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EXECUTIVE SUMMARY 
 

Efforts by the European Commission to foster market integration have recently resulted in 

measures to help the fund management industry generate economies of scale. These measures, 

contained in the UCITS IV Directive, include the creation of a European passport for management 

companies and the authorisation of fund mergers and master/feeder arrangements. Assessing 

the future benefits for fund investors demands a fine-grained analysis of the balances and 

competitive forces inside this market. This involves re-examining price formation processes and 

looking at how the economies of scale likely to be generated by the industry can be passed along 

to retail investors. The main findings of this analysis are presented below. 

 

• Different academic schools of thought contend that there are limits to the rational 

behaviour of retail fund investors and that their demand is largely insensitive to 

management fees. This could turn asset managers into price makers, at least in certain 

market segments. An empirically meaningful measurement of how economies of scale 

are passed on to fund unitholders would lead to a partial reconsideration of that 

assumption. 

 

• A review of the academic literature does not provide for any recent study on economies 

of scale in the European asset management market. In the United States, research has 

found that the elasticity of management companies' operating costs with respect to 

fund size is well below one. However, the discriminatory impact of fund size has yet to 

be demonstrated for recent periods, especially as it is based on indirect measures of 

economies of scale, whereby managers’ operating costs are inferred from the 

management fees charged to investors. 

 

• Many arguments suggest that economies of scale actually exist in this service industry, 

where fixed costs and infrastructure costs are substantial. However, an empirical 

analysis of the value chain puts this view into perspective, since variable costs, 
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particularly for distribution, are predominant. Since the industrial organisation structure 

– many asset management companies are subsidiaries of banks or insurance 

companies – and production processes (i.e. the value chain) are complex and non-

uniform, it is hard to directly observe and measure the industry's costs across 

representative samples (although estimates are produced by consultancies). In 

consequence, the materiality of economies of scale remains difficult to gauge. 

 

• The relationship between assets under management (AUM) in funds and management 

fees charged to retail investors is analysed using a representative sample of French and 

Luxembourg funds. We also control for the biasing factors that might be linked to a 

fund's country of domiciliation and its category. There are three major findings. The 

materiality of the relationship – generally negative – is established, as well as the 

weakness of the estimated coefficients. For example, a €1 billion equity fund domiciled 

in France is only 18 basis points cheaper than a €100 million fund. Since the 

relationship is non-linear, an additional 18 bp decline would require an increase in 

AUM from €1 billion to €10 billion. More fundamentally, taking into consideration a 

fund's domicile, category and size does not capture variations in management fees 

satisfactorily. 

 

• Our investigation opens up several lines of enquiry. We have measured effects at fund 

level, but they could also be measured at the level of an entire range of funds or a 

financial centre. Basically, a specification that would determine the level of 

management fees has yet to be established. In this respect, precise and internationally 

comparable data on management companies' costs would be necessary. 

 

• Although it is not the role of a financial regulator to intervene in the price formation 

process, above observations do have regulatory implications. They highlight a greater 

need for transparency in fund pricing and for comprehensive and harmonised 

indicators. They also raise questions about whether regimes that encourage economies 

of scale in the asset management industry will ultimately benefit retail investors. 
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INTRODUCTION 

The global fund management industry has grown strongly over the past 15 years or so. Despite 

significant disparities in savings patterns and domestic financial structures, individuals have 

increasingly opted for investment funds as savings vehicles, in particular through workplace 

savings schemes and life insurance policies. In Europe, assets managed in UCITS amounted to 

EUR 4,593 billion at end-2008, twice the amount (in nominal terms) under management ten 

years earlier. 

 

With the expansion of the industry, the European authorities have actively sought to promote a 

competitive and efficient market. Their first method has been to develop a body of regulations 

aimed at integrating the various national components of the market. Accordingly, one of the key 

questions is whether fragmented and undersized domestic markets have a negative impact on 

the management fees charged to holders of shares or units in collective investment schemes. On 

the one hand, advocates of closer integration argue that larger funds will generate cost savings, 

via economies of scale and competition, and that these will eventually be passed along to 

investors through a reduction in management fees. Critics, on the other hand, play down the 

materiality of economies of scale and point to hindrances to competition. Accordingly, cost 

savings are deemed to be limited and probably have chiefly impacts on fund promoters' 

profitability but little for savers. 

 

The purpose of this study is to give substance to the debate on management fees and the 

existence of economies of scale in the fund industry. Using an econometric analysis of large 

samples of French and Luxembourg funds, we test for a link between fund size and the level of 

fees and expenses borne by retail investors. 

 

The study is in two parts. The first reviews the terms of the regulatory debate on the 

fragmentation of the European asset management industry and analyses the argument that the 

level of management fees depends on the size of a fund and the way in which it exploits 

economies of scale. Drawing on these findings, the second part tests to see whether there is an 

empirical relationship between assets under management in funds and the corresponding 

management fees charged to retail investors. 
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1. EUROPEAN REGULATORY ISSUES 

 

1.1 Complexities that demand clarification of scope and 

methodology 

To fully understand the regulatory issues affecting the European fund market, specific 

analytical complexities must be taken into account. A variety of indicators show that although 

the European fund market is highly integrated compared with the markets for other financial 

products, it is still far from uniform. This situation is caused primarily by historical factors relating 

to the development of country-specific savings channels. Thus the differences are mainly due to 

"structural" national particularisms relating, for example, to the organisation of the industry (e.g. 

the architecture of marketing networks and involvement of banks in asset management), 

idiosyncratic investor preferences (Italian investors prefer bond funds), the products offered by 

investment services providers (in France, entrepreneurial asset managers who specialise in small 

and mid caps), and regulatory and tax differences (in France, life insurance is tax-advantaged). 

These statistical and analytical complexities also explain the importance afforded to the 

following methodological and terminological descriptions. 

 

1.2 Regulatory policies are strategic for market participants 

1.2.1 An industry request for consolidation in Europe 

In 2005 a focus group chaired by the president of Invesco stressed the “need for improving 

global competitiveness” in the asset management industry in Europe1. That statement is 

predicated on the observation that the European market is fragmented compared with its US 

counterpart and, in particular, that fairly small and often similar funds domiciled in different 

European countries have proliferated. According to the authors, this fragmentation, which 

reflects differences in national regulatory and tax systems, is preventing the European industry 

                                                             
1  The group was composed of M. Tennant, JP Morgan Investor Services; H. Van Steenis, Morgan Stanley; S. Jeffrey, 
PriceWaterhouseCoopers; J. Hobart, Mercer Oliver Wyman; D. Mackay and R. Williams, Feri FMI and M. Spence, Consultant. 
The report is titled "Benefits of an integrated European fund management". 
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from organising itself efficiently – in contrast to the United States – in order to reduce costs and 

pass these economies of scale through to the expenses paid by its clients, the investors2. 

Among other practical recommendations, the report's authors suggest measures to encourage 

consolidation in the European market and in particular to facilitate cross-border mergers of funds. 

They also recommend that the procedures for organising competition in the European fund 

management industry should hinge on a search for economies of scale and adjustments to the 

legal and regulatory framework for cross-border fund mergers and operations. 

 

1.2.2 Concerns reflected in the overhaul of the UCITS Directive by the 
European Commission 

The industry's concerns are evidenced in the European Commission White Paper on asset 

management (2006), which points out that the regulatory framework for the 1985 UCITS 

Directive "does not allow fund managers with funds or activities in different Member States 

sufficient flexibility to organise or restructure businesses. These inefficiencies and constraints are 

reflected in higher costs and lower returns that are borne by the fund investors. Independent 

research estimates that a reduction in European fund operating costs to US levels costs would 

boost nominal investment returns by 3%." 

As with the above mentioned study, the argument put forward to justify the observation about 

the unsuitable regulatory framework is that "the UCITS market is populated by funds of sub-

optimal size: some 54% of UCITS funds have less than EUR 50 million in assets under 

management. Consequently, important economies of scale remain unexploited and the end 

investor bears unnecessarily high costs. Research has estimated that costs could be annually 

reduced by EUR 5-6 billion". 

The European Commission formulates a series of policies to streamline and modernise the 

regulatory framework in an effort to speed up financial integration in Europe and to offer 

investment solutions that are "secure" and "affordable". In particular the Commission proposes 

measures aimed at: 
                                                             
2 "The discriminatory and rigid regulatory environment has contributed substantially to the sub-optimal average UCITS 
(Undertaking for Collective Investment in Transferable Securities) size. In addition, the existence of too many investment 
management companies causes a duplication of infrastructure, high operating costs for asset managers and high TER for 
UCITS. Only consolidation, through cross-border mergers of funds and of fund managers, can certainly help addressing this"; 
op. cit. p. 18. 
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- "Removing administrative barriers to cross-border marketing"3; 

- "Facilitating cross-border fund mergers" 4 , given that the current procedures are 

lengthy, complex and expensive – chiefly for regulatory, prudential and tax reasons – 

and mergers are therefore rare. 

 

1.2.3 Corroborating evidence from US developments 

Taken as a whole, the fees and expenses paid by investors in US mutual funds are relatively 

small and competitive; and they are generally lower than in Europe (see below). This discrepancy 

is particularly detrimental to European fund investors as fund management fees are mostly 

charged periodically and, as a result, even a slight change in their level can have a substantial 

impact on a fund's long-term performance5. 

Despite this comparatively low expense level, the US Securities and Exchange Commission (SEC) 

has questioned whether financial intermediaries are respecting their fiduciary responsibilities, 

particularly as regards 401k retirement plans. In particular it has undertaken a critical 

examination of measures designed to ensure the transparency of mutual funds fees and 

expenses, with special emphasis on distribution expenses. On this point, the SEC is paying 

particular attention to Rule 12b-1 of the 1980 Investment Company Act, which allows US asset 

managers to finance the promotion of a fund by charging the expense directly to its assets. 

Investors are therefore unable to measure the expense itself; they see only its indirect impact on 

fund performance6. 

                                                             
3 "White paper on enhancing the single market framework for investment funds" -COM(2006) 686 final version, 15.11.2006. 
4 Ibid. 
5 The US Department of Labor, which is responsible for overseeing pension plans, stresses that fact: "Assume that you are an 
employee with 35 years until retirement and a current 401(k) account balance of $25,000. If returns on investments in your 
account over the next 35 years average 7 percent and fees and expenses reduce your average returns by 0.5 percent, your 
account balance will grow to $227,000 at retirement, even if there are no further contributions to your account. If fees and 
expenses are 1.5 percent, however, your account balance will grow to only $163,000. The 1 percent difference in fees and 
expenses would reduce your account balance at retirement by 28 percent"; cit. in "A Look at 401(k) Plan Fees"; U.S. 
Department of Labor-Employee Benefits Security Administration. Similar observations are expressed in the "Mutual Fund Fees 
and Expenses" section of the SEC website (http://www.sec.gov/answers/mffees.htm). There is also a link to a mutual fund cost 
calculator refers, in turn, to the Mutual Fund Expense Analyzer of FINRA 
(http://apps.finra.org/Investor_Information/EA/1/mfetf.aspx), which can be used to simulate the impact of fees and expenses 
on the returns of more than 18,000 US funds. 
6  Addressing the Seventh Annual Policy Conference of the Mutual Fund Directors Forum on 13 April 2007, SEC Chairman 
Christopher Cox said: 
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1.3 How to assess the fragmentation of the European fund market? 

As discussed above, the way in which Invesco and the European Commission view the strategic 

issues affecting the stakeholders in the European fund industry, i.e. industry representatives, 

investors and regulators, involves three empirical observations linked by two logical sequences: 

Figure 1 - Logical sequence in the European Commission White Paper 

 

Measuring the gains to be expected from regulatory developments thus depends on the strength 

of this logical sequence. It is therefore important to present a number of empirical observations 

that could alter the scope of that sequence. The remainder of this section re-examines the three 

empirical observations: market fragmentation, excessive management costs for the industry, and 

comparatively high fees and expenses for European fund investors. We then examine 

causalities  and . 

