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Executive Summary
Morningstar’s study of U.S. open-end mutual funds and exchange-traded funds finds that, on average,
investors paid lower fund expenses in 2016 than ever before. The asset-weighted average expense ratio
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across funds (excluding money market funds and funds of funds) was 0.57% in 2016, down from 0.61%
in 2015 and 0.65% three years ago. This decline stems from strong investor demand for lower-cost
funds, principally passive funds and institutional share classes that carry lower fees. This is a positive
trend, as mutual fund costs have a dollar-for-dollar impact on the returns investors ultimately realize.
Our study found that the simple average expense ratio of the largest 2,000 funds (in 2013), which
accounted for 85% of assets in mutual funds and ETFs, was 0.72% in 2016, unchanged from 2015 and
2014. So on average, the fund industry is not cutting fees on the most widely-held funds, which means
the decline in average mutual fund fees paid by investors stems largely from investors’ migration to
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lower-costs funds.
Key Takeaways
× The asset-weighted average expense ratio across all funds was 0.57% in 2016, down from 0.61% in 2015

and 0.65% three years ago. This was primarily driven by asset flows into lower-priced funds, namely,
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passive funds and cheaper share classes.
× The simple average expense ratio of the largest 2,000 funds (in 2013), which accounted for 85% of

assets in mutual funds and ETFs, was 0.72%, in 2016, unchanged from 2014 and 2015. This indicates
that the decline in average mutual fund fees paid by investors stems largely from investors’ migration to
lower-costs funds and not from fee cuts by the fund management industry.
× The asset-weighted average expense ratio of passive funds was 0.17% in 2016 compared with 0.75% for

active funds. This wide fee gap, coupled with record flows of $429 billion into passive funds and $326
billion out of active funds in 2016, contributed to falling industrywide asset-weighted average expense
ratios.
× Passive funds’ asset-weighted average fee declined a cumulative 19% during the past three years,

significantly more than the 6% decline that active funds saw during the same period. Flows were a big
contributor to the declines, evidencing investors’ strong preference for low-cost funds. Price cuts by
Vanguard and BlackRock/iShares in some of their largest index funds also helped drive lower passive
funds' asset-weighted average fees. Active funds, in aggregate, did not trim fees.
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× Active funds saw a cumulative negative $586 billion in net flows in 2015 and 2016, but this was an
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funds, defined as funds with fees that rank among the bottom 80%. These pricey

funds saw $627 billion in outflows; low-priced active funds (funds with fees that rank among the
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cheapest 20%), saw small but positive $41 billion of flows over that two-year period.
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× U.S. equity funds have seen the largest migration to passive funds from active funds, with the former
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drawing in $458 billion of inflows and the latter experiencing $524 billion of outflows over the past three
years. During the same time period, U.S. equity funds’ asset-weighted average fees fell a cumulative
17% to 0.50%, the largest decline of any asset class.

× Relative to other share classes, investors pay the least for ETFs, which cost only 0.24% on an asset-

weighted average basis versus 0.29% in 2013. This reflects investor demand for the cheapest ETFs as
well as a continuing price war among ETF providers. At the other end, load shares cost investors the
most, with 1.01% in annual fees, a portion of which typically pays for distribution and marketing costs.
× Vanguard has had a significant impact on the industry’s asset-weighted average expense ratio and the

recent pace of fee declines, as the company’s low-cost passive funds continue to attract large inflows.
From 2013 to 2016, the industrywide asset-weighted average expense ratio fell to 0.57% from 0.65%, a
14%, or 8-basis-point, decline. Excluding Vanguard, the industry’s asset-weighted average expense ratio
in 2016 would have been higher, at 0.69%, and would have exhibited a smaller 9%, or 7-basis-point,
decline.
× Vanguard boasts the lowest asset-weighted average expense ratio of 0.11%, followed by SPDR State

Street Global Advisors (0.19%) and Dimensional Fund Advisors (0.36%). During the past three years,
Vanguard’s asset-weighted average fee declined a cumulative 21%, the biggest drop among the largest
10 fund families, followed closely by BlackRock/iShares.
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Industrywide Trends
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of U.S. open-end mutual funds and exchange-traded funds finds that, on average,

investors paid lower fund expenses in 2016 than ever before. The asset-weighted average expense ratio
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across funds (excluding money market funds and funds of funds) was 0.57% in 2016, down from 0.61%

in 2015
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three years ago. This decline stems from strong investor demand for lower-cost

funds, principally passive funds and institutional share classes that carry lower fees. This is a positive
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trend, as mutual fund costs have a dollar-for-dollar impact on the returns investors ultimately realize.
Exhibit 1 Asset-Weighted Average Fund Fees Continue to Decline

Source: Morningstar Direct. Data as of 31/12/2016.

