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What GAO Found

Although mutual funds disclose considerable information about their
costs to investors, the amount of fees and expenses that each investor
specifically pays on their mutual fund shares are currently disclosed as
percentages of fund assets, whereas most other financial services
disclose the actual costs to the purchaser in dollar terms. SEC staff has
proposed requiring funds to disclose additional information that could be
used to compare fees across funds. However, other disclosures could
also increase the transparency of these fees, such as by providing
existing investors with the specific dollar amounts of the expenses paid
or by placing fee-related disclosures in the quarterly account statements
that investors receive. Although some of these additional disclosures
could be costly and data on their benefits to investors was not generally
available, less costly alternatives exist that could increase the
transparency and investor awareness of mutual funds fees that make
consideration of additional fee disclosures worthwhile.

Changes in how mutual funds pay intermediaries to sell fund shares have
benefited investors but have also raised concerns. Since 1980, mutual
funds, under SEC Rule 12b-1 have been allowed to use fund assets to pay
for certain marketing expenses. Since then, funds have developed ways
to apply Rule 12b-1 fees to provide investors greater flexibility in
choosing how to pay for the services of individual financial professionals
that advise them on fund purchases. Another increasingly common
marketing practice called revenue sharing involves fund investment
advisers making additional payments to the broker-dealers that distribute
their funds’ shares. However, receiving these payments can limit fund
choices offered to investors and conflict with the broker-dealer’s
obligation to recommend the most suitable funds. Regulators
acknowledged that the current disclosure regulations might not always
result in complete information about these payments being disclosed to
investors.

Under soft dollar arrangements, mutual fund investment advisers use
part of the brokerage commissions they pay to broker-dealers for
executing trades to obtain research and other services. Although
industry participants said that soft dollars allow fund advisers access to a
wider range of research than may otherwise be available and provide
other benefits, these arrangements also can create incentives for
investment advisers to trade excessively to obtain more soft dollar
services, thereby increasing fund shareholders’ costs. SEC staff has
recommended various changes that would increase transparency by
expanding advisers’ disclosure of their use of soft dollars. By acting on
the staff’s recommendations SEC would provide fund investors and
directors with needed information about how their funds’ advisers are
using soft dollars.
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Millions of U.S. households have invested in mutual funds with assets
exceeding $6 trillion by year-end 2002. The fees and other costs that these
investors pay as part of owning mutual fund shares can significantly affect
their investment returns. As a result, questions have been raised as to
whether the disclosures of mutual fund fees and others costs, including the
trading costs that mutual funds incur when they buy or sell securities, are
sufficiently transparent. Some have also questioned the effectiveness of
mutual fund boards of directors in protecting shareholder interests and
overseeing the fees funds pay to investment advisers. Many mutual funds
market their shares to investors through broker-dealers or other financial
professionals, such as financial planners. However, concerns have been
raised over how the payments that fund advisers make to the entities that
sell fund shares affect investors. When mutual fund investment advisers
use broker-dealers to buy or sell securities for the fund, they generally pay
these broker-dealers a commission for executing the trade. Under
arrangements known as soft dollars, part of these brokerage commissions
may pay for research and brokerage services that the executing broker-
dealer or third parties provide to the fund’s investment adviser. Because
the amount of brokerage commissions a fund adviser pays directly reduces
the ultimate return earned by investors in its funds, questions exist over the
extent to which investors benefit from or are harmed by these soft dollar
arrangements.

To address these concerns, this report responds to your January 14, 2003,
request that we review issues relating to the transparency and
appropriateness of certain fees and practices among mutual funds.
Specifically, our objectives were to review (1) how mutual funds and their
advisers disclose their fees and related trading costs and options for
improving these disclosures, (2) mutual fund directors' role in overseeing
fees and various proposals for improving their effectiveness, (3) changes in
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how mutual funds and their advisers pay for the sale of fund shares and
how the changes in these practices are affecting investors, and (4) the
benefits of and the concerns over mutual funds' use of soft dollars and
options for addressing these concerns.

To determine how mutual funds currently disclose their fees and other
costs, we reviewed regulatory requirements and disclosures made by a
selection of mutual funds. We discussed various proposals to increase
disclosure with staff from regulators that oversee mutual funds, including
the Securities and Exchange Commission (SEC) and NASD, and staff from
mutual fund companies, industry groups and researchers. We also
interviewed officials of 10 mutual fund companies that sell their funds
through broker-dealers and a judgmental sample of 15 certified financial
planners. To identify the activities that mutual fund directors perform, we
reviewed federal laws and regulations, interviewed staff from an
association representing independent directors and used a structured
questionnaire to interview a judgmental sample of six independent director
members of this association. To determine how mutual funds and their
advisers pay for distribution, we interviewed various regulatory staff,
industry associations and researchers, fund companies, and two broker-
dealers that sell fund shares. We also reviewed and analyzed various
documents and studies of mutual fund distribution practices. To describe
the benefits and potential conflicts of interest raised by mutual funds’ use
of soft dollars, we spoke with SEC, NASD, and regulators in the United
Kingdom and reviewed studies by regulators and industry experts on soft
dollar arrangements. We conducted our work in accordance with generally
accepted government auditing standards in Boston, MA; Kansas City, MO;
Los Angeles and San Francisco, CA; New York, NY; and Washington, DC
from February to June 2003. Our scope and methodology is described in
detail in appendix L.