 

1.3.1 Fragmentation of the European fund market 

The average size difference between funds in the United States and Europe is confirmed: the 

average US fund is six times larger than in its European counterpart (Table 1). Conversely, 

Europe has four times as many funds as does the United States. According to data from ICI and 

EFAMA, Europe had a total of 36,322 funds in 2008 compared with just 8,022 for 

the United States. 

 

                                                                                                                                                           
"What the SEC had in mind in 1980 is that requiring current investors to subsidize the sale of fund shares to new investors 
could be a good thing even from the standpoint of the current investors because increasing overall fund size could help better 
diversify their holdings, and also proportionally reduce the burden of administrative costs that might now be spread over a 
wider pool of investors. After all, higher expense ratios reduce investors' returns percentage point for percentage point. 

But whether, in fact, a fund's current investors are getting a break depends upon how the investment advisory contract is 
written. If increasing the size of the fund simply enlarges the fees earned by the investment adviser, the supposed benefits 
from economies of scale are undone. So one of the things that independent directors must concern themselves with in 
reviewing the propriety of any 12b-1 fees used for distribution is whether the fees paid to the management company and 
other vendors, as a percentage of total fund assets, has risen or fallen as the fund has grown. If the size of the fund is 
increasing, but the expense ratio isn't falling, then using a 12b-1 fee for marketing and distribution expenses is very likely 
harming, not helping, the current investors." 

European asset management market
Fragmented (small funds)   Excessive unit costs for

European promoters   Negative impact on investors 
(fees & expenses higher than in  the USA    
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As mentioned earlier, the main reason for the fragmentation of the European asset management 

market is the co-existence of long-standing national saving and financing structures that differ 

significantly. This lack of uniformity reflects disparities in: 

 

- regulatory and tax regimes. Among the reasons underlying these disparities is also the 

fact that the regimes applicable to retail savings products are not harmonised. This 

issue becomes apparent when products with similar features and risk/return profiles are 

marketed in competing "wrappers" and, sometimes, by competing distribution 

networks7. This can be the case, inter alia, for UCITS, some unit-linked life insurance 

policies, and certain certificates sold by banks; 

 

- country-specific factors on both the supply side, such as the development of markets 

in specific financial securities in certain countries,8 and the demand side, such as 

inequalities in household financial savings and the development of funded pension 

systems; 

 

- and the lack of compatibility among "industrial" infrastructures, particularly the 

architectures for distribution and investment order processing networks (liability 

management). 

 

Without harking back to the issue of European fragmentation, we should point out that average 

fund size is a fairly primitive tool for measuring the integration of the European market and the 

effects of gradually dismantling barriers. To be relevant, an indicator needs actually to apply to a 

smaller population of funds – a "common base" likely to benefit from closer integration – that 

takes into account the specific natural characteristics of fund supply and demand9. 

                                                             
7  The asset management industry condemns this situation, putting it down to the lack of a level playing field across the 
markets for the financial products in question. Echoing these concerns the European Commission has addressed the issue, and 
its work can be accessed at the "Packaged Retail Investment Product" page of the Financial Services section of the Internal 
Market Division website. It published a White Paper 29 April 2009 setting out its thinking on retail investment products and 
aims at making legislative proposals by the end of 2009. 
8 For example, the growth in the French market for commercial paper has been consistent with of money market funds. 
Likewise, Italy is characterised by the development of the government bond market, Germany by that of the mortgage bond 
market, etc. 
9 A "home bias", widely discussed in the literature, is, for example, likely to create specific national demand characteristics 
that limit the scope of a Europe-wide comparison (see Séjourné (2006)). 
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Table 1: Average size of domestic funds (EUR m, end-2006) 

Europe Rest of world 
Country Fund size Country Fund size 
Italy 348 United States 974 
United Kingdom 300 Hong Kong 436 
Ireland 283 Canada 244 
Sweden 249 Japan 160 
Germany 216 Taiwan 94 
Luxembourg 210 Mexico 109 
Switzerland 199 Brazil 109 
Netherlands 174 India 94 
France 166 South Africa 79 
Denmark 147 Philippines 31 
Europe 178 ROW * 133 
* World ex United States and Europe; Source: ICI/EFAMA, AMF calculations 

 

1.3.2 Relatively high operating costs in the European asset management 
industry 

A study by the consultancy CRA (2006) for the European Commission offers an interpretative 

framework and a methodology for analysing costs across the entire asset management value 

chain (Table 2). This information, combined with survey data sourced from regulators and market 

participants, was used to devise indicators for funds' production costs. CRA worked out the 

structure of production costs, adjusted for differences in average fund size from country to 

country, for a broad sample of European countries, as well as for the United States (Graph 1)10. 

The calculations show that, except for France and Poland, operating costs 11  in European 

countries lie within a range of some 10 basis points of each other (from 43 to 53 bps), regardless 

of AUM. France stands out because of its exceptionally low average costs, while in Poland, 

where the market is still in its infancy, costs are high. The study then makes a comparison with 

the United States, revealing structural differences in the way that the production process is 

organised, due to the central role played by transfer agents12. The indicator for the United States 

is approximately 35 bps, slightly lower than for France. 

                                                             
10 Taking account of differences in average fund size from country to country is equivalent to adjusting the economies of scale 
generated at the level of the financial centre. The following empirical analysis deals with a different kind of scale economies. 
11 Let us note here, in addition, that regatory compliance costs appear particularly low in France (as well as in Luxembourg). 
12  Transfer agents are employed by mutual funds to maintain shareholder registers, monitor positions, and initiate purchases 
and sales of shares (subscription and redemption orders). The reason transfer agents play such an important role in the United 
States is probably that they offer other services, which are supplied in Europe by other providers, notably accountants and 
depositaries. 
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Graph 1: Comparison of total production costs for equity funds by member state 
based on current average fund sizes 

 
Source: CRA (2006) 

As organisational differences in the fund management industry make it harder to determine the 

scope of comparison, it should be stressed that the empirical bases used by consultants are not 

robust13. In contrast to the findings of CRA, survey data from McKinsey on the unit costs of asset 

management in Europe and the United States show that, despite much larger AUM14, unit 

operating costs in America are much higher than in Europe15 (Graph 2). Accordingly, the search 

for economies of scale ought to concentrate on the United States. However, we are well aware 

of the numerous limitations in that remark, notably the fact that McKinsey's data are not 

confined to fund management16. For that reason, an empirical analysis is needed to establish a 

fully informed basis for transatlantic comparison. 

                                                             
13 CRA provides no descriptive statistics on sampling (sample size, etc.). The sample based on the client base of McKinsey 
probably over-represents large funds and bond funds (relative to equity funds), even though it covers substantial assets under 
management. 
14 Assets managed in funds at end-2006 amounted to $10.4 trillion in the United States compared with $7.7 trillion in Europe 
(composed of the 25 EFAMA member-countries). The difference is larger if the total amounts managed by all institutional 
investors are taken into account (see, for example, IMF Global Financial Stability Review, Sep. 2005). 
15 In an October 2005 report titled "Will the goose keep laying golden eggs?" McKinsey noted: "Europe’s revenues and costs 
are both lower than in the US, but the profit margin is higher (14 bp in Europe vs. 10 bp in the US). Both markets are 
witnessing stable or even declining revenues and significant cost reductions, but Europe is improving profitability while US 
profit margins remain constant at 26-28% throughout the economic cycle." 
16 Moreover, this information seems to clash with direct empirical measurements relating to the fees and expenses borne by US 
investors: see A. Khorana, H. Servaes, P. Tufano (2007) and Graph 3. 
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Table 2: Components of the value chain  
in the fund management Industry 

Category Function  Brief description  
Authorisation and 
notification  

Authorisation and notification of the fund with the competent authorities 

Fund compliance  Regulatory reporting and monitoring activities relating to the fund  

Tax compliance  Ensuring fund meets necessary tax rules in the member state  

Documentation production  Designing and producing any necessary documents about the fund that will 
be sent to investors  

Regulatory 
compliance of  
the fund  

Investor protection  
Most funds will have some element of consumer protection enabling 
investors to receive compensation in the event of a deficiency with either 
the fund or the fund management company  

Fund accounting  Provisions of valuations, tax reclaims and management information, 
calculation of the NAV  

Auditing  External audit of the fund  

Fund order processing  Automated processing from the deal to the administrator  

Performance measurement   Provision of investment performance reports, attribution analysis of returns  

Safe custody   Security safe-keeping and control   
Depositary / trustee 
oversight   

Oversight of the fund by the depositary   

Stock lending   Arranging and processing loans of stocks and bonds   
Administration of shares / 
units (incl. transfer agency)   

Client dealing and associated administration including contract notes, 
distribution and trustee liaison, opening accounts for clients   

Fund and 
client 
administration 

Shareholder services   Payment of income, reinvestment of dividends, valuation reports to 
customers   

Cash management   Placing deposits, foreign exchanges   

Research   Fundamental & technical economic and company analysis   
Strategic and tactical asset 
management / asset 
allocation   

Long-term asset allocation, currency and risk management   

Operational asset 
management and dealing 
decisions   

Stock selection, decision making and implementation, decisions to buy and 
sell investments, netting of trades, pre-trade broker liaison, deal 
administration and control, post-trade liaison with brokers and custodian   

Asset 
management 

Guarantee provision   Hedging portfolio in order to provide a guarantee on to the capital value of 
the fund or on the returns made   

Management company 
overheads   

Overhead allocation for premises, senior management, cost of capital 
requirements at the management company level   

Systems development   Planning and implementation of new IT and major enhancements to 
existing systems   

Management 
overheads 
and systems 

Systems maintenance   Operational and technical maintenance of existing IT   

New product development   Development of characteristics associated with design of a new fund   

Promotional activity   Advertising to gather assets (including internal sales and marketing costs 
where you have an estimate for these)   

Compensation to distributor 
for reaching end customer   

Sales activities including commission or other payments to distributors   

Documentation provision   Provision of marketing and product documentation   

Distribution compliance   Regulatory requirements regarding the conduct of business or sale of 
investment funds   

Distribution 
and marketing 

Advice   Many funds bundle the provision of advice into the cost of distribution; 
others will be provided on an execution only basis   

Source: CRA (2006) 
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Graph 2: Operating costs and profit margins in Europe  
and the United States (bps) 

 

Source: McKinsey 

 

1.3.3 Higher management expenses for European investors  

The regulator’s objective being ultimately to protect investors’ interests, it should primarily focus 

on differences in the fees and expenses charged for comparable fund management services in 

different European countries17, before any consideration relating to the relative size of funds. 

Aggregate indicators (Graph 3) show that these fees vary substantially from one country to the 

next, in Europe. The total expense ratios (TERs) for French UCITS range from 1.4% to 1.6%, 

compared with 2.0% to 2.2% for Spanish funds. It can also be noted that management expenses 

in Europe are systematically higher than those in the United States, where the TERs range from 

1.2% to 1.4%. 

 

                                                             
17In any event, analysis of the fees charged to fund investors meets an important need highlighted by the International 
Organization of Securities Commissions (IOSCO): “The review acknowledges the importance of fees and expenses in 
investment funds: the investor should not rely solely on past performance to make an investment decision and that he or she 
should take fees and expenses into account when making such a decision.” IOSCO (2004). 

0 

10 

20 

30 

40 

50 

EU US EU US EU US

Operating costs 
Profit margin 

2002 2003 2004



Risk and Trend Mapping No 7– June 2009 Autorité des Marchés Financiers Page 16 

Graph 3: Fund management expenses worldwide 
(Measured by TERs and subscription fees) 
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USA

TER : 1.2% - 1.4%
Subscription fees:
variable

China

TER : 1.75% -
1.85%
Subscr. fees: 1.5%

Hong Kong

TER : 1.65% -
1.75%
Subscr. fees: 5%

Singapore

TER : 1.9% - 2.2%
Subscr. fees: 5%

Japan

TER : 1.5% -
1.6%
Subscr. fees :
2%

Europe
Germany
- TER : 1.3% - 1.5%
- Subscr. fees: 4%
Spain
- TER : 2.0% - 2.2%
- Red. fees: 2%
France
- TER : 1.4% - 1.6%
- Subscr. fees: 3%
Ireland
- TER : 1.7% - 2.0%
- Subscr. fees: 5%

Italy
- TER : 1.9% - 2.0%
- Subscr. fees: 3%
Luxembourg
- TER : 1.8% - 2.0%
- Subscr. fees: 5%
United Kingdom
- TER : 1.5% - 1.7%
- Subscr. fees: 4.5%

 

Source: Khorana, Servaes, Tufano (2006) quoted by Lipper Fitzrovia. 

