the 12b-1 fee.  When first introduced, the 12b-1 fee was used primarily for marketing and advertising expenses.  Over time, the 12b-1 fee has taken on broader usage as a distribution fee to compensate brokers or advisors.  Specifically, contingent deferred sales charge and level load funds rely on the 12b-1 fee to compensate intermediaries.

In the analysis below, the focus shifts to the base expense ratio (defined as the total expense ratio minus the 12b-1 fee) and the components of the base expense ratio, the administrative and management fees. Each of these fees is reported in a fund’s prospectus.  The management fee is sometimes called the investment advisory fee, and the administrative fee is often referred to as “other expenses”.  The administrative fee covers the cost of basic operational functions, such as account maintenance, customer service, custodial fees, and regulatory reporting among others.  In contrast, the management fee is the portion of the expense ratio that compensates fund managers (sponsors) for day to day management of assets, i.e. investment expertise.  These fee types are the two that are common across all funds/classes and represent the ongoing “price” to investors.  It is the commonality of these two fee types that leads us to focus on the base expense ratio in our analysis.  In effect, we assume that 12b-1 fees are used strictly to cover marketing and distribution costs.
  While investors should be concerned with the total expense ratio, 12b-1 fees are somewhat standard across different fee structures. So to the extent 12b-1 fees are similar, base expense ratios are likely to exhibit differences among funds.  Additionally, boards periodically re-negotiate administrative and management fees with sponsors, making them more likely to differ.  In contrast, changes to 12b-1 fees must be approved by a shareholder vote.
We examine the determinants of the base expense ratio, but more importantly we 

examine the determinants of the administrative and management fees separately for the first time.  Specifically, we wish to address three questions which relate to our three hypotheses.  First, sponsors claim that the MS structure allows them to spread fixed costs over a larger group of investors and eliminate the duplicative costs of having multiple portfolios.  Most of these benefits are focused on administrative functions.  In other words, the expected cost reductions appear to be predominantly in administrative areas. Additionally, the cost of providing administrative services is more readily observable to outsiders such as the board of directors, making pricing of these services more competitive relative to the management fee.  This is not to say that sponsors do not gain benefits in the day to day management of assets, but merely that the greatest benefits accrue in the funds’ operational areas. As such, the first hypothesis states:

H1:
Classes from MS funds have lower administrative expenses than funds with only one class.






If the MS structure does generate administrative savings that result in a lower administration fee, then the second question becomes whether investors capture any of the savings.  If investors are “price-conscious”, then MS funds should pass at least some of the savings on to investors in the form of a lower overall expense ratio in the hopes of gaining a greater share of investments. This is an important question since research (e.g. Carhart (1997)) demonstrates that funds with higher expenses have lower returns.  Additionally, lowering expense ratios was a primary argument made by proponents for introducing the MS structure.  As such, the second hypothesis examines whether fund classes organized in an MS structure have lower base expenses as sponsors’ claim.  Formally, the second hypothesis states:

H2:
Classes from MS funds have lower base expenses than funds with only one class.






The third question addressed is whether differences in management fees exist between single-class funds and MS funds.  Even if there is support for hypotheses one and two, it is possible that sponsors share in some of the
benefits of lower administrative costs by increasing the management fee.  Formally, the third hypothesis states:

H3:
Classes from MS funds have higher management fees than funds with only one class.

  




If all three hypotheses are supported, there will be evidence that there are savings generated by the MS structure and those savings are shared between investors and sponsors.  At a minimum, investors in MS classes are no worse off if there is no difference in base expense ratios for funds with multiple classes and those with only one class.  However, if investors are not price conscious as research demonstrates (e.g. Alexander, et al (1998), Capon, et al (1996), and the Investment Company Institute (1998)), then sponsors have an incentive to inflate the management fee if they are able to lower administrative costs.  In this scenario, we should find support for hypotheses one and three but not two.
IV.  Data and Test Methods

Each of the hypotheses is examined using a sample from Lipper Company’s database as of year-end 1997.  The sample includes all fund classes in existence from Lipper’s General Equity, World Equity, and Fixed Income categories.  The original sample totaled 5,664 observations, but the final sample is reduced to 3,861 due to missing data items. By far the largest reason for exclusion is that an observation is missing a return for 1996 (1,444).  In effect, including the fund’s prior year return requires that the fund be at least two years old.  The sample differs from previous studies in that Lipper decomposes the total expense ratio into its three components – the administrative fee, the management fee, and the actual 12b-1 fee charged to investors.  This permits a full exploration of gains to investors and fund sponsors from using the MS structure.