Results in Brief

Although mutual funds already disclose considerable information about the
fees they charge, regulators and others have proposed additional
disclosures that could increase the transparency and investor awareness of
the costs of investing in mutual funds. Currently, mutual funds disclose
information about the fees and expenses that each investor specifically
pays on their mutual fund shares as percentages of fund assets, whereas
most other financial services disclose the actual costs to the purchaser in
dollar terms. Mutual funds also incur brokerage commissions and other
trading costs when they buy or sell securities, but these costs are not
prominently disclosed to investors. To provide more information about the
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fees investors pay, SEC has proposed requiring mutual funds to disclose
additional fee-related information, but these would not provide investors
with the specific dollar amount of fees paid on their shares as others have
proposed, nor would these disclosures be provided in the document
generally considered to be of the most interest to investors—the quarterly
statement that shows the number and value of an investor’s mutual fund
shares. Although continuing to consider the need for additional
disclosures, SEC staff and industry participants noted that data on the
extent to which additional fee information would benefit investors is
generally lacking. However, continued consideration of the costs and
benefits of providing additional disclosure appears worthwhile because
some alternatives for providing fee information to mutual fund investors in
quarterly statement could provide some benefit and may cost very little.
Some industry participants have also called for more disclosure of
information about the brokerage commissions and other costs that mutual
funds incur when trading, but standard methodologies for determining
some of these amounts do not exist and regulators and others raised
concerns that such disclosures could be misleading.

Mutual funds also have boards of directors that are tasked with reviewing
the fees that fund investors are charged, but some industry participants
questioned whether directors have been effective in overseeing these fees.
In general, SEC rules require mutual fund boards to have a majority of
independent directors, who are individuals not employed by or affiliated
with the fund’s investment adviser. Among their many duties, these
directors are specifically tasked with overseeing the fees their funds
charge. However, some industry observers say that the process that fund
directors are required to follow under the law fails to produce sufficient
actions to minimize fees. To further reduce fees, some have suggested that
fund directors should be required to seek competitive bids from other
investment advisers. However, industry participants indicated that this
may not result in lower costs and fees for investors and noted that directors
seek to lower fund fees in other ways, such as by requiring the investment
adviser to charge progressively lower fees as the assets of the fund grow.
Regulators and industry bodies have also recommended various changes to
the composition and structure of mutual fund boards as a means of
increasing directors’ effectiveness that many funds have already adopted.
Many reforms being proposed as a result of the recent corporate scandals,
such as Enron, also seek to enhance board of director oversight of public
companies. Such reforms could serve to further improve corporate
governance of mutual funds, but industry participants report that, although
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not all of these proposed practices are currently required for mutual funds,
most fund boards are already following many of them.

Changes in the ways that investors pay for mutual fund shares have
produced benefits for investors but also raise concerns over their
transparency. In 1980, an SEC rule was adopted to allow mutual funds to
begin using fund assets to pay the distribution expenses, which included
marketing expenses and compensation for the financial professionals who
sell fund shares. Although rule 12b-1 was originally envisioned as
providing funds a temporary means of increasing fund assets, the fees
charged under this rule have instead evolved into an alternative way for
investors to pay for the services of broker-dealers and other financial
intermediaries from whom they purchase fund shares. Concerns exist over
whether funds with 12b-1 fees are more costly to investors and whether
current disclosures are sufficiently transparent to allow investors to
determine the extent to which their particular broker-dealer representative
or other financial professionals they use receive these payments. In a
December 2000 report, SEC staff recommended that rule 12b-1 be modified
to reflect changes in how funds are being marketed, but SEC has yet to
develop a proposal to amend the requirements relating to this rule.
Another distribution practice—called revenue sharing—that has become
increasingly common involves investment advisers making additional
payments to broker-dealers that distribute fund shares. Although little data
on the extent of these payments exists, industry researchers say that such
payments have been increasing and have raised concerns about how these
payments may affect the overall expenses charged to fund investors.
Concerns also exist over whether broker-dealers receiving payments to
promote certain funds creates a conflict of interest for their sales
representatives, who are responsible for recommending only investments
that are suitable to their clients’ objectives and financial situation, or
whether this also limits the choices that investors are offered. Under
current disclosure requirements, an investor might not be explicitly told
that the adviser of the fund their broker-dealer is recommending made
payments to that broker-dealer, and some industry participants have called
for additional disclosures to address these potential conflicts.