 

These findings call for several remarks. First, the difficulty of measuring fees and expenses and 

making international comparisons should be discussed. 

 

1.3.3.1 Expense indicators need to be relevant and comparable 

Relevant fee and expense indicators need to be be broadly based in order to encompass all the 

investment services delivered and harmonised to allow for international comparisons. The 

following are the main items identified for inclusion as fees and expenses in a composite 

indicator: 

 

- Subscription and redemption fees (front-end loads and exit fees) that the investor pays 

when buying into or cashing out of a fund. These fees are usually a proportion of the 

net asset value18 of the investor’s investment in the fund. Such fees are charged 

primarily to cover the expense of investing the money put into the fund, which consists 

of the investment costs and the costs of portfolio building and/or disinvestment. They 

are non-negotiable commissions that are retained by the fund and have a direct impact 

on its net value. Subscription fees also include commissions that the fund pays to other 

entities for marketing and distribution. These commissions are generally negotiable and 

may accrue to the management company and/or the entity in charge of distributing the 
                                                             
18Net asset value is the present value of a fund’s assets, minus its liabilities (debts). 
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fund. Therefore, the commissions charged may vary from one customer to the next and 

they may be influenced by marketing strategies. There are no subscription and exit fee 

databases that are usable for our purposes19; 

 

- Operating and financial management fees and expenses: These are the main source of 

compensation that the investment services providers receive for managing funds. They 

are primarily compensation for asset management services per se, meaning the process 

of allocating the portfolio, security by security, and managing it over time. 

Secondarily20, they cover the operating expenses of the legal structure of the fund 

(accounting, custody, external audit, sharehold info, etc.) and some of the distribution 

fees. The management company retrocedes a portion of these distribution fees to the 

marketing networks. Distribution fees account for approximately half of total expenses 

in the leading European countries (see Table 3); 

 

- Transaction costs (brokerage, investment analysis and trading expenses) paid to 

brokers. Our analysis makes a distinction between explicit costs (brokers’ fees, back-

office expenses, stock exchange commissions and taxes, etc.) and implicit costs 

stemming from market conditions (bid-ask spread, market impact of orders, etc.)21. 

These implied expenses have several special characteristics. First, the investors pay 

them indirectly: as they are charged against the net asset value of the fund, investors 

are only aware of them because of their impact on fund performance. Secondly, the 

brokers receiving them may pay a portion back to the management companies that 

transmit orders in the form of so-called “soft commissions”. Practices in this area are 

strictly controlled by financial regulations and vary greatly, depending on the 

management companies and the funds involved22; 

                                                             
19 However, Graph 3 does give some orders of magnitude. 
20Lumping operating and management expenses together into a single concept is actually specific to France. 
21The Adhémar Report (AMF (2002)) points out that the organisation of the securities market in which a fund invests has an 
impact on the nature and the visibility of the fees charged, since trading in certain instruments involves explicit brokerage fees 
(on order-driven equity markets, for example), while other instruments are traded at the “net” difference between buying and 
selling prices without any explicit mention of brokerage fees (as in the case of bonds). 
22See the Myners Report (HM Treasury (2001)) and Brealey and Neuberger (2001) for an assessment of the transaction costs 
borne by institutional investment funds in the United Kingdom and a discussion on this point. The French regulations, which 
are analogous to the British regulations, are stipulated in paragraph 314-79 of Book III of the AMF General Regulation. 
Basically, authorisation to split brokerage fees, in derogation to the provisions of MiFID, requires unbundling of services. 
Unbundling means that brokers have to post specific fees for services (including investment research and analysis) that are 
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- Performance fees to reward the management company when the fund exceeds 

performance objectives stated at inception of the fund23; 

- Where appropriate, indirect expenses paid for a fund of funds24. 

 

In Europe25 and the United States26, the construction of a harmonised aggregate indicator called 

the total expense ratio (TER), which corresponds to a broadly based definition of operating and 

management expenses is required under regulatory standards27. Basically, the publication of such 

harmonised indicators is the main reason that international comparisons are possible. 

 

Against this background, the appropriate measurement for analysing the impact of economies of 

scale should firstly aim to show the overall sensitivity of expenses to economies of scale, so as to 

measure their importance for fund investors, and, secondly, to emphasize the importance of 

those economies of scale by focusing on the types of expenses that have the most potential for 

generating them. We will take a closer look at the specific European definition of "total expense 

ratio" and the methodological issues that it raises later on. 

 

1.3.3.2 Various factors that may bias international comparisons of expenses 

Secondly, we should observe that the differences found between countries are likely to be biased 

by a combination of several factors: 

                                                                                                                                                           
usually associated with order execution. This enables brokers’ customers to opt for other providers of ancillary services 
associated with order execution. 
23In France, under the terms of Articles 413-9 and 413-20 of the AMF General Regulation, only collective investment schemes 
with streamlined investment rules (ARIA) may include a variable component in their management fee that is paid as soon as 
the first euro of positive performance is posted, and the threshold for this component must be consistent with their 
management objectives. In practice, a provision is set aside from the fund’s assets for performance fees at the time of each net 
asset value calculation provided that the performance targets have been met (for a given period of one year or more). If the 
net asset value falls, the provision is returned to the fund’s assets. This hampers the funds’ ability to “capitalise” returns (see 
AMF (2002)) and has implications regarding the equal treatment of investors (see AMF (2005bis)). 
24In France these fees are paid to the fund of funds. In other words, only the fund of funds (and not its promoter) can receive a 
share of the fees paid for a fund’s investment in the fund of funds. This rule is an exception in Europe. 
25See the “Corrigendum to Commission Recommendation 2004/384/EC of 27 April 2004 on some contents of the simplified 
prospectus as provided for in Schedule C of Annex I to Council Directive 85/611/EEC (Official Journal of the European Union L 
144 of 30 April 2004)”. 
26 Sec. 210 - Cost consolidation and clarity (a) Expense ratio computation of the Mutual Fund Reform Act of 2004 stipulates 
the method for computing the composite expense indicator. 
27These standards are broadly accepted by consensus in the industry, but they are not completely binding. Some countries, 
such as Luxembourg, do not require publication of the TER. 
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- We should start by considering the differences between products marketed to retail 

investors and those intended for institutional investors, which generally have lower 

fees. In practice, the discrimination based on customer types consists in offering 

“institutional” or “retail” shares or units with specific fee structures to different types 

of investor28, and actually relates to the distribution networks of the relevant products29; 

 

- Then, we should consider that the level of the aggregate indicator for each country is 

influenced by the national market structure (especially by fund categories) and the 

amount of assets under management30.. Accordingly, the differences in the “product 

mix”, namely in the nature of the products effectively marketed in each country, need 

to be considered in order to make meaningful comparisons. The bias can be dealt with 

in various ways, which are more or less appropriate (and sophisticated). Following the 

example of CRA (2006), one may create a European benchmark portfolio. This provides 

a theoretical portfolio, that can be used as a common yardstick to compare the relative 

expenses of different countries. A more elaborate approach would be to make an 

econometric estimate of expenses while “controlling” for various structural effects. 

This is the approach used by Khorana, Servaes and Tufano (2008), for example. The 

simplest way, however, is to restrict comparisons to narrow categories (populations) of 

homogeneous funds, the assessment of the relative importance of those various 

categories being conducted separately, at a 2nd stage. 

 

- Other factors that can affect comparisons need to be documented, starting with the 

size of funds (the effects of size on fees are investigated in more detail later on), but 

also their age, since the effect of experience may lower costs for managers and thus 

                                                             
28In economic theory, this practice corresponds to discriminant pricing by oligopolies or monopolies “extracting” rents from 
each customer.  
29In more general terms, the different classes of fund shares and units reflect distribution methods that are unrelated with their 
financial management. They characterise “technical” marketing features and differentiate fund shares and units by: 

- The prices charged to the investor, which generally correspond to the distribution network, which may be a bank’s retail 
network or an institutional platform. In this case retail (R) shares or units are distinguished from institutional (I) shares or units; 

- Characteristics relating to the income distribution from the fund with capitalization (C) shares or units or distributing (D) 
shares or units; 

- The currency used for subscriptions and redemptions (euro, dollar, etc.). 
30Money market funds are very popular in France, for example, where they are structurally larger than funds in other 
categories. A comparison over time or across countries that fails to take the relative size of this category into account could 
bias an assessment of economies of scale. 
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fees for investors, as well as other potential exogenous factors that need to be 

assessed, including investor education. 

 

It must be remembered that this investigation looks only at the fees and expenses related 

directly to the funds, which do not always reflect the actual expenses borne by investors. Other 

vehicles investing in funds may pay different types of fees or expenses. Unit-linked life insurance 

policies, for example, which are a major distribution channel for funds in France, charge policy 

management fees, in addition to the management fees of the underlying funds. They may also 

charge subscription fees and/or switching fees that are specific to the product's insurance 

wrapper. At a more basic level, it is more than likely that the distribution channel does have an 

effect on fees and expenses31. 

 

1.3.4 The impact of market fragmentation on the costs paid by fund 
promoters 

 

1.3.4.1 Fixed costs and variable costs in the fund management industry 

The different types of costs paid by investment funds are likely to produce varying economies of 

scale, which means that they are bound to be affected to varying degrees by potential obstacles 

to the integration of the European market. Empirical observations show that some types of fund 

management costs are fixed and therefore likely to produce economies of scale. These costs 

include payroll expenses, maintenance of technical and administrative management 

infrastructure and processing subscriptions and redemptions. Furthermore, the current need to 

duplicate order processing and marketing infrastructures in different countries, and the cost of 

the technical and administrative infrastructure for managing and processing subscriptions and 

redemptions, should also provide an opportunity for economies of scale. 

 

However, even though empirical observation of these costs alone warrants an analysis in terms 

of economies of scale, their relative importance needs to be assessed precisely, since other costs 

do vary as a function of fund size, such as investor information costs, or distribution-related costs 

                                                             
31In the specific case of life insurance, fund prices are probably sensitive to the importance of fund distribution “platforms”, 
meaning they are sensitive to the registration fees paid to access those platforms and management fees retroceded to the 
distributor by the management companies. However, the impact of these platform-specific fees is indirect as they only affect 
investors through their impact on the profitability of the management companies. 
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(some investment advice, etc.). Transaction costs per se diminish as a function of the size of the 

orders transmitted to the market, but they may turn out to be more sensitive to fund size than 

expected. This is the case, for example, when costly strategies need to be implemented for 

executing large orders. 

 

Furthermore, an overall distinction must be made between those costs that are likely to produce 

economies of scale at the domestic level, whereby countries where the fund industry has reached 

critical mass have probably already tapped the potential economies of scale, and the costs that 

are likely to produce economies of scale at the international level, stemming from the obstacles 

to European market integration. 

 

1.3.4.2 Validation of economies of scale in the asset management industry by 
available research 

Some academic studies show that economies of scale exist in the asset management industry in 

the United States and in Europe. In empirical terms, these studies assume that competition is 

pure and perfect, which enables them to posit that the fees charged to investors and the fund 

management costs are identical, and that the profit margin of the investment services providers 

is implicitly nil32. On this basis, Latzko (1999), for example, shows, like McLeod and Malhotra 

(1997), that the elasticity of operating costs for mutual funds in the United States with respect to 

their size is significantly smaller than one. They test the robustness of this finding for all relevant 

funds, and then for different size thresholds. They then infer an optimal size, beyond which the 

expected benefits of economies of scales are real but diminished. Similarly, Dermine and Röller 

(1992) assess economies of scale in the French SICAV industry, highlighting economies of scale 

for small institutions. However, they also show diseconomies of scale for larger companies, 

which enables them to indicate the optimal size for a diversified asset management company. 