Selected summary statistics for the entire sample and the sample segregated by whether the observation is a class of an MS fund or not are reported in Table 1.  In Panel A, the average base (without 12b-1) expense ratio (EXPENSE) is 1.03%, while the corresponding values for the administrative (ADMIN) and management fees (MGMTFEE) are 0.35% and 0.69% respectively.  In panel B when comparing across fund structure, the average class of an MS fund has a marginally higher base expense ratio, while there is no statistical difference in the administrative and management fees.  The average fund in the sample has approximately $554 million in assets, but this average is influenced by the difference between the two sub-samples.  Single-class funds are significantly larger than the average class of an MS fund.  However, when all classes of an MS fund are aggregated together at the portfolio level, Smythe (1999) finds that there is no difference in size between the average fund with only one class and the average portfolio size for an MS fund.  Single-class funds are also significantly older than the average MS class, which is intuitive since most classes have been added since the adoption of rule 18f-3 in 1995.

[TABLE 1 ABOUT HERE]

To more fully examine the three hypotheses, the following linear specification is used:

Y =  + 1MS + 2GE + 3WE + 4LNASSETS + 5LNSPASSET + 6LNAGE 

+ 7TURN + 8INTL + 9NET96 + 10TOTDIR + 11INDDIR + 12UNEXCOMP            + 13INSTL + 14FELI + 15CDSCI + 16LLI + ,

 



       












(1)
where “Y” takes on one of three values depending on the hypothesis being examined.  Under hypothesis one, the dependent variable is ADMIN, which is the administrative portion of EXPENSE expressed as a percentage of fund assets.  For hypothesis two, the dependent variable is EXPENSE, the base expense ratio, expressed as a percentage.  For hypothesis three, the dependent variable is MGMTFEE, the advisory fee portion of the base expense ratio.

For the purposes of this study, the primary variable of interest is MS, which equals one if the observation is a class of an MS fund and zero otherwise.  There is support for hypotheses 1 and 2 if the coefficient estimate for MS is negative and statistically significant, while hypothesis three is supported if the coefficient estimate for MS is positive and significant (see Table 2 for a summary of variables and their definitions). 

[TABLE 2 ABOUT HERE]







The remaining independent variables appear in literature cited previously and are included here as control variables.  GE and WE are indicator variables equal to one if the observation is in the General Equity or World Equity investment objectives, respectively, and zero otherwise. Fixed income funds are the omitted class.  Funds in different categories have been shown to impact expenses differently (Ferris and Chance (1987), McLeod and Malhotra (1994, 1997) as well as others).  For example, the costs of obtaining information and trading in foreign markets should lead world equity funds to have higher expenses.  

LNASSETS is the natural logarithm of fund assets under management for each observation and is included to capture scale economies at the fund/class level.  LNSPASSET is a measure of total assets under management for a given sponsor (e.g. all assets under management for Fidelity) and is a more recent addition to the literature beginning with McLeod and Malhotra (1997) and Tufano and Sevick (1997). The variable captures the shared costs across multiple funds that may help reduce expense ratios of funds in larger families.  Traditionally, the variable has been defined as the natural logarithm of assets under management for a fund family as defined by a commercial data provider.  We use an alternative measure, the natural logarithm of assets under management for the ultimate owner of the fund family because there are companies that own more than one fund family.
 LNAGE is the natural logarithm of the fund class’ age in years since its inception and captures learning curve effects. Previous studies have generally found that these three variables are inversely related to fund expense ratios.

To control for the additional costs caused by frequent trading, TURN represents the annual percentage asset turnover for each observation.  Results regarding this variable have been inconclusive in previous studies, but the variable is predicted to have a direct relationship with the expense ratio.  A new variable, INTL, is included to capture a growing trend in the U.S. mutual fund industry, foreign ownership of domestically sold mutual funds.  INTL equals one when the fund owner is a foreign company and zero otherwise.  As the financial services industry consolidates, an increasing number of U.S. fund companies are owned by foreign firms.  If foreign sponsors face incremental costs to operate funds relative to domestic sponsors, then the costs may be passed on to fund investors in the form of higher expenses.  Following Tufano and Sevick (1997), NET96 is a measure of the relative performance of each fund class in the sample.  It captures the possibility that recent high performers relative to peers will have higher expenses, reflecting superior management expertise.  NET96 is the return for the fund class minus the median return for the investment objective category to which the fund belongs. 