Our study found that the simple average expense ratio of the largest 2,000 funds (in 2013), which
accounted for 85% of assets in mutual funds and ETFs, was 0.72% in 2016, unchanged from 2015 and
2014. So on average, the fund industry is not cutting fees on the most widely held funds, which means
the decline in average mutual fund fees paid by investors stems largely from investors’ migration to
lower-cost funds.
In this study, we used the asset-weighted average expense ratio instead of a simple average, or equalweighted average, expense ratio. We feel an asset-weighted average is a better measure of the average
cost borne by investors than a simple average, which can be skewed by a few outliers, such as high-cost
funds that have low asset levels. In 2016, the simple average expense ratio for all funds was 1.14%, but
funds with an expense ratio above that level held less than 10% of fund assets at the end of 2016. So it
is very misleading when a fund company touts "below-average fees."
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Trends in Active Funds and Passive Funds
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has proven that mutual fund costs are a reliable predictor of future fund returns,

in that low-cost mutual funds generally outperform their more-expensive peers. During the past few
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years, assets have been migrating toward lower-cost funds, and this trend has accelerated. Passive
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significantly cheaper than active funds, costing investors an average 0.17% in

2016, 58 basis points less than active funds. More recently, passive funds' cost advantage has grown, as
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the asset-weighted costs of passive funds decline faster than those of active funds.
Exhibit 2 Passive Funds Exhibited Greater Asset-Weighted Average Fee Declines

Source: Morningstar Direct. Data as of 31/12/2016.

With such a large cost difference between active and passive funds, flows into passive funds have
grown rapidly in the past decade, with annual flows doubling from about $200 billion in 2007 to more
than $400 billion in 2016. Also, starting in 2011, flows into passive funds (which includes ETFs and index
funds) have outpaced flows into active funds every calendar year, despite the fact that active funds
outnumber passive funds by eight to one.
Exhibit 3 The Difference in Flows to Active Funds and Passive Funds Has Widened Significantly

Source: Morningstar Direct. Data as of 31/12/2016.

While passive funds have drawn more assets than active funds during these six years, the difference in
flows for the two groups has also widened significantly. In 2016, flows into passive funds hit $429
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billion, versus $326 billion of flows out of active funds, a difference of $754 billion. As a result of these

Page 5 of 14
Page 5 of 14
Page 5 of 14
Page 5 of 14

flowTitle
trends,
passive
Paper
| 22 May
2017

funds’ market share has climbed from 23% in 2012 to 32% in 2016, which in turn

has contributed to the declines in average fees investors pay for their funds. This is significant, as the
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asset-weighted average cost for passive funds of 0.17% is a fraction of the average active fund’s 0.75%.
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the overall asset-weighted average cost of a fund fell 7% in 2016, the largest annual

decline, based on data going back to 1990.
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Exhibit 4 Passive Funds Now Account for 32% of All Funds

Source: Morningstar Direct. Data as of 31/12/2016.
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Active Funds: Investors Shed Expensive Active Funds, Not All Active Funds
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paint a challenging picture for active funds. However, flow trends among just

active funds indicate that investors are selling out of expensive active funds, defined as funds with fees
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that rank within the second, third, fourth, and fifth quintiles (or that are more expensive than the
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relative to other active funds. Investors are still buying low-cost active funds,

albeit at levels significantly lower than that of passive funds. Flows into low-cost active funds, defined
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as funds with fees that fall in the cheapest 20% relative to other active funds, have generally been
positive since 2000, except during the 2008 financial crisis (when, in aggregate, mutual funds and ETFs
saw net outflows) and in 2015, when mutual fund and ETF net flows were only $79 billion, the lowest
since 1993. In 2016, when mutual fund and ETF net flows inched up to $103 billion, flows into low-cost
active funds recovered slightly.
Exhibit 5 Active Fund Flows: Expensive Funds Account for All Active Fund Outflows in 2015 and 2016

Source: Morningstar Direct. Data as of 31/12/2016.