 

Outside the academic sphere, CRA (2006) attempts to estimate the expected benefits of closer 

integration of European domestic markets. The CRA study considers the nature of the costs paid 

by management companies (Table 2) and compares their relative levels across countries (Graph 

1). Against this background, it shows in particular that: 

 

                                                             
32 Latzko (1999) assumes that "many mutual fund expenses are fixed costs".  
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- “In fund and client administration, regulatory restrictions have resulted in activities 

having to occur in the country of domicile with the result of some duplicative costs”, 

but outsourcing of these activities is already a significant trend that is bound to 

continue. “This is likely to lead to lower costs over time, although not necessarily to 

convergence in costs due to country specific factors”; 

- “The potential cost saving resulting from distribution easily outweighs the potential for 

cost savings resulting from producing of funds”. Distribution is the segment of the 

value chain most lacking in “competitive discipline” and “access to proprietary 

channels is a problem from a competition and an integration perspective”. 

- “Integration and other measures that allow for investment funds to grow and to 

consolidate would be expected to lead to lower costs of provision”, but the overall 

impact on the production costs of European investment funds should be limited by the 

substantial progress already achieved in this area, particularly as “some of the very 

largest funds may have already exploited economies of scale”. 

 

1.3.5 Are economies of scale passed on to investors by reducing fees? 

Economies of scale are defined as reductions in unit costs per euro of assets under management 

achieved by increasing the amount of those assets33.. These economies of scale are likely to 

benefit the investment fund industry primarily. The European Commission’s White Paper 

investigating the barriers to the integration and growth of the European asset management 

market establishes a direct link between the technical problems encountered in consolidation of 

European funds (barriers to cross-border distribution and mergers of funds), their impact on the 

organisation of the asset management industry (fragmentation) and the relatively high level of 

fees paid by fund investors34. In other words, there are untapped economies of scale in Europe 

that should benefit the holders of shares or units in funds.  

 

Several guidelines for investigating this issue are given. First, the limits of the potential benefits 

from economies of scale are defined. More basically, the investigation of price formation in this 

market, which researchers have largely overlooked, needs take some preliminary observations 

into account. 
                                                             
33This general definition means that we do not specify here the types of economies of scale under consideration, as we do later 
in the statistical analysis. 
34“substantial economies of scale are still untapped and the end investor pays unnecessarily high costs.” 
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1.3.5.1 High distribution costs and fees restrict potential economies of scale 

An analysis of the various types of costs paid by fund producers and distributors leads to sharply 

minimise the impact of expected economies of scale on fund management fees. According to 

ZEW/OEE (2006), in another study carried out for the European Commission as part of the 

discussions relating to the White Paper, distribution costs account for 36% to 61% of fund 

management expenses, depending on the country and the fund category (Table 3)35. Yet in 

principle, distribution costs are largely linked to the provision of customised services, which 

makes them unlikely candidates for economies of scale36. 

 

The dominant share of distribution costs in the fees charged to fund investors seems to diminish 

the potential benefits of economies of scale in asset management per se. The almost total lack of 

statistics in this area explains why academic research into the distribution networks for financial 

products is limited37. 

Table 3: Average fees passed on to distributor  
(% of management fees) 

 France Germany Italy UK Spain 
Equity funds 47.75 46.10 59.65 52.30 51.20 
Bond funds 48.40 47.75 61.25 52.30 51.45 
Balanced 
funds 

47.90 47.60 60.30 51.90 52.20 

Money 
market 
funds 

35.60 38.30 52.80 39.40 36.90 

CPPI funds 41.10 38.10 45.60 47.50 51.40 
Funds of 
funds 

45.00 41.65 49.60 48.35 43.35 

Hedge funds 12.50 27.10 20.80 27.50 20.00 
Source: ZEW-OEE (2006) 

                                                             
35The share of distribution in total expenses measured by CRA is even higher, but it is presented in a graph only. 
36Until proven otherwise, we see no objective reason for any relationship to be identified between new individual UCITS 
investment and the size of investment funds. In other words, the cost of providing advice applies to investment amounts that 
are unrelated with the size of the funds, which means that these costs should increase in proportion to fund size. However, 
some economies of scale should still be possible in distribution by reducing some duplication of infrastructure, notably at the 
international level. 
37In their international analysis of fund management fees, Khorana, Servaes and Tufano (2007) explicitly refer to the lack of 
data to explain the limitations of their work on analysing distribution expenses. However, some recent studies have been 
published in the United States, such as Bergstresser, Chalmers and Tufano (2006) (see remarks in 2.2.3.1.) 
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1.3.5.2 Competition analysis is required to understand price formation 

An in-depth analysis of the relationship between the costs paid by asset management service 

providers and the fees charged to fund investors requires an assessment of the pricing 

mechanisms and, therefore, the determinants of the industry’s profitability. In analytical terms, 

this requires an understanding of the competitive mechanisms at work and the pricing power38 of 

the producers – in this case, fund managers. 

 

The primary technical difficulty is separating services relating to collective investment schemes, 

from those relating to discretionary mandates39. This leads to questions about the relative 

profitability of these different investment services. In addition, the accounts of management 

companies can rarely be observed in isolation, since the asset management industry only 

exceptionally gives rise to separately owned entities, such as listed companies40.. Consequently, it 

is difficult to establish appropriate accounting databases, which means that there are very few 

academic studies analysing competition issues in this field41. 

 

However, a few academic studies have assessed the degree of competition between asset 

management players and pricing procedures. Ruckman (2003), in particular, develops an original 

monopolistic competition model for the asset management industry after observing very large 

price differences between mutual funds marketed in the United States and Canada. This 

theoretical model is able to account simultaneously for economies of scale and price formation 

under imperfect competition where producers can differentiate their products and their prices. 

The quality of the model is borne out empirically by its capacity to predict the number of funds 

actually marketed in Canada and to account for the observed price differences. 

 

                                                             
38Some degree of pricing power can be seen in the fund managers’ ability to apply discriminant pricing by customer type. For 
example, in Europe, it is common to market different classes of shares or units in the same fund at higher prices for “retail” 
customers and at lower prices for institutional investors. This pricing power can also be seen in certain fees that are 
negotiable. 
39However, the AMF conducts this type of analysis in an annual survey on the profitability of asset management in France (see 
AMF (2008)). 
40Financial analysis of listed management companies mainly covers British companies. See, for example, Morgan Stanley 
(2006). 
41This relative lack of competitive analysis applies to market intermediation services in the broadest sense. On the other hand, 
the transparency of intermediation on regulated markets (especially equity markets) has given rise to specific and particularly 
fertile lines of academic inquiry (financial market microstructure). This has led to the development of analytical tools for 
studying competition on the markets. 
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This type of analysis, which is a fairly isolated case, should be extended to other markets. This 

would call for observation of how the historical supply of funds determines the intensity of 

competition and price formation, and, more specifically, it would call for an assessment of the 

integration of mutual fund management in banking groups that own their marketing networks. 

Above all, such a model needs to account for the specific features of investment fund supply and 

demand observed in certain empirical studies. 

 

1.3.5.3 Empirical studies on fund supply and demand 

 

• On the demand side, price elasticity reflects the limited rationality of investors: 

Some practical limits on competition stem from the limited rationality of investors’ behaviour, 

particularly in the case of retail investors. Academic literature on behavioural finance has 

explored doubts about the classical assumptions with regard to households’ investment demand 

and has documented several types of questions about these assumptions. More specifically, the 

literature looks into the low level of households’ participation in equity markets and the 

inadequate diversification of their portfolios, especially international diversification, which leads 

to talk of a “home bias”, see Séjourné (2006). Some studies take a closer look at investors’ 

behaviour with regard to fund management fees. Elton et al. (2002) in particular, highlights 

investors’ lack of rationality in their selection of mutual funds in the United States. To this end, 

the authors compare investors’ behaviour with regard to the prices and tax efficiency of S&P 500 

index funds42. They show that new inflows do not necessary go to the funds with the best returns 

after expenses and tax, even though these two parameters are determined by exogenous factors 

and investors are well aware of them. 

 

Barber et al. (2003) take this analysis one step further and show that the investors’ sensitivity to 

expenses varies depending on the types of expenses and to their “visibility”43. This means that 

                                                             
42 "S&P 500 index funds hold virtually the same securities, yet they differ by more than 2% per year in the fees they charge 
investors and the returns they offer investors. In this paper, we show that the relative returns offered by alternative S&P index 
funds are easily predictable. We show that the other important aspects of performance, risk and tax efficiency, are also easily 
predictable. Despite this predictability, the relationship between new cash flows and performance is much weaker than we 
would expect based on rational behavior. Marketing and spillover account for some, but only a small amount, of the cash 
flows not accounted for by performance." 
43 "Mutual funds have dramatically changed the way that they charge expenses. The proportion of diversified U.S. equity 
mutual fund assets invested in front-end load funds has dropped from 91% in 1962 to 35% in 1999 (…). In contrast, asset-
weighted operating expenses for these funds increased by more than 60% – from 54 bp in 1962 to 90 bp in 1999 (…), 
despite the great increase in total assets under management. (…), we argue that the most plausible explanation for this 
change over time is investor learning. Investors have learned by experience to avoid mutual fund expenses. However, they 
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investors are much more sensitive to front-end loads than to operating expenses, even though 

the smaller nominal amounts of the latter ultimately have a much greater impact on 

performance. These studies are part of a body of research44 that highlights the significance of the 

relationship between marketing expenses and retail investment. 

 

In a similar vein, Bergstresser et al. (2006), try to explain what makes American investors choose 

to buy mutual funds through brokers rather than directly.  They show that the costly choice of 

using an intermediary does not provide investors with a better selection of funds and, 

consequently, does not enable them to obtain funds with better returns after expenses. 

 

In sum, the rationality of investors’ choices when selecting asset management services cannot be 

characterised in simple terms. At best, it stems from a limited capacity for comparing prices of 

products on offer and for making management service providers compete. According to IOSCO 

(2004), this makes it necessary for market regulators to analyse how investment management is 

entrusted to professional managers and to interpret how this affects the price formation 

process45. 

 

• On the supply side, the literature identifies incentives for asset managers to achieve 

economies of scale, and measures and analyses the effects of these incentives: 

 

The first incentive is the constitution of fund families at the level of management companies. 

This has been observed in both the United States and Europe; but in Europe, fund families are 

mainly domestic and most likely to occur in countries where the market is dominated by 

integrated banking groups. For example, Gaspar, Massa and Matos (2006) note that: 

 

                                                                                                                                                           
have learned more quickly about front-end load fees, which are large salient one-time fees, than operating expenses, which 
are smaller ongoing fees that are easily masked by the volatility of equity returns." op. cit. 
44For example, in line with Jain and Wu (2000), who show the significant effect of advertising on new cash flows (and the 
absence of any predictive power of advertising with regard to returns), Henrik Cronqvist (2005) studies the effect of 
advertising on investors’ choices and shows that it steers them towards more expensive and riskier funds. Gallaher, Kaniel and 
Starks (2006) confirmed the convexity of the relationship between past returns and new cash flows and the effect of 
advertising on new cash flows. Mullainathan and Shleifer (2005) put these investigations into context with a more general 
study of the effects of persuasion in finance. 
45 “Fees arrangements can also give rise to conflicts of interest and to breaches of the fiduciary duty of the investment fund 
operator. Some of these issues have to be dealt with by rules of conduct rather than with disclosure requirements” op. cit. 
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“One of the most striking features of the U.S. mutual funds industry is the prevalence 

of the fund family organization. Virtually all mutual funds are affiliated with fund 

complexes and the top 50 fund families have steadily concentrated over 80% of all the 

equity assets under management. This implies that most fund portfolio managers (e.g., 

Fidelity Contrafund’s manager) do not work directly for their funds’ shareholders, but 

rather for a mutual fund organization (e.g., Fidelity Investments).“ 

 

In addition, Khorana et al. (2008) show the statistical significance of reductions in expenses 

when funds belong to a fund family, but this is hardly a dominant effect. 