The next series of variables capture the effects of board structure on fund expenses and are introduced in Tufano and Sevick (1997).  TOTDIR is the number of directors on a fund’s board.  INDDIR is the percentage of independent directors that make up a fund’s board of directors.  Finally, UNEXCOMP is a measure of per director relative compensation.  Tufano and Sevick (1997) argue that board member compensation is dependent upon factors such as fund size and the number of outside directors on the board.  As in Tufano and Sevick (1997), we estimate a model for board member compensation using ordinary least squares and use the residual from this model in equation (1) as UNEXCOMP.
  

The final four control variables represent four of the five investor classes in the sample.  INSTL is an indicator variable that equals one if the fund class is for institutional investors and zero otherwise.  FELI is an indicator that equals one if the fund class has a front-end load and zero otherwise.  CDSCI is an indicator variable equal to one if the fund class has a deferred load greater than one percent and zero otherwise and represents contingent deferred sales charge funds.  Finally, LLI is an indicator variable equal to one if the fund class has a deferred load less than or equal to one percent but greater than zero, or a deferred load equal to zero but a 12b-1 fee greater than 0.25%, and zero otherwise.  The latter variable identifies a level load fee structure. The omitted class is the traditional no-load fund for retail investors.  Previous research shows that expenses may differ based on the fee structures, due in part to possibly different services that each provides to investors.

V.  Results

Administrative Fees

We examine hypothesis 1 by estimating equation (1) using ordinary least squares and the dependent variable ADMIN. The results are presented in Table 3 under the column with the heading of ADMIN and are new to the literature.  The model explains approximately 30 percent of the variation in administrative fees and many of the control variables have results consistent with predictions and prior literature. Of particular interest in the current study is the coefficient estimate for the variable MS. The results in Table 3 support hypothesis 1. Holding other factors constant, classes of MS funds have significantly lower administrative fees than traditional one-class funds on the order of 4.6 basis points.  Therefore it appears that the MS structure does provide benefits in the administration of the fund.  

[TABLE 3 ABOUT HERE]

The coefficient estimates for the variables identifying General Equity (GE) and World Equity (WE) fund classes are positive and significant, suggesting that their administrative fees are higher than those for fixed income funds.  Also, world equity funds have the highest fees.  Fund classes with more assets under management (LNASSETS) have lower administrative fees, indicative of scale economies.  Additionally, fund classes that are part of larger fund sponsors (LNSPASSET) also have lower administrative fees. 

The coefficient estimates for the variables measuring fund age (LNAGE), management ability (NET96), and foreign ownership (INTL) are not important determinants of administrative fees.  However, the coefficient estimate for fund turnover (TURN) is positive and significant meaning higher levels of annual turnover lead to higher administrative fees. The results for the board structure variables are consistent with expectations and results in Tufano and Sevick (1997). The coefficient estimates for the number of directors (TOTDIR) and relative compensation (UNEXCOMP) are positive and significant as predicted. Additionally, the negative and significant coefficient estimate for the percentage of outside directors is also as predicted.  These results are consistent with the idea that boards effectively monitor costs that are more readily observable.


Finally, the variables identifying the different investor classes are statistically significant determinants of administrative fees.  As expected, institutional investors pay the lowest administrative expenses, while investors paying commissions of any type (FELI, CDSCI, and LLI) have higher administrative costs relative to no-load retail investors.  The findings for the commissioned-based investors are intuitive given the nature of these investors and consistent with hypotheses regarding these variables from prior literature.

Base Expenses
The preceding results suggest that there are benefits to the MS structure that lead to lower administration costs.  We now examine whether investors reap any of the benefits by estimating equation (1) using the dependent variable EXPENSE, the total expense ratio net of the 12b-1 fee.  Again, the variable of interest is MS and the results are presented in Table 3 under the column with the heading EXPENSE.  The model explains approximately 48 percent of the variation in the base expense ratio and many of the control variables once again have results consistent with prior literature.  However, the coefficient estimate for the MS variable is positive and significant at approximately the 0.05 level, rejecting hypothesis two. Controlling for other factors, classes of MS funds have base expense ratios that are 2.5 basis points higher than funds with only one class, indicating investors are not benefiting from the reductions in administrative fees.  This finding is in direct contrast to the claims of MS structure proponents touting the benefits to investors and further erodes the credibility of industry insiders.

Turning to the control variables, the coefficient estimates for GE, WE, LNASSETS, LNSPASSET, TURN, and NET96 are consistent with that above and prior research.  In contrast with the analysis of administrative expenses, the coefficient estimate for LNAGE is negative and significant, consistent with most prior research.  Additionally, the coefficient estimate for the variable identifying a fund class as being foreign owned (INTL) is positive and significant as predicted and represents a new finding with practical implications for investors.  Holding a wide range of other factors constant, funds owned by foreign firms have base expenses that are four basis points higher on average.  