Soft dollar arrangements allow investment advisers of mutual funds to use
part of the brokerage commissions paid to broker-dealers that execute
trades on the fund’s behalf to obtain research and brokerage services that
can potentially benefit fund investors but could increase the costs borne by
their funds. Industry participants said that soft dollars allow fund advisers
access to a wider range of research than may otherwise be available and

Page 4 GAO-03-763 Greater Transparency Needed in Disclosures to Investors



can also be used to reduce fund expenses. However, others were
concerned that these arrangements can create conflicts of interest between
investment advisers and investors that could increase investors’ costs. For
example, fund advisers might use some broker-dealers solely because of
the soft dollar services they offer rather than because of their ability to
execute the fund’s trades in the most advantageous way. Concerns were
raised that investment advisers might trade excessively to obtain additional
services using soft dollars, which would increase fund investors’ costs. In a
series of regulatory examinations performed in 1998, SEC staff found
examples of problems relating to investment advisers’ use of soft dollars,
although far fewer problems were attributable to the advisers for mutual
funds. In response, the SEC staff issued a report that included various
proposals to address the potential conflicts created by these arrangements,
including recommending that investment advisers keep better records and
disclose more information about their use of soft dollars. Although this
could increase the transparency of these arrangements and help fund
directors and investors better evaluate their fund advisers’ use of soft
dollars, SEC has yet to take action on these proposed recommendations.

This report contains recommendations to SEC designed to increase the
transparency of mutual fund fees and of certain distribution and trading
practices. Since both the extensiveness and the placement of mutual fund
disclosures can affect their transparency and how effectively they increase
investor awareness of the costs of investing in mutual funds, we
recommend that SEC consider the benefits of additional disclosure relating
to mutual fund fees, including requiring the account statements that mutual
fund investors receive provide more information about the fees being paid.
We also recommend that SEC consider developing disclosure requirements
about revenue sharing arrangements so investors may be better able to
evaluate potential conflicts arising from revenue sharing payments.
Finally, we also recommend that SEC evaluate ways to provide more
information that fund investors and directors could use to better evaluate
the benefits and potential disadvantages of their fund adviser’s use of soft
dollars, including considering and implementing the recommendations
from its 1998 soft dollar examinations report.

We obtained comments from SEC and ICI, who generally agreed with the
contents of this report. The letter from the SEC staff indicated that as part
of their responsibilities in regulating mutual funds, they will consider the
recommendations in this report very carefully in determining how best to
inform investors about the importance of fees. The letter from the ICI staff
noted that our report presented a generally balanced and well-informed
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discussion of mutual fund regulatory requirements. However, the ICI staff
were concerned over how we compare the disclosures made by mutual
fund fees to those made by other financial products, and noted that mutual
fund fee disclosures, which in some ways exceed the information disclosed
by other products, allow individuals to make much more informed and
accurate decisions about the costs of their funds than do the disclosures
made by other financial service firms. We agree with ICI that mutual funds
are required to make considerable disclosures that are useful to investors
for comparing the level of fees across funds. However, we also believe that
supplementing the existing mutual fund disclosures with additional
information, particularly in the account statements that provide investors
with the exact number and value of their mutual fund shares, could also
prove beneficial for increasing awareness of fees and prompting additional
fee-based competition among funds.

Background

Mutual funds are distinct legal entities owned by the shareholders of the
fund. Each fund contracts separately with an investment adviser, who
provides portfolio selection and administrative services to the fund. The
costs of operating a mutual fund are accrued daily and periodically
deducted from the fund’s assets. These costs include the fee paid to the
fund’s investment adviser for managing the fund and the expenses
associated with operating the fund, such as the costs for accounting and
preparing fund documents. Each mutual fund has a board of directors,
which is responsible for reviewing fund operations and overseeing the
interests of the fund’s shareholders, including monitoring for conflicts of
interest between the fund and its adviser.!