 

At the level of individual funds, managers indirectly maximise the size of funds, which forms the 

basis for a large share of their compensation. Research46 has shown that the main incentive for 

managers to apply strategies to attract new cash flows, which increase the size of their funds, is 

ultimately their income. For managers, this means obtaining better performances than other 

funds in the same category, since the best rankings and star ratings enable them to attract a 

larger share of new money47.. Therefore, a manager’s incentive for achieving economies of scale 

is based on an incentive to produce good returns. However, the literature says nothing about the 

incentive for a fund manager, whose high returns have led to large new inflows and 

subsequently to significant increases in assets under management, to pass on the cost savings 

produced by economies of scale to the fees charged to investors. On the contrary, the relevant 

literature shows the convexity of the observed cash flow-performance relationship, which means 

that the increase in cash flows to the funds with the highest returns does not lead to a 

proportionate decrease in funds with lower returns, as a specific source of conflicts of interest 

between the manager and investors48. Only competition can provide an incentive for fund 

managers to pass economies of scale onto investors, and we have just noted the limitations of 

competition in this regard. Khorana et al. (2008) nonetheless show that economies of scale have 

a weak and statistically significant effect on management fees with the expected sign (the size 

criterion coefficient in the expense equation is negative). 

                                                             
46Much of the academic research mentioned by Grillet-Aubert and Sow (2009) confirms the findings of Ippolito (1992) and 
Chevalier and Ellison (1997). 
47Statistically, a convex relationship is shown between new cash flows and funds’ past returns. 
48The convexity of the cash flow-performance relationship is seen as a source of conflicts of interest as it provides an incentive 
for the manager to take risks that the investors do not want. The analysis of this agency relationship calls for the identification 
of optimal contract clauses under which investors “delegate” management of their portfolios to professional managers. 
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1.3.5.4 The study of management fees shows a number of determinants 

The purpose of Khorana & al. (2008) was to account for the large price differences between fund 

management services at the international level. In sum, even though the authors establish the 

statistical significance of certain indicators, their study highlights the difficulty of predicting to 

what extent savings from economies of scale will be passed on to investors in the form of lower 

fees. The study uses thoroughgoing econometric analysis to show that management fees are 

determined by a large number of factors, but that these factors account for only a relatively small 

part of the differences observed. In addition to the size of funds or their inclusion in a fund family, 

a wide range of variables are considered, including indicators relating to the structure of the 

asset management product range (and the role of banks), the quality of regulations and 

investors’ financial education. Interestingly, the level of education tends to decrease 

management fees, probably because better educated investors are more likely to make suppliers 

of financial products compete. 

Table 4: Cross-country levels of management fees after controlling for fund and 
fund family characteristics (2006) 

Country of sale
Domicile Austral. Austria Belgium Canada Denm. Finland France Germ. Italy Japan Lux. Netherl. Norway Spain Sweden Switz. UK US Average
Australia 0.89 - - - - - - - - - - - - - - - - - 0.89
Austria - 0.99 - - - - 0.91 0.91 0.99 - 0.92 - - - - 0.96 - - 0.95
Belgium - - 0.71 - - - 0.73 0.72 0.81 - 0.73 0.71 - - - 0.77 - - 0.74
Canada - - - 1.84 - - - - - - - - - - - - - - 1.84
Denmark - - - - 0.53 - - 0.55 - - - - - - - - - - 0.54
Dublin - 1.11 1.02 - 1.02 1.15 1.06 1.06 1.14 - 1.07 1.05 1.13 1.08 1.13 1.11 1.14 - 1.09
Finland - - - - - 1.13 - - - - - - 1.09 - 1.09 - 1.10 - 1.11
France - 1.00 0.91 - - - 0.98 0.95 1.03 - - 0.94 - 0.97 - 1.00 1.03 - 0.98
Germany - 1.00 0.91 - - - 0.95 0.97 1.03 - 0.96 0.94 - 0.97 1.02 1.00 1.03 - 0.98
Island offshore - 1.15 1.06 - - 1.19 - 1.10 1.19 - - 1.09 1.17 - 1.17 1.15 1.18 - 1.15
Italy - - - - - - - - 1.42 - - - - - - - - - 1.42
Japan - - - - - - - - - 1.25 - - - - - - - - 1.25
Luxembourg - 1.10 1.01 - 1.01 1.13 1.05 1.05 1.13 - 1.05 1.03 1.12 1.07 1.12 1.09 1.13 - 1.08
Netherlands - - 0.64 - - - 0.69 0.68 - - 0.69 0.69 - - - 0.73 - - 0.69
Norway - - - - 1.09 1.22 - - - - - - 1.22 - 1.20 - 1.21 - 1.19
Spain - - - - - - - - - - - - - 1.46 - - - - 1.46
Sweden - - - - - 1.15 - - - - - - 1.13 - 1.16 - 1.14 - 1.15
Switzerland - 1.19 - - - - 1.14 1.14 1.22 - 1.15 - - 1.16 - 1.21 1.22 - 1.18
United Kingdom - 1.15 1.06 - 1.06 - 1.10 1.10 1.18 - 1.11 1.09 1.17 1.12 1.17 1.15 1.20 - 1.13
United States - - - - - - - - - - - - - - - - - 0.87 0.87
Average 0.89 1.09 0.91 1.84 0.94 1.16 0.96 0.93 1.12 1.25 0.96 0.94 1.15 1.12 1.13 1.01 1.14 0.87

Source: A. Khorana, H. Servaes, P. Tufano, (2008) 
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2. ANALYSIS OF THE RELATIONSHIP BETWEEN SIZE AND EXPENSES 
IN FRENCH AND LUXEMBOURG INVESTMENT FUNDS  

 

2.1 Focus of the study and analytical foundations  

The following empirical analysis addresses some of the questions discussed earlier concerning 

the competitive workings of the investment fund market. It confines its scope to fund-level 

economies of scale, excluding those linked to the potential cross-fund benefits derived from 

membership of fund families49. It also excludes industry-level economies of scale, e.g. when 

positive externalities are generated by the development of skilled labour pools, networks or 

shared infrastructure. 

 

Furthermore, given that management costs cannot be observed, for want of appropriate 

statistical data, and that some empirical studies have not done enough to document their use of 

management fees as a proxy for these costs, we directly estimate the relationship between fund 

size and the total fees and expenses borne by retail investors. This relationship therefore 

provides a measure of the extent to which large funds offer retail unitholders more or less 

attractive pricing. 

 

A number of difficulties hinder the longitudinal use that can be made of databases, in particular 

issues of survivorship bias affecting the demographics of a given population50. The relationship is 

therefore assessed as a cross-section, or snapshot. 

                                                             
49 See for example Gaspar, Massa and Matos (2006) for a definition of fund families. 
50 A complementary approach to the one taken here would indeed be to examine how the relationship between management 
fees and fund size changes over time in different fund cohorts. But this entails practical difficulties in terms of building long-
run pricing histories from fund creation dates while taking account of changes to the sample, such as modifications to 
strategies, mergers, and so on. Commercial databases that can be used to make cross-country comparisons are subject to 
survivorship bias. This bias affects studies of a given population where the analysis considers only the properties of the 
survivors at a given time, excluding funds that no longer exist. In our case, if we consider only surviving funds, i.e. funds that 
are currently marketed and appear therefore in the database, and ignore funds that are no longer being sold or events such as 
mergers that may have impacted fund size, we run the risk of misinterpreting the change in this variable over time. 
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Lipper (2005) carries out an analysis of this type on samples of equity funds domiciled in 

Luxembourg. Essentially descriptive, the study considers total expense ratios (TERs)51 for different 

sizes of funds but does not perform an econometric estimate. The proposed graphical 

representation (graph 4) appears to reveal a tendency for the TER to decline as fund size (net 

assets under management) increases – up to an undetermined size threshold and despite wide 

dispersion of data. The slope of the relationship becomes harder to characterise beyond this 

threshold. In the following analysis, our goal is to extend the analysis on this point. 

Graph 4: Relationship between size and expenses in actively managed 
Luxembourg equity funds (%, USD million) 

 

Note: based on retail TERs. Source: Lipper (2005). 

 

2.2 Empirical foundations of the study  

The purpose of this analysis is to examine the extent to which economies of scale identified at 

individual fund level are actually passed on to investors. The study draws on fund samples 

extracted from Lipper Fitzrovia databases. The following section gives a brief overview of these 

databases and the reasons for using them, before going on to discuss the content and properties 

of the selected fund samples. 

                                                             
51 Section 3.3 describes and discusses the methodology used to compile this indicator. 
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2.2.1 About Lipper Fitzrovia databases 

2.2.1.1 Uniformity and representativeness of fund populations  

The study looks at European investment funds domiciled in France and Luxembourg, Europe’s 

two main fund domiciliation centres, which together account for more than one-half of the 

assets managed by European funds52. The need for internationally standardised fund categories is 

one problem that crops up immediately53. Because the classifications in current use are not 

harmonised across countries, Lipper creates fund classifications using a range of information 

sources, including published investment objectives, prospectuses and factsheets, and annual and 

semi-annual fund reports54.  

 

The second task is to create representative samples of the French and Luxembourg markets. The 

Fitzrovia Fund Charges database can be used to construct vast samples of investment funds and 

thus ensure the statistical significance of quantitative analyses. This representativeness can be 

judged on the basis of coverage rates, by comparing the Fitzrovia databases, specifically the TER 

France and TER Luxembourg data, against aggregate market data published by regulators (AMF), 

industry associations (EFAMA), and commercial databases, such as Lipper Hindsight55. These 

comparisons are somewhat approximate, however, for several reasons. For one thing, the 

regulatory status of funds cannot be precisely identified using the Fitzrovia database, which 

means there is some discrepancy in terms of the scope of data under consideration, because 

some funds in the base are not UCITS. Differences in scope are further increased by the fact that 

Fitzrovia’s fund categories do not exactly match those of the aggregate data produced by the 

                                                             
52 Based on EFAMA statistics as at mid-2007. 
53 Financial regulators themselves rarely categorise funds, with the result that only industry standards are proposed for some 
countries. Furthermore, regulators’ classifications are largely non-harmonised internationally. The AMF, for example, says that 
a fund must have exposure of at least 60% to the equity market to qualify as an equity fund, while BAFIN, its German 
counterpart, sets the bar at 51%. 
54 To create uniform categories that are appropriate to an analysis of expenses, Lipper Fitzrovia categorises funds based on an 
85% rule (a fund is labelled an equity fund if it comprises at least 85% equities) and identifies several categories on this basis, 
including Equities, Bonds, Money market, and Balanced Equities/Bonds. The Lipper Fitzrovia (2006) methodology states: 
"Many funds’ investment policies permit the fund manager to invest in a wide variety of vehicles, often including both equities 
and bonds. Lipper Fitzrovia generally applies the 85% rule (as outlined in point 7 above). It would not be helpful to label every 
fund as potentially mixed or balanced, simply because of a broad investment policy in the prospectus. For Lipper Fitzrovia to 
categorise a fund as “Mixed Equities/Bonds” it would need a portfolio weighting of greater than 15% in each category." 
55 In terms of creation and marketing, Lipper Hindsight has historically been separate from Lipper Fitzrovia. Hindsight is a tool 
for carrying out market studies and analysing fund performance. It publishes data from a variety of national and international, 
regulatory and private sources. Its chief value added lies in the production of internationally-standardised indicators, primarily 
its detailed fund classification. 
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EFAMA and the AMF. Also, valuation differences may appear when markets are rising because 

the Fitzrovia database measures fund assets at the end of the accounting period. 

 

Aside from these minor concerns, the TER Luxembourg database is highly representative as total 

assets recorded in the database are in line with those of Luxembourg investment funds as 

calculated by the EFAMA. The TER France database seems less representative, because it covers 

just under one-half of fund assets as measured by the AMF. There is therefore a danger that, 

through a process of adverse selection, missing information could lead to selection bias in the 

samples. However, a closer analysis of the representativeness of the French samples shows that, 

with the exception of balanced funds, whose average size in the database is far greater than that 

of the corresponding AMF category, the different fund categories are fairly similarly represented, 

with possibly a slight bias towards large equity funds. An analysis of the distribution of funds by 

size (see graphs 5 and 6 below) does not however reveal any particular asymmetry in 

distributions of size and TER criteria relative to Luxembourg funds of the same category (see 

graphs 11 to 14 below). We can also check that a broad spectrum of different classes of fund 

sponsors is represented, including management companies that are subsidiaries of large banking 

networks, private/wealth management specialists, and so on. Given the list of sponsors 

represented in the database, it is noteworthy that one major market participant and some niche 

players, particularly entrepreneurial asset management firms, are excluded56. This could result in 

a negative reporting bias (i.e. underestimation) for TERs in the France database, since some of 

the funds in question have specialisations (e.g. small caps focus) that are likely to result in higher 

fees. 