The results for the board composition variables are somewhat different from above. The coefficient estimates for the number of directors (TOTDIR) and the percentage of outside directors are no longer significant.  The coefficient estimate for the relative compensation (UNEXCOMP) measure on the other hand is positive and significant as predicted. The lack of significance for board size and percentage of outside directors contrasts with Tufano and Sevick (1997), but likely results from the use of different sample periods.  Finally, the controls for investor type demonstrate that only institutional  (INSTL) investors pay lower prices for basic fund operations, also consistent with Tufano and Sevick (1997) and Smythe (1999).  As will be shown below, retail investors pay lower management fees that effectively offset the higher administrative costs depicted above.

Management Fees
The results from testing hypotheses one and two suggest that fund sponsors are lowering administrative costs, but they are not passing any of the savings on to investors in the form of lower base expenses.  As such, sponsors must be reaping the benefits the MS structure provides.  We formally examine hypothesis three by estimating equation (1) using MGMTFEE as the dependent variable, and the variable of interest is again MS.  The results in Table 3 under the column heading MGMTFEE confirm the results presented above.  The model explains 32% of the variation in management fees, but more importantly, classes of MS funds have higher management fees than single class funds, as indicated by the positive and significant coefficient estimate for the MS variable.  Holding other factors constant, MS funds charge management fees that are seven basis points higher than single class funds. 

Closer examination of Table 3 reveals several striking differences in the control variables between the model for ADMIN and MGMTFEE.  For example, when ADMIN is the dependent variable, the coefficient estimate for the fund size measure, LNASSETS, is negative and significant, consistent with scale economies being achieved.  However, the coefficient estimate for LNASSETS is positive and significant when using MGMTFEE as the dependent variable, indicating that managers of larger funds receive higher compensation on average.  Although the coefficient estimate is small in magnitude, the result is somewhat perplexing.  One possible explanation is related to long-term performance.  If one assumes that funds become large as a result of strong past performance, then LNASSETS may proxy for a strong long-term record.  The results for the coefficient estimates for NET96 lend some support for this explanation over the short-term. The coefficient estimate for NET96 is not different from zero when examining administrative fees, but when the dependent variable is the management fee, NET96 is positive and significant.  This finding is consistent with the idea that managers performing well relative to peers in the recent past are more highly compensated.  

The results for the board structure variables are also asymmetric between the ADMIN and MGMTFEE models.  When ADMIN is the dependent variable, the coefficient estimates for board size and relative compensation are positive and significant while the coefficient estimate for INDDIR is negative and significant.  In contrast, the results for the variables are reversed when MGMTFEE is the dependent variable, although the relative compensation measure is not statistically significant. The results for MGMTFEE are more puzzling.  One explanation is that boards that are effective at negotiating lower administrative expenses must compromise by agreeing to higher management fees.  

Finally, the results for the variables identifying different retail investor classes are also asymmetric across the models using ADMIN and MGMTFEE.  While institutional investors pay lower administrative and management fees, retail investors who use financial intermediaries have markedly different administrative and management fees than the traditional no-load retail investor.  Investors in fund classes with a load structure (FELI, CDSCI, or LLI) have significantly higher administrative fees but significantly lower management fees.  In fact, the two offset one another such that the base expense ratio among retail investors is not statistically different (see Table 3).  

As an extension to the primary hypotheses, we also conducted an additional test to see if MS fund classes for a given portfolio are charged the same management fee.  When the SEC approved rule 18f-3 allowing the MS structure, one of their primary considerations was to minimize conflicts of interest between fund classes of the same portfolio.  One specific guideline is that the management fee portion of the base expense ratio be the same for all classes of a given portfolio.  To examine whether this holds on average, equation (1) is re-estimated for the dependent variable MGMTFEE by only including the observations that are part of an MS fund.  Evidence that the industry adheres to this guideline exists if the coefficient estimates for the INSTL, FELI, CDSCI, and LLI variables are not different from zero.  Although our results are not presented in table form, we find that each of the variables has a coefficient estimate that is not statistically different from zero, suggesting that MS funds do comply with SEC guidelines.


Robustness of Results

Thus far our results suggest that the MS structure is not providing investors with all of the benefits promoted by sponsors.  However, several issues should be addressed before drawing definitive conclusions.  The first is the assumption that 12b-1 fees are used solely for marketing and distribution.  It is possible that sponsors engage in substitute pricing, i.e. lowering the base (administrative and management) expense ratios when there is a 12b-1 fee.  Since classes of MS funds are more likely to have a 12b-1 fee and the average 12b-1 fee for an MS class is much higher than the 12b-1 fee for single class funds, our results for the MS variable may be spurious.
  To examine this possibility, we re-estimate equation (1) for each dependent variable, but we include the variable MKTFEE, which is equal to one when the observation has a 12b-1 fee and zero otherwise.