!Although the Investment Company Act of 1940, which regulates mutual fund operations,
does not dictate a specific form of organization for mutual funds, most funds are organized
either as corporations governed by a board of directors or as business trusts governed by
trustees. When establishing requirements relating to the officials overseeing a fund, the act
uses the term “directors” to refer to such persons, and this report will also follow that
convention.
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The incredible growth of mutual fund assets and in the number of investors
that hold funds has raised concerns within Congress and elsewhere over
the fees funds charge investors. In a report issued in June 2000, we found
that the average fees charged by 77 of the largest stock and bond mutual
funds had declined between 1990 and 1998.2 In our report, we also
concluded that although many mutual funds exist that compete for investor
dollars, they conduct this competition primarily on the basis of their
performance rather than on the basis of the price of their service, that is,
the fees they charge. In updating the results of the analysis from our June
2000 report for a hearing on mutual funds in March 2003, we found that the
average fees for this group of funds had increased slightly, due in part to
some funds paying higher management fees to their investment advisers
because of the effect of performance fees.?

Mutual funds are sold through a variety of distribution channels. For
instance, investors can buy them directly by telephone or mail or they can
be sold by a sales staff employed by the adviser or by third parties, such as
broker-dealer account representatives. To compensate financial
professionals not affiliated with the adviser for distributing or selling a
fund’s shares, funds may levy a sales charge which is based on a percentage
of the amount being invested—called a load—that the investor can either
pay at the time the investment is made (a front-end load) or later when
selling or redeeming the fund shares (a back-end load)." Many funds that
use broker-dealers or other financial professionals to sell their fund shares
may also charge investors ongoing fees, called 12b-1 fees that are used by
funds to pay these distributors for recommending the fund or for servicing
the investor’s account after purchases have been made. Mutual fund shares
are also available for investors to purchase through mutual fund
supermarkets. These are offered by broker-dealers, including those
affiliated with a fund adviser, that allow their customers to purchase and
redeem the shares of mutual funds from a wide range of fund companies
through their accounts at the broker-dealer operating the supermarket.

2U.S. General Accounting Office, Mutual Fund Fees: Additional Disclosure Could
Encourage Price Competition, GAO/GGD-00-126 (Washington, D.C.: June 7, 2000).

3U.S. General Accounting Office, Mutual Funds: Information on Trends in Fees and Their
Related Disclosure, GAO-03-551T (Washington, D.C.: Mar. 12, 2003).

*Some funds charge what is known as a contingent deferred sales load, which is a charge

that is a percent of the amount invested that declines the longer the investment is held and
usually becomes zero after a certain period.
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Additional Disclosure
of Mutual Fund Costs
May Benefit Investors

SEC is the federal regulatory agency with responsibility for overseeing the
U.S. securities markets and protecting investors. Various self-regulatory
organizations (SRO) also oversee the activities of securities industry
participants. NASD is the SRO with primary responsibility for overseeing
broker-dealers. SEC is responsible for oversight of the SROs and it also
oversees and regulates the investment management industry.

Various alternatives with different advantages and disadvantages exist that
could increase the amount of information that investors are provided about
mutual fund fees and other costs. Currently, mutual funds disclose
information about their fees as percentages of their assets whereas most
other financial services disclose their costs in dollar terms. SEC and others
have proposed various alternatives to disclose more information about
mutual fund fees, but industry participants noted these alternatives could
also involve costs to implement and data on the benefits associated with
additional disclosures is not generally available. Mutual funds also incur
brokerage commissions and other costs when they buy or sell securities
and currently these costs are not routinely or explicitly disclosed to
investors and there have been increasing calls for disclosure as well as
debate on the benefits and costs of added transparency.

Unlike Other Financial
Products, Mutual Funds Do
Not Disclose the Actual
Dollar Amount of Fees Paid
by Individual Investors

Mutual funds provide various disclosures to their shareholders about fees.
Presently, all funds must provide investors with disclosures about the fund
in a written prospectus that must be provided to investors when they first
purchase shares. SEC rules require that the prospectus include a fee table
containing information about the sales charges, operating expenses, and
other fees that investors pay as part of investing in the fund. Specifically,
the table that mutual funds must provide presents (1) charges paid directly
by shareholders out of their investment such as front or back-end sales
loads and (2) recurring charges deducted from fund assets such as
management fees, distribution fees, and other expenses charged to
shareholder accounts. The fees deducted from the fund’s assets on an
ongoing basis are reported to investors as a percentage of fund assets and
are called the fund’s operating expense ratio. The fee table also contains a
hypothetical example that shows the estimated dollar amount of expenses
that an investor could expect to pay on a $10,000 investment if the investor
received a b-percent annual return and remained in the fund for 1, 3, 5, and
10 years. The examples do not reflect costs incurred as a result of the
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fund’s trading activity, including brokerage commissions that funds pay to
broker-dealers when they trade securities on a fund’s behalf.