 

                                                             
56 Entrepreneurial asset management firms are a feature of the vibrant French market but are hard to define positively. They 
are understood here in the broad sense as companies that are mostly owned by private individuals. Companies with a wider 
focus on private or wealth management are excluded from the category. 
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2.2.1.2 Indicators of management fees 

The TER captures expenses with a recurring impact on fund performance, i.e. stemming from 

operating costs (particularly administrative, custody, legal and audit costs) and portfolio 

management fees in the strict sense57, in accordance with European Commission definitions58. 

The following steps ensure that the Lipper Fitzrovia TER indicator is meaningful: 

- accounting information is restated to avoid using published TERs. Lipper Fitzrovia 

restates information on expenses effectively charged, collected from fund annual 

accounting statements. Restating the accounting data also ensures that TER calculation 

methods are more internationally standardised as compared with the information 

supplied in prospectuses following European regulations59; 

- the method used to calculate the indicator is consistent with (and was actually the 

initial inspiration for) the European regulatory definition. Technically, it compares the 

book value of the fund’s operating expenses (total effective expenses) to annualised 

average net assets60. As the Lipper Fitzrovia position paper (see Annex D) points out, 

this method provides an indicator that is independent of the accounting reporting 

cycle61; 

- costs specific to investments by different investor categories are factored in for each 

fund. In practice, Lipper Fitzrovia62 defines units as "retail" by default. This provides a 

proxy for pricing by funds marketed to retail investors, although it should be pointed 

                                                             
57 In France, AMF Instruction 2005-02 on full fund prospectuses states, for example, that "Operating costs and management 
fees shall consist of all expenses incurred by the fund in the course of operations. They include a) financial management fees; 
b) administrative expenses; c) depositary fees; d) audit costs; e) legal expenses; f) registration fees, AMF contributions and 
dues payable to an industry association; g) distribution costs." 
58 See footnote n°25. 
59 An ALFI working group on this issue noted national differences in implementation of the European regulations. See ALFI 
(2007). To take one example, in Luxembourg simplified prospectuses have the option of reporting the TER. 
60 Accounting records do not show the average net assets used by the fund sponsor to calculate expenses (often charged 
based on a weekly calculation). Lipper Fitzrovia (2006) therefore calculates average net assets using the following formula: 

Average net assets = [(Management fees charged/number of days) x 365]/Published TER (%) 
61 The industry standard proposed by FEFSI (2002) includes two possible calculation methods: "The Fund’s TER should be 
calculated in function of an average of assets under management on a daily, weekly or at least monthly basis, or alternatively 
it can be done based on a Fund’s profit & loss account by means of a mathematical formula such as: 

(Total costs charged to the Fund (excl. brokerage) [in nominal figures]/Management fee paid by the Fund [in nominal figures]) 
x Management fees [in %]" 
62 See Lipper Fitzrovia (2006). 
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out that only units that are exclusively reserved for institutional investors are positively 

characterised as such63. 

 

The proposed indicators do not therefore take account of: 

- transaction costs relating to buying and selling securities or executing market orders for 

portfolio management purposes (see Box). From an accounting perspective, these costs 

are recognised as capital expenditure, not revenues. In France, the official indicator 

includes a portion of these costs, but they are not generally incorporated in the TER 

(and are not included by Lipper). They have a direct – and potentially substantial – 

impact on fund assets64, but are often hard to measure in practice; 

- fees such as front-end loads and exit fees that, when incurred, are charged on a one-

time basis, and are unrelated to the duration of the investment; 

- performance fees, which are included in the official TER indicator but are supplied 

separately by Lipper65. 

At first glance, given the question under consideration, it would be preferable to use an 

exhaustive measure of expenses that are likely to affect fund performance, covering a broader 

scope than TERs alone. But compiling such an indicator raises technical difficulties66. In addition, 

not only is the TER’s composite make-up sufficient for European and US regulators67 to want the 

                                                             
63 The “Fund Charges Guide” states: “We use the following categories: institutional; CDSC; additional; no load; dedicated; 
internal; master; pension; uncategorised. We recommend that if subscribers wish to create a universe of retail funds, they 
should exclude records if they have any entry in this field (i.e. blank relates to a “retail” fund/share class). This is not a perfect 
retail universe, as definitions of “institutional” are grey, and others are not overtly institutional, but the resulting universe is 
the closest Lipper Fitzrovia, or in all probability anyone else, will get to a ‘retail’ universe.” Note that the use of different 
categories of unit by investor type is more widespread in Luxembourg than in France. 
64 See section on "Transaction Costs" of Lipper (2005), in Annex D. 
65 The statistical measurement of performance fees raises particular problems and also follows a different economic rationale. 
From an accounting point of view, in France performance fees, when applicable, are provisioned daily, which may have 
implications on the fair treatment of unitholders – see discussion in AMF (2005bis). 
66 The impact of front-end loads and exit fees is hard to measure, because such fees are often negotiable and because there is 
a lack of relevant databases. It is possible to make some approximations based on assumptions about the average duration of 
investments in funds, which is generally stable. Concerning performance fees, to the extent that there are representative 
databases of fees schedules, measuring their impact would entail bold assumptions about fund performance and its stability. 
67 The US 2004 Mutual Fund Reform Act stipulates in Title II (Fund Transparency) the nature of the required indicators 
(SEC .210. Cost consolidation and clarity (a) Expense ratio computation). 
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indicator “systematically included in documentation provided to investors"68, but the TER also 

has the advantage of excluding marketing fees, which may be negotiated. Marketing fees are 

theoretically insensitive to economies of scale, and excluding them could improve the estimated 

relationship between size and expenses charged by funds. At a more fundamental level, 

academic research suggests that the TER’s properties (notably TER-derived rankings) are 

statistically stable when compared with more exhaustive indicators of expenses69. 

What is included in fund transaction costs? 

A distinction is drawn between two types of transaction cost associated with the acquisition and sale of 

securities by collective investment funds: 

 - Portfolio creation costs linked to new investments (subscriptions) in funds and disinvestments 

(redemptions); 

 - Costs incurred as part of the active management of the portfolio by the manager over the life 

of the fund. 

Costs in the first category are covered by specific, separate payments. This ensures fair treatment of 

unitholders, by preventing existing investors from having to bear a portion of the cost of transactions linked 

to fund entries/exits. However, while fund entry and exit fees are primarily charged for this purpose – in 

which case they are said to be "retained by the fund"– they may also give rise to negotiable fees (not 

retained by the fund) that are exclusively intended to pay for marketing. 

The second category comprises costs that are charged as part of “routine” fund management and are, 

broadly speaking, designed to pay for four types of service: 

 i) Post-trade processing services provided by the depositary; 

 ii) Order placement services provided by the portfolio manager, to the extent that these are paid 

for as such; 

 iii) Order execution services provided by intermediaries and/or financial markets, which give rise to 

explicit payment in the form of commissions. This item is understood to include taxes on 

transactions (stamp duty); 

 iv) Trading services provided by intermediaries and paid for "indirectly" by the differential 

attributable to transaction costs between the value of bought and sold securities. 

                                                             
68 "Report on fees and charges paid by investors in collectively managed schemes" presented on 9 October 2002. The result of 
a working group chaired by Philippe Adhémar, a Board member of the COB (the AMF’s predecessor), this report recommended 
including the TER in information documents distributed to unitholders. European regulations endorsed this concept in 2004. 
And according to FEFSI (2002), the TER was adopted as an industry standard in 2002. 
69 A. Khorana, H. Servaes and P. Tufano (2007), in particular, tend to confirm this point of view for extremely large country and 
fund samples. 
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In this regard, we observe the following: 
 
(i) The AMF prohibits intermediaries from providing rebates on brokerage fees, which qualify as cost 

category iii), to investment funds (Art. 314-79 of the AMF General Regulation) but the practice is allowed in 

Luxembourg70. However, management companies in France may, if they choose, and provided they publish 

a detailed disclosure in the fund prospectus, charge "turnover commissions" in addition to brokerage 

commissions. If turnover commissions are charged, this is done by the executing broker, which then shares 

them out between itself – under iii) – and one or more other beneficiaries, according to an agreed 

arrangement. The beneficiary or beneficiaries of such "rebates" may include the depositary – under i) – 

and/or the fund management company – under ii) – and/or, as applicable, an entity affiliated with the 

management company and acting as fund distributor. France’s official TER indicator (total des frais sur 

encours TFE) – includes direct intermediation expenses (brokerage, stamp duty, etc.) plus any turnover 

commissions. 

 
(ii) Analysing “indirect” intermediation costs, which come under category iv), is somewhat complex, for 

two main reasons: 

 - First, there are multiple possible sources of "implicit" order execution costs (over and above the 

explicit costs mentioned already). These include the bid-ask spread, as well as the market impact cost 

of large orders trading prices when, for example, orders are fragmented for execution. These costs 

are hard to measure and are the subject of academic research. The literature on market 

microstructure provides a number of indicators on liquidity cost. Because of the measurement 

difficulties, however there are no disclosure obligations in this area and this type of cost is ultimately 

visible only in terms of its impact on fund net assets and performance. 

 - Furthermore, payment for the trading services supplied by intermediaries is often linked to the 

provision of related services, such as financial analysis, economic research, trading screens, and so 

on, and as such include “soft commissions”. A paper by Brealey and Neuberger (2001) on UK equity 

funds, which was published in the UK after the release of the Myners Report, describes the structure 

of fees and commission payments for institutional investors, emphasising the size of transaction 

costs. In France, costs associated with the payment of soft commissions are subject to disclosure 

requirements and can thus be identified by unitholders on management company websites71. 

                                                             
70 For more information on the situation in France, see "Q&A on implementation of MiFID transposition legislation" published 
on 23 January 2008 (http://www.amf-france.org/documents/general/8013_1.pdf in French only). 
71 Amendments to the AMF General Regulation on 18 May 2007 introduced a commission-sharing agreement. Thus, among 
the various intermediation fees charged to portfolios managed by a portfolio (or asset) management company (funds and 
mandates) a distinction must be drawn between payment for order execution services and payment for investment decision aid 
services (including financial analysis). In particular, Art. 322-43-1 of Book III of the General Regulation states that: 
"Intermediation fees (...) shall pay for services that are of direct interest for the clients or the collective investment scheme. 
Such services shall be covered by a written agreement (...). The portfolio management company shall review such expenses on 
a regular basis. If the portfolio management company uses investment decision aid and order execution services and if the 
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2.3 Descriptive statistics and statistical properties of the samples  
 
On this basis, we can carry out a comparative analysis of fund samples that are qualitatively 

homogeneous in terms of product classification. The analysis concentrates on a sample of equity, 

bond, balanced and money market funds domiciled in Luxembourg and France. It therefore 

excludes funds of funds, master funds, structured/guaranteed funds and trackers. The decision to 

exclude trackers is easily explained: passive management entails more or less automatic index 

replication rules that obey a specific pricing rationale. Since the data provider includes separate 

categories for passively managed funds (Index Tracking Equities and Index Tracking Bonds), it is 

simple enough to create samples of actively managed funds. 

 

The basic database covers fund units, rather than the funds themselves. In this respect it draws a 

distinction between institutional and retail investors. Net assets considered in relation to each of 

these units, however, are based on total assets under management, which are aggregated across 

the different types of units and calculated as an average over the reference accounting period. 

As a result, the TER of the retail unit72 (i.e. the retail TER) of a given fund is considered against a 

size indicator (net assets) that sums all the assets of all fund units. 

 

Table 5 details the main features of the analysed samples, which turn out to be more 

representative in Luxembourg than in France. 