The OLS results from estimating the model with MKTFEE are presented in Table 4.  The results are strikingly similar.  For each dependent variable, the coefficient estimates for the MKTFEE variable are negative and significant.  Additionally, the investor class identifiers FELI, CDSCI, and LLI are now positive and significant when estimating the model with the base expense ratio, while the coefficient estimates for CDSCI and LLI are no longer significant when MGMTFEE is the dependent variable.  Most importantly, the coefficient estimate for the MS variable is consistent with those in Table 3 for each dependent variable, although the magnitudes differ somewhat.  Overall, the primary conclusions from the original examination appear to be robust to the inclusion of the 12b-1 fee.

[TABLE 4 ABOUT HERE]

The second issue regarding robustness deals with the econometric accuracy of the analysis. The sample is made up of class level observations where more than one observation (class) may be a part of the same MS fund (portfolio).  Even though different classes of the same MS fund have some unique characteristics, there is likely to be some correlation across fund classes.  Specifically, one board oversees the entire fund, and the operational characteristics of all classes are the same (i.e., the turnover ratio is the same for each class of an MS fund).  

To address this, we re-estimate equation (1) using a random effects model, which accounts for the possible non-spherical nature of the error term. Additionally according to Kennedy (1993), the random effects approach is preferred to the fixed effects approach when drawing a sample from a large population with the intent of drawing inferences about the broader population. To the extent that the error terms and the regressors in equation (1) are independent, the random effects model should produce consistent coefficient estimates.
The results from estimating equation (1) using the random effects approach for each dependent variable are presented in Table 5. 

The results are similar to those in Table 3, although several exceptions are worth noting.  Most important, the coefficient estimate for the MS variable when using ADMIN as the dependent variable is not statistically significant, although it is still positive and significant when MGMTFEE and the base expense ratio are the dependent variable. This finding suggests one of two possible alternative explanations.  First if sponsors do gain efficiencies with the MS structure in the form of lower administrative costs, the benefits are not being passed on to investors in the form of lower administrative expenses, but sponsors have still increased management fees.  A more likely explanation is that MS funds have not yet achieved the savings anticipated but have already increased management fees.  Such a conclusion is plausible given that wide scale use of MS funds had only been possible for three years at the time of data collection. 

[TABLE 5 ABOUT HERE]

  





Regarding the control variables, the coefficient estimate for the variable measuring the percentage of outside directors (INDDIR) is no longer a significant determinant of administrative or management expenses.  Also, the investor class variables INSTL, FELI, CDSCI, and LLI have changed somewhat for the EXPENSE and MGMTFEE dependent variables.  Observations with front-end loads, contingent deferred sales charges, and level loads have higher base expenses.  In contrast, the coefficient estimates for these investor classes, as well as for the institutional investor class, no longer indicates that these classes possess lower management expenses.


VI.  Conclusion






While the number of mutual funds has grown tremendously during the 1990s, much of the growth is attributable to the introduction of Multiple Share Class funds.  Proponents of the MS structure argue that it should lead to cost savings for the sponsor that can ultimately be passed on to investors in the form of lower expenses.  However, if the new structure does lower costs, sponsors are likely to profit from it in some way.  This study examines whether investors are benefiting from the MS structure, and if any of the benefits also accrue to sponsors.







Using unique data from Lipper Company, our results using ordinary least squares indicate that sponsors of MS funds appear to lower administrative fees, but investors in MS funds pay higher management fees that offset the lower administrative expenses.  The end result is that investors are paying higher base expense ratios than investors are in single-class funds, although the difference is small. Robustness tests generally support the base conclusions, although results using a random effects model do not support the hypothesis that the MS structure leads to lower administrative expenses.  These findings lend empirical support from a sponsor’s perspective to prior studies that indicate that investors are not “price conscious”.  Table 3 illustrates that investors in MS classes pay management fees that are approximately seven basis points higher than funds with only one class.  While this figure may appear small at the class level, it is more appropriate to examine it from the sponsor’s perspective.  In our sample, sponsors that offer at least one MS fund have an average of $9.7 billion of assets under management that are part of an MS structure. Using this figure as an estimate, sponsors earn an additional $6.8 million a year in management fees at the margin when using the MS structure, which is an economically significant figure. Additionally, we show that the increase in management fees is robust to different model specifications and different estimation techniques.

