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Appendix
Assessing the Department of Labor’'s Assumption that

401(k) Plan Participants Pay Fees that are Higher than
Necessary

The cost/benefit analysis in the Department of Labor’s rule proposal assumes that 401(k) plan
participants “on average pay fees that are higher than necessary by 11.3 basis points per year.” We
know of no evidence that would allow one to draw such a conclusion.

It is unclear how the Department reaches this 11.3 basis point figure. The Department cites a number
of academic studies and industry studies in support of this estimate. ! No such estimate appears in any
of these studies and the Department provides no details on how it arrived at the 11.3 basis point
estimate. Presumably, the Department calculated the 11.3 basis points from statistics presented in the
studies it cites. If so, this calculation likely misinterpreted the statistics in those studies, misapplied
some of those studies to 401(k) plans, and failed to recognize empirical difficulties inherent in some of
those studies. In addition, the Department’s cost/benefit study failed to consider evidence showing that
the mutual fund industry2 is highly competitive.

While we agree that the rule the Department has proposed may result in some participants paying less
in investment-related fees (although some may pay more if their asset allocation results in more equity
exposure), there is no basis for concluding that plan participants systematically overpay for the
investments and services they receive.

Misinterpretation of Statistics Presented in the Literature Cited by the Department: The Department’s
cost/benefit analysis argues that dispersion in 401(k) fees implies market inefficiency. 3 As evidence,
the Department points to a study by the Institute of average costs incurred by participants in 401(k)



plans (not “the fees that plans pay” as the Department suggests).4 Figure 9 in the cited Institute study
shows that the bulk (77 percent) of the 401(k) plan assets invested in stock mutual funds are invested
in funds with expense ratios of less than 1 percent.5 The remainder (23 percent) is invested in stock
funds with expense ratios of 1 percent or more.

These percentages, however, say little, if anything, about market efficiency or whether plan participants
overpay or underpay for the services they receive. The percentages are driven largely by the broad
asset allocation decisions that plan participants make, not by whether plan participants pay too much
or too little for a given type of fund. For example, nearly half of the 23 percent of 401(k) plan assets that
are invested in stock funds with expense ratios of 1 percent or more are invested in international equity
funds. International equity funds tend to be more costly to manage and therefore have higher expense
ratios than domestic equity funds (especially large-cap domestic equity funds). ® plan participants who
choose to invest in a mix of domestic equity and international funds will incur higher fees than
participants who invest only in domestic equity funds, but they also expect to earn higher returns.

Dispersion in 401(k) fees can also reflect differences in plan services or characteristics, differences in
employer subsidization of plans, and differences in arrangements for how plan participants and
employers defray plan administrative costs. For example, as the ICI study discusses, the costs of
running a 401(k) plan generally are shared by plan sponsors and participants and these arrangements
can vary widely. Many employers voluntarily cover some or all of plan-related costs that plan
participants would otherwise incur. Thus, an employer’s decision to pay a portion of plan costs can
have a significant effect on the 401(k) plan fees charged to plan participants. Generally, when more
plan costs are subsidized by employers, plan participants incur lower fees. !

Literature Cited Inapplicable to 401(k) Plans: The Department states that a “review of the relevant
literature suggests that plan participants on average pay fees that are higher than necessary by 11.3
basis points per year.” In support, the Department references six studies. Only two of these studies,
those by the ICI and Deloitte Financial Advisory Services LLP, relate to 401(k) plans. The ICI and
Deloitte studies provide evidence on the level of fees that plan participants pay, not whether they
overpay or underpay for services received. To judge from these studies whether plan participants pay
too much or too little, one would have to determine the “right” level of fees and services. Neither study
does this, nor is it obvious how one would go about determining such a level.

The remaining four studies consider neither 401(k) fees nor the behavior of 401(k) plan investors. Two
of the studies consider choices made by load fund investors. ® A third study compares the fees charged
by load and no-load S&P 500 index funds.® Since 401(k) plan investors do not generally incur load
fees, these three studies would appear to be irrelevant. The fourth study examines brokerage fees
incurred by equity mutual funds.

Empirical Difficulties with the Studies Cited by the Department: Putting aside the relevance of the
studies cited by the Department, some of these studies have empirical issues that challenge the
validity of their conclusions generally.