Unlike many other financial products, mutual funds do not provide the
exact dollar amounts of fees that individual investors pay while they hold
the investment. Although mutual funds provide information about their
fees in percentage terms and in dollar terms using hypothetical examples,
they do not provide investors with information about the specific dollar
amounts of the fees that have been deducted from the value of their shares.
In contrast, most other financial products and services do provide specific
dollar disclosures. For example, when a borrower obtains a mortgage loan
the lender is required to provide a uniform mortgage costs disclosure
statement. This disclosure must show both the interest rate in percentage
terms that the borrow will be charged for the loan and also the costs of the
loan in dollar terms. Under the law, the lender must provide a truth in
lending statement, which shows the dollar amount of any finance charges,
the dollar amount being financed, and the total dollar amount of all
principal and interest payments that the borrower will make under the
terms of the loan.” As shown in table 1, investors in other financial
products or users of other financial services also generally receive
information that discloses the specific dollar amounts for fees or other
charges they pay.

*The Real Estate Settlement Procedures Act, 12 U.S.C. § 2601-17.
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|
Table 1: Fee Disclosure Practices for Selected Financial Services or Products

Type of product or service  Disclosure requirement

Mutual funds Mutual funds show the operating expenses as
percentages of fund assets and dollar amounts for
hypothetical investment amounts based on estimated
future expenses in the prospectus.

Deposit accounts Depository institutions are required to disclose itemized
fees, in dollar amounts, on periodic statements.

Bank trust services Although covered by varying state laws, regulatory and
association officials for banks indicated that trust service
charges are generally shown as specific dollar amounts.

Investment services provided When the provider has the right to deduct fees and other

to individual investment charges directly from the investor’s account, the dollar
accounts (such as those amounts of such charges are required to be disclosed to
managed by a financial the investor.

planner)

Wrap accounts® Provider is required to disclose dollar amount of fees on

investors’ statements.

Stock purchases Broker-dealers are required to report specific dollar
amounts charged as commissions to investors.

Mortgage financing Mortgage lenders are required to provide at time of
settlement a statement containing information on the
annual percentage rate paid on the outstanding balance,
and the total dollar amount of any finance charges, the
amount financed, and the total of all payments required.

Credit cards Lenders are required to disclose the annual percentage
rate paid for purchases and cash advances, and the dollar
amounts of these charges appear on cardholder
statements.

Source: GAO analysis of applicable disclosure regulations, rules, and industry practices.

%ln a wrap account, a customer receives investment advisory and brokerage execution services from a
broker-dealer or other financial intermediary for a “wrapped” fee that is not based on transactions in
the customer’s account.

Although mutual funds are not required to disclose specific dollar amounts
of fees paid by individual investors, the amount of information that they do
provide does exceed that provided by some investment products. For
example, fixed-rate annuities or deposit accounts that provide investors a
guaranteed return on their principal at a fixed rate do not specifically
disclose to the purchasers of these products the provider’s operating
expenses. The financial institutions offering these products generate their
profits on these products by attempting to invest their customers’ funds in
other investment vehicles earning higher rates of return than they are
obligated to pay to the purchasers of the annuities. However, the returns
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they earn on customer funds and the costs they incur to generate those
returns are not required to be disclosed as operating expenses to their
customers.

Various Alternatives Could
Improve Fee Disclosure, but
the Benefits Have Not Been
Quantified

In recent years, a number of alternatives have been proposed for improving
the disclosure of mutual fund fees, which could provide additional
information to fund investors. In response to a recommendation in our
June 2000 report that SEC consider additional disclosures regarding fees,
SEC has introduced a proposal to improve mutual fund fee disclosure.’ In
December 2002, SEC released proposed rule amendments, which include a
requirement that mutual funds make additional disclosures about their
expenses.” This information would be presented to investors in the annual
and semiannual reports prepared by mutual funds. Specifically, mutual
funds would be required to disclose the cost in dollars associated with an
investment of $10,000 that earned the fund’s actual return and incurred the
fund’s actual expenses paid during the period. In addition, the staff also
proposed that mutual funds be required to disclose the cost in dollars,
based on the fund’s actual expenses, of a $10,000 investment that earned a
standardized return of 5 percent.

The SEC’s proposed disclosures have various advantages and
disadvantages. If adopted, this proposal would provide additional
information to investors about the fees they pay when investing in mutual
funds. In addition, these disclosures would be presented in a format that
would allow investors to compare fees directly across funds. However, the
disclosures would not be investor specific because they would not use an
investor’s individual account balance or number of shares owned. In
addition, SEC is proposing to place these new disclosures in the
semiannual shareholder reports, instead of in quarterly statements.
Quarterly statements, which show investors the number of shares owned
and value of their fund holdings, are generally considered to be of most
interest and utility to investors. As a result, SEC’s proposal may be less
likely to increase investor awareness and improve price competition
among mutual funds. According to SEC staff, they are open to consider

*GAO/GGD-00-126.