Our findings raise some interesting questions for future research regarding the MS fund structure.  One issue is why some sponsors choose to use the MS structure while others do not, given the apparent administrative cost savings from the structure.  Another potential issue is whether the increased management fee charged by MS funds has (or will) decrease over time as more funds are formed and must compete for investors.  While each of these issues is beyond the scope of this study, they represent fertile ground for future work.
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TABLE 1. 

Summary Statistics for class level observations.

Panel A.  Total Sample: Statistics for the entire sample used in the analysis.

Variables
Mean
Median





EXPENSE
1.033
0.981





ADMIN
0.347
0.284





MGMTFEE
0.686
0.677





AGE
7.965
4.660





ASSETS
553.560
87.000





NET96
0.246
-0.044





TURN
104.970
75.000





TOTDIR
8.064
8.000





INDDIR
0.728
0.750





EXCOMP
-66.890
-972.690





Number of Observations
3861






Panel B.  Summary statistics segregated by fund structure.


Single Share Class  Observations


Multiple Share Class

Observations
P-values for differences in means and medians

Variables
Mean
Median
Mean
Median
Difference

   In Means*
Difference

   In Medians**

EXPENSE
1.014
0.968
1.042
0.985
0.06
0.00

ADMIN
0.338
0.259
0.351
0.300
0.22
0.00

MGMTFEE
0.677
0.661
0.691
0.685
0.17
0.06

AGE
10.121
6.0
6.901
4.25
0.00
0.00

ASSETS
897.3
135.69
384.09
66.0
0.00
0.00

NET96
0.699
0.320
0.023
-0.218
0.00
0.00

TURN
94.894
61.0
109.94
80.0
0.00
0.00

TOTDIR
7.232
7.0
8.474
8.0
0.00
0.00

INDDIR
69.6
71.4
0.744
0.75
0.00
0.00

EXCOMP
152.35
-757.15
174.98
-1038.9
0.04
0.04

Number of Observations


1275

2586

*Tested with

a Student t distribution
**Tested with a Mann-Whitney  U statistic  

Note: EXPENSE - the total expense ratio minus the actual 12b-1 fee expressed as a percent;  ADMIN - the portion of EXPENSE used for administrative costs expressed as a percent;  MGMTFEE - the advisory fee portion of EXPENSE expressed as a percent; AGE - the age (in years) of the observation since its inception;  ASSETS - the year-end amount of assets in the fund in millions of dollars;  NET96 - the difference between the observation's actual 1996 return and its fund's objective return;  TURN - is the annual turnover in assets for the observation in 1996;  TOTDIR - the number of directors on the fund's board;  INDDIR - the percentage of independent directors on the fund's board;  EXCOMP - the amount of "excess compensation" for a single director of a fund board.

Table 2.  Variable definitions for regression analysis


EXPENSE:
A fund’s expense ratio net of its 12b-1 fee, expressed as a percentage of assets.

ADMIN:
The portion of EXPENSE covering fund administrative functions, stated as a percentage.

MGMTFEE:
The portion of EXPENSE covering day to day asset management, stated as a percentage.

MS:
An indicator variable equal to one if the observation is a class of a multiple share class fund and zero otherwise.   

MKTFEE*:
An indicator variable equal to one if the observation has a 12b-1 fee and zero otherwise. 

GE:
An indicator variable equal to one if the observation is a general equity fund and zero otherwise.

WE:
An indicator variable equal to one if the observation is a world equity and zero otherwise.

LNASSETS:
The natural logarithm of fund/class assets under management as of year-end 1997.

LNSPASSET:
The natural logarithm of all assets under management for a sponsor, where a sponsor is the ultimate owner of the fund, as of year-end 1997.

LNAGE:
The natural logarithm of a fund’s age in years since inception.

TURN:
Percentage turnover in a fund’s/class’ assets in 1997.

INTL:
An indicator variable equal to one if the sponsor of the fund is an internationally company and zero otherwise.

NET96:
The 1996 fund/class return, net of the median return for the observation’s objective.

TOTDIR:
The number of board members for a fund.

INDDIR:
The percentage of independent directors on a fund’s board.

UNEXCOMP:
Per director relative or unexplained compensation, measured as the residual of an ordinary least squares estimation of the determinants of fund compensation.

INSTL:
An indicator variable equal to one if the observation is for institutional or high net worth investors and zero otherwise.

FELI:
An indicator variable equal to one if the observation has a front-end load and zero otherwise.

CDSCI:
An indicator variable equal to one if the observation has a contingent deferred sales charge and zero otherwise.