For example, the Department cites a study by Elton, Gruber, and Busse (2002) on the expenses of
S&P 500 funds.® That study claims, on the basis of the expense ratios of S&P 500 funds available in
the marketplace, that investors make irrational choices when selecting mutual funds. The ICI has
previously disputed that claim,11 showing that: (a) S&P 500 index funds are commaodities in that they
have essentially identical portfolios; (b) these funds nevertheless differ from one another in many
respects; and (c) nearly all of the dispersion in the expense ratios of S&P 500 funds is explained by
fund characteristics (such as fund size and investors’ average account balances) rather than by market
inefficiency or investor irrationality.

In addition, Elton, Gruber, and Busse (2002) claim that a “large amount of new cash flow goes to the
poorest-performing [S&P 500 index] funds.”*? That is incorrect: over the ten year period 1998 to 2007,
about 85 percent of the net new cash flowing to S&P 500 index funds went to the least costly funds,
those with expense ratios of 20 basis points or less. 13 Elton, Gruber, and Busse (2002) appear to
reach this inappropriate conclusion because they analyze flows scaled by assets rather than dollar
flows. As a result, in their study, very small funds can have a disproportionate influence.

In addition, the paper by Barber, Odean, and Zheng (2005) is subject to alternative interpretations.
Barber, Odean, and Zheng (2005) claim to have found that “[iJinvestors are more sensitive to salient in-
your-face fees, like front-end loads and commissions, than [fund] operating expenses.” One statistic
that Barber, Odean, and Zheng (2005) provide in support is that repeat buyers of front-end load funds
tend to pay lower loads on subsequent purchases than on initial purchases, while repeat purchasers of
all funds tend to pay nearly identical expense ratios on initial and subsequent purchase. Our view is
that this says little about, if anything, about whether investors are sensitive to front-end loads and fund
expense ratios. Instead, it simply illustrates how front-end load funds are priced: front-end load funds
typically offer discounts on load fees when the cumulative dollar value of shares purchased exceeds a
given dollar amount.**

Another issue is that some of the studies cited by the Department rely on samples that are
representative of neither 401(k) plan participants, nor mutual fund investors in general. One of the
studies—Barber, Odean, and Zheng (2005)—relies on a sample of load fund investors provided by a
single brokerage firm. Another study cited by the Department—the study by Choi, Laibson, and
Madrian (2006)15—relies on a survey that asks a relatively small number of individuals how they would
invest in load funds, not how they do invest. It is unclear whether the surveyed individuals are 401(k)
plan participants, whether they have any mutual fund investments, or any investments at all.

The Mutual Fund Market is Highly Competitive: Finally, the Department failed to cite studies indicating
that the mutual fund industry is highly competitive. The textbook definition of a competitive industry is
one in which there are many firms, none of which has a dominant market share. Firms may freely enter
or exit the industry, and consumers are free to vote with their feet. In a competitive industry, firms
cannot overcharge and consumers do not “overpay.”



The mutual fund industry is “a classic, competitively structured industry, with hundreds of competing
firms offering thousands of products, low barriers to entry ... and low concentration.” 18 About 600
advisers manage mutual fund assets in the United States. Competition has prevented any one firm
from dominating the market. For example, of the largest 25 fund complexes in 1985, only 13 remained
in this top group in 2007.1" Other measures also indicate that the fund market is competitive. In 2007,
for instance, the industry had a Herfindahl index (a standard measure of industry concentration) of 440;
index numbers below 1,000 indicate that an industry is unconcentrated. In addition, competition in the
fund industry is fostered by low barriers to entry. Indeed, the number of mutual fund advisers nearly
tripled from 1984 to 2004.18

Fund investors are mobile: they can take their investments elsewhere if they feel a given fund’s fees
are too high. To be sure, in a typical 401(k) plan, participants are limited to the menu of investments
selected by plan fiduciaries. But plan fiduciaries can and do alter plan menus in order to replace poorly
performing funds19 and plan participants can select from among funds in a plan’s menu. There is
considerable evidence that 401(k) plan participants invest in low cost funds. For example, although the
fees of S&P 500 index funds exhibit considerable dispersion, nearly all (more than 90 percent) of
401(k) plan assets invested in S&P 500 funds are in the least costly of such funds (those with expense
ratios of 20 basis points or less).

As we state in our letter, we agree that the Department’s proposed disclosure regime will have
significant benefits. But there is no basis for concluding that plan participants systematically overpay for
the investments and services they receive in their 401(k) plans.
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