"Shareholder Reports and Quarterly Portfolio Disclosure of Registered Management
Investment Companies, Securities and Exchange Commission Release Nos. 33-8164; 34-
47023; 1C-2587068 (Dec. 18, 2002).
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additional disclosures if the benefits to investors appear clear, but have
decided to continue pursuing approval of the proposed disclosure format
from their December 2002 rule proposal. This proposal has received a wide
range of comments. Most comments were in support of SEC’s proposed
requirement to include the dollar cost associated with a $10,000
investment. For example, one investment advisory firm commented in its
letter that the new disclosures SEC is proposing would benefit investors by
allowing them to estimate actual expenses and compare costs between
different funds in a meaningful way.

Another alternative for disclosing mutual funds fees would involve funds
specifically disclosing the actual dollar amount of fees paid by each
investor. In our June 2000 report, we noted that such disclosure would
make mutual funds comparable to other financial products and services
such as bank checking accounts or stock transactions through broker-
dealers. As our report noted, such services actively compete on the basis of
price. If mutual funds made similar specific dollar disclosures, investors
would be clearly reminded that they pay fees for investing in mutual funds
and we stated that additional competition among funds on the basis of
price could likely result among funds. An attorney specializing in mutual
fund law told us that requiring funds to disclose the dollar amount of fees in
investor account statements would likely encourage investment advisers to
compete on the basis of fees. He believed that this could spur new entrants
to the mutual fund industry and that the new entrants would promote their
funds on the basis of their low costs, in much the same way that low-cost
discount broker-dealers entered the securities industry.

Although some financial planners, who directly assist investors in choosing
among mutual funds, thought that requiring mutual funds to provide
investors with the specific dollar amounts of fees paid would be useful,
most indicated that other information was more important. We spoke to a
judgmental sample of 15 certified financial planners whose names were
provided by the Certified Financial Planner Board of Standards, a non-
profit professional regulatory organization that administers the certified
financial planner examination. Of the 15 financial planners with whom we
spoke, 6 believed specific dollar disclosure of mutual fund fees would
provide additional benefit to investors. For example, one said that
providing exact dollar amounts for expenses would be useful because
investors don’t take the next step to calculate the actual costs they bear by
multiplying their account value by the fund’s expense ratio. In contrast, the
other 9 financial planners we interviewed said that the factor most
investors consider more than others is the overall net performance of the
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fund and thus did not think that specific dollar disclosures of fees would
provide much additional benefit.

Industry officials raised concerns about requiring specific dollar fee
disclosures. For example, one investment company official stated that the
costs of making specific dollar disclosures would not justify any benefit
that might arise from providing such information, particularly because a
majority of investors make their investment decisions through
intermediaries, such as financial planners, and not on their own. Some
industry officials stated that additional disclosure could confuse investors
and create unintended consequences. For example, one official noted that
specific dollar disclosure might lead investors to think that they could
deduct those expenses from their taxes. Others noted that this type of
disclosure would tell current mutual fund investors what they were paying
in fees, but would not provide the proper context for evaluating how much
other funds would charge, and thus would be unlikely to increase
competition. Another official stated that disclosing fees paid in dollars in
account statements would not be beneficial to prospective investors.

Although the total cost of providing specific dollar fee disclosures might be
significant, the cost might not represent a large outlay on a per investor
basis. As we reported in our March 2003 statement, the Investment
Company Institute (ICI), the industry association representing mutual
funds, commissioned a study by a large accounting firm to survey mutual
fund companies about the costs of producing such disclosures.® The study
concluded that the aggregated estimated costs for the survey respondents
to implement specific dollar disclosures in shareholder account statements
would exceed $200 million, and the annual costs of compliance would be
about $66 million.” Although these are significant costs, when spread over
the accounts of many investors, the amounts are less sizeable. For
example, ICI reported that at the end of 2001, a total of about 248 million
shareholder accounts existed. If the fund companies represented in ICI’s
study, which represent 77 percent of industry assets, also maintain about
the same percentage of customer accounts, then the companies would hold
about 191 million accounts. As a result, apportioning the estimated $200
million in initial costs to these accounts would amount to about $1 per

8GAO-03-551T.
YHowever, this estimate did not include the reportedly significant costs that would be borne

by third-party financial institutions, which maintain accounts on behalf of individual mutual
fund shareholders.
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account. Apportioning the estimated $66 million in annual costs to these
accounts would amount to about $0.35 per account.