LLI:
An indicator variable equal to one if the observation has a level load and zero otherwise.

* This variable only appears in the robustness tests in Table 4.

TABLE 3.
Ordinary Least Square estimates for Hypotheses 1, 2, and 3.  


                                        Dependent Variables                                        . 

Independent Variables
EXPENSE
ADMIN
MGMTFEE

MS
0.0247

     [0.051] 
-0.0461

**[0.000]
0.0704

**[0.000]

GE
0.3004

**[0.000]
0.0715

**[0.000]
0.2290

**[0.000]

WE
0.6889

**[0.000]
0.2839

**[0.000]
0.4068

**[0.000]

LNASSETS
-0.0356

**[0.000]
-0.0420

**[0.000]
0.0060

**[0.008]

LNSPASSET
-0.0437

**[0.000]
-0.0161

**[0.000]
-0.0278

**[0.000]

LNAGE
-0.0241

*[0.012]
-0.0081

[0.294]
-0.0155

**[0.008]

TURN
0.0003

**[0.000]
0.0002

**[0.001]
0.0002

**[0.000]

INTL
0.0429

**[0.004]
0.0227

[0.175]
0.0197

[0.121]

NET96
0.0003

[0.833]
-0.0014

[0.188]
0.0017

*[0.026]

TOTDIR
0.0020

[0.254]
0.0055

**[0.000]
-0.0036

**[0.009]

INDDIR
-0.0211

[0.626]
-0.0957

**[0.005]
0.0770

*[0.0381]

UNEXCOMP
4.6420E-06

**[0.001]
5.7259E-06

**[0.000]
-1.0326E-06

[0.220]

INSTL
-0.1673

**[0.000]
-0.0758

**[0.000]
-0.0925

**[0.000]

FELI
0.0168

[0.308]
0.0692

**[0.000]
-0.0537

**[0.000]

CDSCI
0.0231

[0.197]
0.0666

**[0.000]
-0.0444

**[0.003]

LLI
0.0043

[0.839]
0.0379

*[0.034]
-0.0352

*[0.032]

Constant
2.4058

**[0.000]
1.4146

**[0.000]
0.9990

**[0.000]

R-square

Adjusted R-square
0.481

0.478
0.298

0.295
0.322

0.319

Note: This table presents the results from estimating equation (1) using ordinary least squares (OLS) separately for the dependent variables ADMIN – an observation’s administrative fee, EXPENSE – an observation’s base expense ratio, and MGMTFEE – an observation’s management fee.  MS equals one if the observation is a class of an MS fund and zero otherwise.  GE and WE are equal to one if the observation belongs to the general or world equity fund categories.  LNASSESTS is the natural logarithm of fund assets.  LNSPASSET is the natural logarithm of total fund sponsor assets.  LNAGE is the natural logarithm of fund age in years.  TURN is the annual asset turnover for the fund.  INTL equals one if the fund’s owner is a foreign-owned firm and zero otherwise.  NET96 is the observation’s 1996 return net of the median return for the investment objective to which it belongs.  TOTDIR is the number of board members.  INDDIR is the percentage of outside directors.  UNEXCOMP is the unexplained per director compensation.  INST, FELI, CDSCI, and LLI are equal to one if the observation is for institutional investors, has a front-end load, contingent deferred sales charge, or level load respectively and zero otherwise.  Models are estimated using corrected standard errors according to White (1980).  P-values are in parentheses.  

TABLE 4.

OLS results from estimating equation (1) including the new variable MKTFEE.  





                                        Dependent Variables                                        . 

Independent

Variables
EXPENSE
ADMIN
MGMTFEE

MS

MKTFEE
0.0494

**[0.000]

-0.1025

**[0.000]
-0.0335

**[0.001]

-0.0480

**[0.000]
0.0820

**[0.000]

-0.0528

**[0.000]

GE
0.3004

**[0.000]
0.0715

**[0.000]
0.2290

**[0.000]

WE
0.6894

**[0.000]
0.2840

**[0.000]
0.4072

**[0.000]

LNASSETS
-0.0376

**[0.000]
-0.04300

**[0.000]
0.0051

**[0.005]

LNSPASSET
-0.0434

**[0.000]
-0.0161

**[0.000]
-0.0275

**[0.000]

LNAGE
-0.0245

*[0.011]
-0.0081

[0.294]
-0.0159

**[0.007]

TURN
0.0003

**[0.000]
0.0002

**[0.001]
0.0002

**[0.000]

INTL
0.0461

**[0.002]
0.0246

[0.142]
0.0209

[0.099]