 

                                                                                                                                                           
intermediation fees for the previous year came to more than EUR 500,000, it shall compile a document entitled "Report on 
Intermediation Fees" that shall be updated as needed. The report shall specify the terms and conditions on which the portfolio 
management company used investment decision aid and order execution services, along with the breakdown between: 1° 
Intermediation fees related to order reception, transmission and execution services; 2° Intermediation fees related to 
investment decision aid and order execution services." 
72 Exceptionally, some funds in the database do not have retail units. These funds are excluded from the scope of the following 
analysis. 
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Table 5: Descriptive statistics of samples (2007) 

 Equity Bond Balanced 
Money 
market 

Total 

Funds domiciled in France 
Number of funds  677 373 115 397 1,562 
Total net assets – TNA (EUR billion) 100.6 48.3 17.0 236.7 402.7 
Average TNA (EUR million) 148.65 129.46 148.13 596.31 257.80 
Median TNA (EUR million) 46.87 47.03 37.06 113.62 56.58 
TNA standard deviation 317.9 282.6 386.1 1,435.9 797.4 
Average log of TNA (ln TNA) 17.67 17.58 17.21 18.52 17.83 
Median ln TNA 17.66 17.67 17.43 18.55 17.85 
ln TNA standard deviation 1.57 1.55 1.91 1.96 1.75 
Average TER (%) 1.62 0.80 1.22 0.51 1.11 
Median TER (%) 1.54 0.80 1.20 0.42 1.03 
TER standard deviation (%) 0.55 0.41 0.56 0.36 0.67 
      
Funds domiciled in Luxembourg 
Number of funds  2,506 1,361 605 487 4,959 
Total Net Assets – TNA (EUR billion) 571.4 366.8 93.8 230.6 1,262.5 
Average TNA (EUR million) 228.00 269.52 155.03 473.44 254.59 
Median TNA (EUR million) 48.51 74.20 30.47 112.18 55.33 
TNA standard deviation 714.3 709.7 406.5 1,443.9 791.7 
Average log of TNA (ln TNA) 17.74 18.09 17.23 18.51 17.85 
Median ln TNA 17.70 18.12 17.23 18.54 17.83 
ln TNA standard deviation 1.80 1.71 1.91 1.79 1.82 
Average TER (%) 2.05 1.21 1.67 0.78 1.65 
Median TER (%) 1.95 1.14 1.55 0.73 1.64 
TER standard deviation (%) 0.70 0.71 1.08 0.36 0.87 

 

The distribution of fund size and retail TER criteria in the following graphs (see Annex A for more 

details) reveals that: 

- the distribution of fund size is highly asymmetrical, meaning that a logarithmic 

transformation is required to prepare a graphical representation (the value of assets in 

euros is given in brackets); 

- the distribution of TERs, as with size log values, is generally centred around a mean 

value. This is less clear in the case of TERs for French funds, which often show two 

peaks. This may be attributable to the presence of a tick effect, with pricing tending to 

over-represent “rounded” rates of 1.5% and 2.0%. The fact that there are fewer 

French funds may also play a part; 

- Equity and bond funds are fairly similarly sized, especially in France. Money market 

funds are always larger than other fund classes, but are also less concentrated around 

a “standard” size. Balanced funds are usually smaller; 
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- Luxembourg equity and bond funds are generally larger than those in France. The size 

distribution of French and Luxembourg money market funds is more heavily centred 

around €180 million, but also shows wider dispersion, with flattening and thicker 

distribution tails. The uneven dispersion of the size criterion for French funds limits the 

scope of comparisons; 

- across all categories, Luxembourg funds always display higher frequencies for the 

highest TERs and lower frequencies for lower TER levels. This may be at least partly due 

to the additional costs of international distribution for Luxembourg funds73. 

 

                                                             
73 Recall that the aim here is to obtain a domestic snapshot of the extent to which economies of scale are passed on. 
International differences in the level of expenses, which are likely relevant to the analysis, are not the main issue under 
consideration. 
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Graph 5: Dispersion of size criterion  
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Graph 7: Dispersion of TERs 
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Graph 6: Dispersion of size criterion  
- Luxembourg funds 
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Graph 8: Dispersion of TERs 
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2.4 Examination of the relationship between size and expenses 

2.4.1 Preliminary statistical analysis  

The overall form of the relationship between retail TERs and fund size is illustrated graphically by 

the following scattergrams for retail TERs (%) x average total net assets (in euros) over the 

accounting period (for more, see Graphs 16 to 23 in Annex A). Each fund category displays wide 

dispersion, particularly among small funds, which is consistent with what Lipper (2005) observes 

for Luxembourg equity funds (see Graph 4). On a general note, a strong relationship between 

management fees and fund size cannot be visually observed owing to the dispersion of data. 
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Scattergrams for retail TERs (%) x log of total net assets  
(€ million) 

 
Graph 9: Equity funds 
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Graph 10: Bond funds 
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These scattergrams can be usefully supplemented with a few basic statistics on the expenses 

charged by funds in different size categories. The following graphs (and more generally Graphs 

32 to 39 in Annex A) show that: 

- in each size category and for each type of fund, average TERs are larger for funds 

domiciled in Luxembourg; 

- overall, there is a wide spread in the expenses charged by small funds, as reflected in 

very high TER standard deviations. Small funds have the lowest and the highest TERs of 

the overall fund population; 

- the decline in expenses as a function of total assets is especially pronounced among 

smaller funds, i.e. below size levels that need to be determined (Graphs 11 and 14) and 

that vary across categories. This is particularly true for equity and balanced funds. 

However, when considering the statistical significance of this observation, it is 

necessary to bear in mind the high variability of small fund TERs, as mentioned above; 

- size/expense profiles are fairly similar for funds domiciled in Luxembourg and France, 

except among money market funds: in the case of French funds, expenses continue to 

decline as fund size increases, which is not true of Luxembourg funds; 

- expenses do tend to increase, albeit unevenly, for balanced funds as their size grows 

beyond a threshold of around €100 million. This observation should be qualified, 
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however. For one thing, account needs to be taken of the diverse nature of funds in this 

category, where size is probably linked to specific management styles. 

French and Luxembourg funds – retail TERs (%) and standard deviation by size 
class (€ million) 

Graph 11: Equity funds 
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Graph 12: Bond funds  
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Graph 13: Balanced funds  
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Graph 14: Money market funds 
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2.4.2 Econometric estimates 

2.4.2.1 Initial estimates 

At this stage, the analysis of the relationship between size and expenses, using basic descriptive 

statistics, offers weak conclusions and thus needs to be supplemented by an econometric 

estimate. The statistical properties of the variables, particularly the considerable asymmetry of 

fund-size distributions, lead us to use a classic logarithmic specification of the following type74: 

RTER = α +β. ln(TNA) where RTER denotes the retail TER, and TNA the total net assets of the 

funds in question. 

 

Since fund category and country of domiciliation are discriminating criteria, we separate samples 

based on occurrences of these criteria. We therefore estimate ten specifications, i.e. one for all 

funds and one for each fund category – equities, bonds, balanced and money market – for both 

of the countries under examination. In econometric terms, this means “controlling” for the 

criteria in question, that is, preventing any bias associated with their impact on the size/expense 

relationship, to conduct the estimates on “pure” samples. 

 

The following comments may be made concerning the estimates (Table 6): 

- the results of the regressions obtained for the different fund categories suggest that the 

specifications have weak explanatory powers, with a maximum R2 of 17%. We note, 

furthermore, that the R2 values do not systematically improve among the most uniform 

fund categories, such as money market funds. These findings point to the notion that 

fund size is a minor determinant in pricing; 

- the coefficient of the variable ln(TNA) has, as expected and without exception, a 

negative sign and generally high statistical significance, suggesting that fund size has a 

negative impact on the expenses charged to unitholders. This result needs to be put in 

                                                             
74 The literature makes wide use of translog specifications. Jean Dermine and Lars-Hendrik Röller (1992) test two functional 
forms, translog for the first and quadratic for the second, both proving robust. David Latzko (1999) validates a quadratic 
translog form for the USA. A specification taking into account the TER level seems to be the most appropriate here. 
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context in two cases, however. French balanced funds, for example, have small 

samples and may be subject to specification problems linked to the diversity of funds. 

Also, in the case of all-fund regressions, the coefficient of the exogenous variable 

seems largely to be a statistical artefact resulting from the fact that money market 

funds are larger on average and typically have lower TERs, while equity and balanced 

funds are costlier and smaller.  

Table 6: Estimates obtained using the RTER = α +β .ln(TNA) model for different 
categories of funds domiciled in France and Luxembourg  

- All funds: FR, LU 

- Equity funds: FR_EQ, LU_EQ 

- Bond funds: FR_FI, LU_FI 

- Balanced funds: FR_BAL, LU_BAL 

- Money market funds: FR_MMKT, LU_MMKT. 

 LTA Intercept 
Mean std 

 err. of res. 
Error  
d.f. 

R2 R2C 

FR -0.104% 3.0% 0.00650 1,560 7.3% 7.2% 
 (-11.1) (17.6)     
FR_EQ -0.079% 3.0% 0.00536 675 5.1% 4.9% 
 (-6.0) (12.9)     
FR_FI -0.068% 2.0% 0.00401 371 6.5% 6.2% 
 (-5.1) (8.4)     
FR_BAL 0.013% 1.0% 0.00565 113 0.2% -0.7% 
 (0.5) (2.1)     
FR_MMKT -0.071% 1.8% 0.00331 395 15.3% 15.0% 
 (-8.4) (11.6)     

LU -0.171% 4.7% 0.00807 4,957 12.9% 12.9% 
 (-27.1) (41.6)     
LU_EQ -0.144% 4.6% 0.00649 2,504 13.7% 13.7% 
 (-19.9) (35.8)     
LU_FI -0.127% 3.5% 0.00673 1,359 9.4% 9.4% 
 (-11.9) (18.1)     
LU_BAL -0.235% 5.7% 0.00986 603 17.1% 17.0% 
 (-11.2) (15.7)     
LU_MMKT -0.047% 1.6% 0.00350 485 5.4% 5.2% 
 (-5.3) (9.9)     
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2.4.2.2 Analysis of model stability  

The poor quality of fit and the distribution of the scattergram (fund sizes, TERs) prompt us to 

analyse the stability of the estimated model. Two types of tests are considered in this regard:  

- recursive Chow tests to identify model breaks and any critical size thresholds above or 

below which economies of scale are likely to have differentiated impacts on expenses; 

- recursive estimates on sub-samples constructed either by progressively eliminating the 

smallest funds, or by using rolling intervals of 100 funds. 

 

The tests of structural break and stability analysis75 highlight the models’ sensitivity to the 

intervals of fund size used (Annex B). For example, in the case of French equity funds (Graph 15), 

break tests show that it is preferable to estimate two separate models for small and large funds 

rather than use a single specification, provided a threshold is set (around €20 million)76 that 

isolates one-third or more of the smallest funds in the sample. Generally, except in the case of 

French bond and money market funds, for which Chow tests 77 invariably indicate a preference 

for whole-sample estimates over sub-sample specifications, a break in the model is preferred. 

 

Recursive estimates on intervals that are made narrower by progressively eliminating smaller 

funds generally support the finding of instability, to the point that the relationship between size 

and expenses, which has weak explanatory power judging by the R2 value, changes sign to 

become positive (see graph 15). This is true of French equity funds beyond thresholds for which 

Chow tests indicate a preference for a model break. This result suggests that sharing of 

economies of scale is unstable and that, in the case of large-fund samples, expenses may even 

increase with fund size. 

 

                                                             
75 It was not deemed necessary to supplement this analysis with coefficient stability tests (Cusum or Brown-Durbin-Evans). 
76 This threshold is largely insensitive to the test’s level of statistical significance. 
77 See Graphs 64 and 75 in Annex C-2. 
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Graph 15: French equity funds – Recursive estimates  
on samples organised by increasing size  

(contracting intervals, smaller funds progressively eliminated) 
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These findings on the instability and limited continuity of the relationship are corroborated by 

recursive regressions on 100-fund intervals, which also reveal poor goodness of fit (see Annex B). 

Once again the sign of the size variable coefficient changes frequently. 