We also spoke with a full-service transfer agent that provides services for
about one third of the total 240 million accounts industrywide.'® Staff from
this organization prepared estimates of the costs to their organization of
producing specific dollar fee disclosures for fund investors. They
estimated that to produce this information, they would incur one-time
development costs between $1.5 and $3 million to revise their systems to
accept and maintain individual investor account expense data, and ongoing
data processing expenses of about $0.15 to $0.30 per fund/account per year.
These ongoing expenses would reflect about 1 percent of the estimated $18
to $23 per year of administrative costs per account already incurred. The
officials also estimated that shareholder servicing costs would increase as
investors would call in to try to understand the new disclosures or offer to
send payments under the mistaken impression that this was a new charge
that they had to explicitly pay. Funds would also incur costs to update and
modify their Web sites so that investors could find this specific expense
information there as well.

Another concern raised regarding requiring mutual funds to disclose the
specific dollar amount of fees was that information on the extent to which
such disclosures would benefit investors is not generally available. For our
work on this report, we attempted to identify studies or analyses on the
impact of disclosing prices in dollars versus percentage terms, but no
available information was found to exist. We also reviewed surveys done
of investor preferences relative to mutual funds but none of the surveys we
identified discussed disclosure of mutual fund fees in dollar terms. In our
June 2000 report, we presented information from a survey of over 500
investors that was administered by a broker-dealer to its clients.!! As we
reported, this survey found that almost 90 percent of these investors
indicated that specific dollar disclosures would be useful or very useful.
However, only 14 percent of these investors were very or somewhat likely
to be willing to pay for this information. SEC and industry participants
noted that having more definitive data on the extent to which investors
want and would benefit from receiving information on the specific dollar

YA mutual fund transfer agent maintains shareholder account records and processes share
purchases and redemptions.

"See GAO/GGD-00-126, p. 78.
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amount of fees they paid would be necessary before requiring mutual
funds, broker-dealers, and other intermediaries to undertake the costly
revisions to their systems necessary to capture such information.

Another option for disclosure was proposed by an industry official that
may not impose significant costs on the industry. The official said that fund
companies could include a notice in account statements to remind
investors that they pay fees as part of investing in mutual funds. The
notice, the official said could remind investors that, “Mutual funds, like all
investments, do have fees and ongoing expenses and such fees and
expenses can vary considerably and can affect your overall return. Check
your prospectus and with your financial adviser for more information.” By
providing this notice in the quarterly account statements that mutual fund
investors receive, mutual fund investors would be reminded about fees in a
document that, because it contains information about their particular
account and its holdings, is more likely to be read.

Trading and Other Costs
Impact Mutual Fund
Investor Returns, but Are
Not Prominently Disclosed

In addition to the expenses reflected in a mutual fund’s expense ratio—the
fund’s total annual operating expenses as a percentage of fund assets—
mutual funds incur trading costs that also affect investors’ returns. Among
these costs are brokerage commissions that funds pay to broker-dealers
when they trade securities on a fund’s behalf. When mutual funds buy or
sell securities for the fund, they may have to pay the broker-dealers that
execute these trades a commission. In other cases, trades are not subject to
explicit brokerage commissions but rather to “markups,” which is an
amount a broker-dealer may add to the price of security before selling it to
another party. Trades involving bonds are often subject to markups.
Commissions have also not traditionally been charged on trades involving
the stocks traded on NASDAQ because the broker-dealers offering these
stocks are compensated by the spread between the buying and selling
prices of the securities they offer.'>

Other trading-related costs that can also affect investor returns include
potential market impact costs that can arise when funds seek to trade large
amounts of particular securities. For example, a fund seeking to buy a large
block of a particular company’s stock may end up paying higher prices to

2These different prices are called the bid price, which is the price the broker-dealer is
willing to pay for shares and the ask price, which is the price at which the broker-dealer is
willing to sell shares.
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acquire all the shares it seeks because its transaction volume causes the
stock price to rise while its trades are being executed. Various
methodologies exist for estimating these types of trading costs, however,
no generally agreed upon approach exists for accurately calculating these
costs.

Although trading costs affect investor returns, these costs are not currently
required to be disclosed in documents routinely provided to investors. ICI
staff and others told us that the costs of trading, including brokerage
commissions, are required under current accounting practices and tax
regulations to be included as part of the initial value of the security
purchased. As a result, this amount is used to compute the gain or loss
when the security is eventually sold and thus the amount of any
commissions or other trading costs are already implicitly included in fund
performance returns.”” Investors do receive some information relating to a
fund’s trading activities because funds are required to disclose their
portfolio turnover, (the frequency with which funds conduct portfolio
trading) in their prospectuses, which are routinely sent to new and existing
investors. However, the frequency with which individual mutual funds
conduct portfolio trading and incur brokerage commissions can vary
greatly and the amount of brokerage commissions a fund pays are not
disclosed in documents routinely sent to investors. Instead, SEC requires
mutual funds to disclose the amount of brokerage commissions paid in the
statement of additional information (SAI), which also includes disclosures
relating to a fund’s policies, its officers and directors, and various tax
matters. Regarding their trading activities, funds are required to disclose in
their SAI how transactions in portfolio securities are conducted, how
brokers are selected, and how the fund determines the overall
reasonableness of brokerage commissions paid. The amount disclosed in
the SAI does not include other trading costs borne by mutual funds such as
spreads or the market impact cost of the fund’s trading. Unlike fund
prospectuses or annual reports, SAls do not have to be sent periodically to
a fund’s shareholders, but instead are filed with SEC annually and are sent
to investors upon request.