NET96
0.0001

[0.958]
-0.0015

[0.160]
0.0016

*[0.036]

TOTDIR
0.0028

[0.108]
0.0059

**[0.000]
-0.0032

*[0.020]

INDDIR
-0.0246

[0.571]
-0.0959

**[0.005]
0.0738

*[0.047]

UNEXCOMP
5.1735E-06

**[0.000]
5.9816E-06

**[0.000]
-7.6632

[0.366]

INSTL
-0.2031

**[0.000]
-0.0941

**[0.000]
-0.1093

**[0.000]

FELI
0.0461

**[0.004]
0.0804

**[0.000]
-0.0359

**[0.005]

CDSCI
0.0690

**[0.000]
0.0863

**[0.000]
-0.0190

[0.211]

LLI
0.0422

*[0.039]
0.0517

**[0.004]
-0.0115

[0.468]

Constant
2.4584

**[0.000]
1.4429

**[0.000]
1.0222

**[0.000]

R-square

Adjusted R-square
0.488

0.486
0.301

0.298
0.326

0.323

Note: This table presents the results from estimating equation (1) using OLS for ADMIN, EXPENSE, and MGMTFEE but including MKTFEE, which is equal to one if the fund has a 12b-1 fee and 0 otherwise.  All other variables are defined as in Table 3.  Models are estimated using corrected standard errors according to White (1980).  P-values are in parentheses.  

TALBE 5.
Re-estimation of Equation (1) as a random effects model.  


                                               Dependent Variables                                           .                                     

Independent

Variables
EXPENSE
ADMIN
MGMTFEE

MS
0.0587

**[0.000]
-0.0042

[0.708]
0.0509

**[0.000]

GE
0.3026

**[0.000]
0.0536

**[0.000]
0.2533

**[0.000]

WE
0.7182

**[0.000]
0.3007

**[0.000]
0.4179

**[0.000]

LNASSETS
-0.0101

**[0.000]
-0.0168

**[0.000]
0.0020

**[0.001]

LNSPASSET
-0.0631

**[0.000]
-0.0326

**[0.000]
-0.0281

**[0.000]

LNAGE
-0.0017

[0.686]
0.0017

[0.688]
-0.0003

[0.838]

TURN
0.0004

**[0.000]
0.0002

**[0.000]
0.0001

**[0.000]

INTL
0.0388

[0.080]
0.0070

[0.706]
0.0327

[0.059]

NET96
-0.0014

[0.154]
-0.0029

**[0.000]
0.0022

**[0.004]

TOTDIR
0.0039

[0.097]
0.0075

**[0.000]
-0.0041

*[0.014]

INDDIR
-0.0213

**[0.688]
-0.0666

[0.134]
-0.0271

[0.479]

UNEXCOMP
3.6892E-06

**[0.006]
4.5490E-06

**[0.000]
-7.3712E-07

[0.478]

INSTL
-0.0623

**[0.000]
-0.0324

**[0.001]
-0.0069

[0.134]

FELI
0.0207

[0.052]
0.0491

**[0.000]
-0.0054

[0.254]

CDSCI
0.0342

**[0.002]
0.0602

**[0.000]
-0.0041

[0.404]

LLI
0.0321

**[0.006]
0.0491

**[0.000]
-0.0009

[0.867]

Constant
2.2640

**[0.000]
1.2503

**[0.000]
1.0864

**[0.000]

Note: This table presents the results from estimating equation (1) using Random Effects for each dependent variable ADMIN, EXPENSE, and MGMTFEE.  All other variables are defined as in Table 3. P-values are in parentheses.  

� See O’Neal (1997) for a complete description of a typical MS fund structure.


� See Securities and Exchange Adoption Release IC-20915, p. 3.


� In the case of contingent deferred sales charge funds, the 12b-1 fee is used to repay the fund sponsor for paying the intermediary's commission at the time of the sale.  With level load funds, advisors are paid on an ongoing basis from the 12b-1 fee.  In both cases, the 12b-1 fee is usually 1% of fund assets.


� We recognize that sponsors could substitute across fee types and account for this in robustness tests presented later.


� For robustness, the results are re-examined with the traditional fund family measure and the results are qualitatively similar.


� To conserve space, the results from this estimation are not presented but are available from the authors upon request.  Additionally, the models are re-estimated using absolute compensation.  The results are qualitatively similar except the compensation variable is not generally different from zero.


� Approximately 70% of MS classes in the current sample have 12b-1 fees versus 26% for one-class funds.  The average 12b-1 fee for MS classes is 0.45% but only 0.07% for funds with only one class.
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