 

2.4.2.3 Additional estimates 

The poor quality of fit partly calls into question the notion that economies of scale are always 

passed on to investors, and supplies the motive for additional analyses. One worthwhile exercise 

is to further refine fund samples to better capture the specific management approaches of each 

fund type and their possible impact on “production” costs and hence on the expenses billed to 

investors. A second approach consisted in looking at different types of fund sponsors, starting 

from the idea that sales and marketing strategies might have an effect on pricing. 

 

Testing the same specifications on finer sub-categories of funds that do a better job of 

characterising specific types of management does not improve the fit or reveal significantly 

higher levels of sensitivity of expenses to fund size. At most, we find marginally more 

pronounced relationships for certain sub-categories ("Equities France" and "Bonds France" 
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domiciled in France and "Cash/Short-term Europe" under the Lipper classification). In general, 

though, the absence of a directional trend dominates, and a positive relationship is even found 

in some cases (Luxembourg cash funds). 

 

The other approach that distinguishes fund families by sponsor, tests the notion that standard 

pricing profiles may exist for different market segments. Thus, sub-samples (not necessarily non-

overlapping) of equity funds domiciled in France were created based on different sponsor profiles, 

such as “Subsidiaries of large banking networks”, management companies specialising in 

“Private/wealth management”, and management companies that are “Subsidiaries of non-

domestic groups”78. Regressions on these sub-samples are not materially better (see Annex C-3). 

On the contrary, for each of the three specifications, the assumption that the coefficient of the 

exogenous variable ln(TNA) is meaningful is rejected (at the 5% level) and R2 values do not 

exceed 3%. 

 

In the absence of a more general specification that can be used to positively characterise pricing 

by management companies, such measures of the impact of economies of scale are at best weak 

and statistically non-dominant. Unexplained price differences for potentially substitutable funds 

of the same category and of the same size can be interpreted as the ability of some funds to 

avoid competitive mechanisms that would otherwise force them to align their TER. It is also 

striking and counterintuitive, in terms of the perspective adopted by this study, that lowest TERs 

are often observed among the smallest funds. 

 

                                                             
78 It was impossible to analyse a standard profile for innovative entrepreneurial companies, i.e. management companies 
specialising in growth stocks, which have developed rapidly in France in recent years. This was because of difficulties in 
objectively characterising these companies and, further, because of a lack of data on most of the identified companies. Such a 
characterisation could consider specialisation and independent ownership structures (capital held by private individuals) as the 
report by the AMF (2006) does. 
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CONCLUSION 
 

The European Union recently adopted measures to facilitate cross-border fund mergers, on the 

assumption that the industry would exploit economies of scale and that end investors would 

benefit from these savings through lower fees and expenses. In practice such economies of scale, 

interpreted in this paper to mean a reduction in the unit cost of managing a fund, achieved by 

growing its assets under management, are hard to measure, in particular because there is no 

relevant statistical base. By contrast it is fairly simple to assess the impact of these economies of 

scale on a fund's total expense ratio (TER), a composite indicator of fees and expenses that is 

harmonised at the European level. This metric is available for huge representative samples of 

funds, along with their size. Analyses generally show that although the relationship between the 

size of a fund and its expenses is often negative, it is neither stable nor truly explanatory. At best, 

therefore, size accounts very little for the variability of a fund's TER. It follows that, even in a 

best-case scenario, investors gain very little from investing in large funds. This underscores the 

importance of measuring economies of scale by directly analysing management costs, thus 

making it possible to determine the reasons for the weakness of this relationship: is it weak 

because economies of scale are insubstantial? Or because they are not passed on to investors? 

More broadly, specifications that can explain fund pricing mechanisms have yet to be found. 

Even though such investigations are ambitious, particularly because of the diversity of market 

participants and the complexity of market structures, they are nevertheless necessary. Having 

encouraged the fund market to integrate, the European regulator must now ensure that it is 

competitive, particular because its economic importance is set to grow as a result of the need for 

pension funding. 
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Annex A – Descriptive statistics; frequency histograms 
distribution of size criteria and TER 
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Main categories of investment fund domiciled in France: 
Scattergrams with axes: Retail TER (%) -  Total AUM (EUR m) 
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Graph 17: Bond funds 
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Graph 18: Balanced funds 
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Graph 19: Money market funds 
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Main categories of investment fund domiciled in France: 
Scattergram with axes: Retail TER (%) - Logarithm of total AUM (EUR m)  

Graph 20: Equity funds 
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Graph 21: Bond funds 
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Graph 23: Money market funds 
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Main categories of investment fund domiciled in Luxembourg: 
Scattergram with axes: Retail TER (%) - Total AUM (EUR m) 

 
Graph 24: Equity funds 
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Graph 25: Bond funds 
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Graph 26: Balanced funds 
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Graph 27: Money market funds 
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Main categories of investment fund domiciled in Luxembourg: 
Scattergram with axes: Retail TER (%) - Logarithm of total AUM (EUR m)  

Graph 28: Equity funds 
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Graph 30: Balanced funds 
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Graph 31: Money market funds 

0

1

2

3

4

5

6

7

8

9

10

12 14 16 18 20 22 24 26

%

 
 



Risk and Trend Mapping No 7– June 2009 Autorité des Marchés Financiers Page 58 

Investment funds domiciled in France and Luxembourg, by category: 
Average retail TER (%) and s.d. by size class (EUR m) 

 
Graph 32: Equity funds 
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Graph 33: Bond funds 
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Graph 34: Balanced funds 
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Graph 35: Money market funds 
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Investment funds domiciled in France and Luxembourg by category: 
Average retail TER (%) and s.d. by logarithm of size class  

(EUR m)  

Graph 36: Equity funds 
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Graph 37: Bond funds 
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Graph 38: Balanced funds 
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Graph 39: Money market funds 
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Relative frequencies of TERs for the retail portion of the main fund categories 
domiciled in France and Luxembourg 

 
 

Graph 40: Categories of funds 
domiciled in France 

Fonds français par catégorie : fréquence des TER

0%

5%

10%

15%

20%

25%

30%

35%

0,0% 0,3% 0,5% 0,8% 1,0% 1,3% 1,5% 1,8% 2,0% 2,3% 2,5% 2,8% 3,0% 3,3% 3,5% 3,8% 4,0% 4,3% 4,5% 4,8%
TER

Actions Obligations Diversifiés Monétaires

 
 

Graph 41: Categories of funds 
domiciled in Luxembourg 
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Graph 42: Equity funds domiciled in 
France and in Luxembourg 

Fonds "Actions" : fréquence du logarithme népérien des TER
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Graph 43: Bond funds domiciled in 
France and in Luxembourg 
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Graph 44: Equity funds domiciled in 
France and in Luxembourg 
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Graph 45: Money market funds 
domiciled in France and in Luxembourg 
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Relative frequencies of total AUM of the main fund categories domiciled in 
France and Luxembourg 

 
Graph 46: Categories of 
fund domiciled in France 
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Graph 47: Categories of funds 
domiciled in Luxembourg 

Fonds luxembourgeois par catégorie : fréquence des TER

0%

2%

4%

6%

8%

10%

12%

14%

16%

18%

20%

0,0% 0,2% 0,4% 0,6% 0,8% 1,0% 1,2% 1,4% 1,6% 1,8% 2,0% 2,2% 2,4% 2,6% 2,8% 3,0% 3,2% 3,4% 3,6% 3,8% 4,0%
TER

Actions Obligations Diversifiés Monétaires

 
 

Graph 48: Equity funds domiciled in 
France and in Luxembourg  
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Graph 49: Bond funds domiciled in 
France and in Luxembourg 
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Graph 50: Balanced funds domiciled in 
France and in Luxembourg 
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Graph 51: Money market funds 
domiciled in France and in Luxembourg 
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Annex B – Econometric results 
 

 

 

 

C-1 Model stability (1): recursive estimates on sub-samples and recursive Chow 
tests 

 

 

C-2 French equity funds: alternative specifications 

 
 
 
 
 
 
 
 
 
 
 
 
 
 

C-1 Model stability (1): recursive estimates on sub-samples and recursive Chow 
tests 

 
- Stability analysis (1): recursive estimates over contracting intervals by progressively eliminating 
funds with the smallest AUM from the samples* (LTA1: estimated coefficient of the variable 
ln(TNA); LTAT1: t-stat of LTA1 and RSQ1: R2 of the model); 

- Stability analysis (2): recursive Chow tests (F-stat); 

- Stability analysis (3): recursive estimates on rolling intervals* of 100 funds (LTA2: estimated 
coefficient of the variable ln(TNA); LTAT2: t-stat of LTA2 and RSQ2: R2 of the model). 

* Note that sub-samples have been established on the basis of the initial samples ordered by 
increasing (TNA) size. 
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Funds domiciled in France  
 

Graph 52: Stability analysis (1) 
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 Graph 53: Stability analysis (2) 
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Graph 54: Stability analysis (3)  
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Funds domiciled in Luxembourg 

 
Graph 55: Stability analysis (1) 
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Graph 56: Stability analysis (2) 
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Graph 57: Stability analysis (3)  
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Equity funds domiciled in France  
 

Graph 58: Stability analysis (1) 
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Graph 59: Stability analysis (2) 
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Graph 60: Stability analysis (3)  
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Equity funds domiciled in Luxembourg 

 
Graph 61: Stability analysis (1) 
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Graph 62: Stability analysis (2) 
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Graph 63: Stability analysis (3) 
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Bond funds domiciled in France  
 

Graph 64: Stability analysis (1) 
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Graph 65: Stability analysis (2) 
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Graph 66: Stability analysis (3)  
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Bond funds domiciled in Luxembourg 

 
Graph 67: Stability analysis (1) 
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Graph 68: Stability analysis (2) 

0

20

40

60

80

100

120

140

160

101 200 300 400 500 600 700 800 900 1000 1100 1200

FValue1

 
 

Graph 69: Stability analysis (3) 

-4%

-3%

-2%

-1%

0%

1%

2%

101-4959 301-4959 501-4959 701-4959 901-4959 1101-4959
-4

-3

-2

-1

0

1

2
LTA2
LTAT2
RSQ2

 



Risk and Trend Mapping No 7– June 2009 Autorité des Marchés Financiers Page 65 

Balanced funds domiciled in France  
 

Graph 70: Stability analysis (1) 
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Graph 71: Stability analysis (2) 
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Sample size does not evidence stability (3). 

 

 

 

 

 
Balanced funds domiciled in Luxembourg 

 
Graph 72: Stability analysis (1) 
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Graph 73: Stability analysis (2) 
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Graph 74: Stability analysis (3) 
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Money market funds domiciled in France 
 

Graph 75: Stability analysis (1) 
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Graph 76: Stability analysis (2) 
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Graph 77: Stability analysis (3) 
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Equity funds domiciled in Luxembourg 

 
Graph 78: Stability analysis (1) 
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Graph 79: Stability analysis (2) 
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Graph 80: Stability analysis (3) 
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C-2 French equity funds: alternative specifications 

 

 Table 7: French equity funds: estimates on sub-samples specifying the "profile" 
of the promoter  
 

 LTA Intercept 
Mean std 

 err. of res. 
Error  
d.f. 

R2 R2C 

Subsidiaries of non-domestic management companies 

FRETEQ -0.057% 2.7% 0.00430 65 3.2% 1.7% 

 (-1.47) (-3.92)     

Subsidiaries of commercial banks 

FRBQEQ  -0.054% 2.5% 0.00461 111 3.0% 2.1% 

 (-1.85) (4.54)     

Private/wealth management companies  

FRGPEQ 0.026% 1.3% 0.00410 78 1.2% -0.1% 

 (0.97) (2.77)     
 
Graph 81: French equity funds: estimates 

on samples of funds managed by non-
domestic management companies 
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Graph 82: French equity funds: estimates 
on samples of funds managed by 

commercial bank subsidiaries 
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Graph 83: French equity funds: estimates on samples of funds  
managed by private/wealth management companies 
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Annexe C – Lipper Fitzrovia Response to CESR Consultation Paper 
on the Simplified Prospectus  

 

I: Relevant questions relating to TERs 
II: Lipper Fitzrovia Total Expense Ratio (TER) Position Paper) 

 

Document available at: 

http://www.cesr.eu/index.php?page=response_details&c_id=92&r_id=3820 
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