3For example, if a fund buys a security for $10 a share and pays a $.05 commission on each
share, its basis in the security is $10.05, and this is the amount that will be used to calculate
any subsequent gain or loss when the shares are sold.
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Academics and Others Have
Also Called for Increased
Disclosure of Mutual Fund
Trading Costs, but Others
Noted that Producing Such
Disclosures Would be
Difficult

Academics and other industry observers have also called for increased
disclosure of mutual fund brokerage commissions and other trading costs
that are not currently included in fund expense ratios. In an academic
study we reviewed that looked at brokerage commission costs, the authors
urged that investors pay increased attention to such costs.!* For example,
the study noted that investors seeking to choose their funds on the basis of
expenses should also consider reviewing trading costs as relevant
information because the impact of these unobservable trading costs is
comparable to the more observable expense ratio. The authors of another
study noted that research shows that all expenses can reduce returns so
attention should be paid to fund trading costs, including brokerage
commissions, and that these costs should not be relegated to being
disclosed only in mutual funds’ SAIs."

Others who advocated additional disclosure of brokerage commissions
cited other benefits. Some officials have called for mutual funds to be
required to include their trading costs, including brokerage commissions,
in their expense ratios or as separate disclosures in the same place their
expense ratios are disclosed. For example, one investor advocate noted
that if funds were required to disclose brokerage commissions in these
ways, funds would likely seek to reduce such expenses and investors
would be better off because the costs of such funds would be similarly
reduced. He explained that this could result in funds experiencing less
turnover, which could also benefit investors as some studies have found
that high-turnover funds tend to have lower returns than low-turnover
funds.

The majority of certified financial planners we interviewed also indicated
that disclosing transaction costs would benefit investors. Of the 15 with
whom we spoke, 9 stated that investors would benefit from having more
cost information such as portfolio transaction costs. For example, one said
that investors should know the costs of transactions paid by the fund and
that this information should be disclosed in a document more prominent
than the SAIL. Another stated that brokerage commissions should be

1T M.R. Chalmers, R.M. Edelen, and G.B. Kadlec, “Mutual Fund Trading Costs,” Rodney L.
White Center for Financial Research, The Wharton School, University of Pennsylvania (Nov.
2, 1999).

M. Livingston and E.S. O’Neal, “Mutual Fund Brokerage Commissions,” Journal of
Financial Research (Summer 1996).
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reported as a percentage of average net assets. Overall they felt that more
information would help investors compare costs across funds, which could
likely result in more competition based on costs, but they also varied in
opinion on the most appropriate format and place to present these
disclosures. The planners who did not think transaction costs should be
disclosed generally believed that investors would not benefit from this type
of additional information because they would not understand it.

Some industry observers and financial planners we interviewed indicated
that investors should be provided all the information that affects a fund’s
returns in one place. This information could include the current disclosed
costs such as the total expense ratio, the impact of taxes, and undisclosed
trading costs. Some financial planners and an industry consultant
suggested disclosing all such expenses in percentages. They also
expressed the importance of including after-tax performance returns. SEC
adopted a rule in January 2001 requiring all funds to disclose their after-tax
returns in their prospectus. A mutual fund industry analyst noted that
when an item is disclosed, investment advisers will likely attempt to
compete with one another to maximize their performance in the activity
subject to disclosure. Therefore, presenting investors with information on
the factors that affect their return and that are within the investment
adviser’s control could spur additional competition and produce benefits
for investors. A financial planner we interviewed also agreed that having
mutual funds disclose information about expenses, tax impacts, and
trading costs, particularly brokerage commissions all in one place would
increase investor awareness of the costs incurred for owning mutual fund
shares and could increase competition among funds based on costs and
lead to lower expenses for investors.

Although additional disclosures in this format could possibly benefit
investors, developing the information needed to provide a disclosure of this
type could pose difficulties. SEC officials said that, if funds were required
to separately disclose brokerage commission costs as a percentage of fund
assets, fund advisers would also likely want to present their fund’s gross
return before trading costs were included so that the information does not
appear to be counted twice. However, the SEC staff noted that determining
a fund’s gross return before trading costs could be challenging because it
could involve h