While investors appeared to show interest for pricier funds in the past, recent data suggests that this
appetite has waned. Expensive funds started to see significant outflows in 2014 (of $91 billion), and two
years later outflows reached $369 billion. These flows out of expensive funds have accounted for all the
outflows out of active funds in the past two years. This acceleration in outflows for expensive funds also
explains why the asset-weighted average fee for active funds exhibited a slightly higher rate of decline,
relative to prior years, falling to 0.75% in 2016 from 0.80% in 2014.
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Passive Funds: Investors Have Always Gravitated to Passive Funds With the Lowest Fees
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flows have historically been almost exclusively into the lowest-cost funds, or

funds with fees that rank in the cheapest quintile (or 20%). This trend has held across the large asset
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class groups—U.S. equities, international equities, and fixed income—which receive the lion’s share of

flows.
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is evidenced by the large difference between the 0.17% asset-weighted

average fee for passive funds and the 0.66% simple average in 2016, which is a much wider gap than
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seen among active funds.
Exhibit 6 Passive Fund Flows: Investors Seek the Lowest-Priced Passive Funds

Source: Morningstar Direct. Data as of 31/12/2016.

With investors’ focus on low cost, only two firms have really benefited from this rapid asset growth in
passive funds: Vanguard and BlackRock/iShares. Both firms have a broad menu of passive funds with
fees that are typically among the lowest among their Morningstar Category peers. During the past two
years, Vanguard and BlackRock/iShares have sustained their market-dominating positions in the passive
fund segment, at 49% and 18%, respectively.
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Trends by Asset Class: U.S. Equity Exhibit the Largest Asset-Weighted Average Fee Declines
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by investors fell in six of the seven major asset classes from 2013 to 2016, with U.S.

equity funds showing the largest decline. Not surprisingly, passive funds captured a larger share of the
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market in all six asset classes that experienced fee declines. Alternatives, on the other hand, exhibited

risingTitleaverage
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and a decline in market share of passive funds.
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Exhibit 7 U.S. Equity Funds Exhibited the Largest Asset-Weighted Average Fee Declines

Source: Morningstar Direct. Data as of 31/12/2016.

U.S. equity funds’ asset-weighted average fees fell to 0.50% in 2016 from 0.60% in 2013, a decline of
17%, the largest across the seven asset class groups of funds. U.S. equity funds also have the largest
percentage of assets in passive funds, at 41%, which rose from an already significant 33% in 2013.
Taxable-bond funds exhibited the second-largest three-year decline in fees, as their asset-weighted
average fees fell to 0.48% in 2016 from 0.57% in 2013, a decline of 16%. However, passive funds
accounted for a much lower 26% of all taxable-bond funds relative to U.S. equity funds. As for
international-equity funds, their asset-weighted average fees fell 13%, to 0.70% in 2016, from 0.80%
three years ago. Passive funds now account for 33% of assets, up from 27% in 2013.
Alternative funds were alone in exhibiting rising asset-weighted average fees, to 1.34% in 2016 from
1.27% in 2013. This rise in fees is mostly attributable to a decline of passive funds as a percentage of
assets, to 18% in 2016 from 22% in 2013. Another reason for a rise in fees was performance chasing.
Expensive active funds, such as Marketfield (whose institutional share class charges 1.56%) and Gotham
Absolute Return (2.20%), enjoyed large flows following a year of strong performance.

Page 9 of 14
Page 9 of 14
Page 9 of 14
Page 9 of 14

U.S. Fund Fee Study: Average Fund Fees Paid by Investors Continued to Decline in 2016 | 22 May 2017 | See Important Disclosures at the end of this
report.
Healthcare Observer | 22 May 2017
Paper Title | 22 May 2017
Healthcare Observer | 22 May 2017

Exhibit 8 Fees Paid for Passive Funds Declining Faster Than Fees Paid for Active Funds
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Source: Morningstar Direct. Data as of 31/12/2016.

While the asset-weighted average cost of an active U.S. equity fund fell from 0.83% in 2013 to 0.77% in
2016, these funds are still at a big cost disadvantage to passive funds. Indeed, as the average assetweighted cost of a passive U.S. equity fund also fell (by 2 basis points to 0.11%), there’s still a 0.66% gap
separating the two. This gap (or Active/Passive Spread in Exhibit above) which is also observed among
international equity funds, is the largest across the share classes.
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Trends by Share Class: Investors Migrate to Institutional Shares, ETFs
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share classes, such as load shares, into lower-cost share classes, such as

institutional shares and ETFs, has also been a contributor to falling mutual fund costs to investors. This
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share class migration was partly the result of a change in the financial advisory industry toward a fee-

based
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from commissions. Fee-based advisors are more inclined to use lower-cost

vehicles such as passive funds and ETFs, and with that, fund providers have made it easier to gain
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access to cheaper (typically institutional) share classes. Growth in 401(k) plans, which are increasingly
gravitating toward cheaper share classes, has also contributed to increased availability and usage of
institutional shares.
The charts below group funds into five different share class types: load (A, B, C, or D shares),
institutional, retirement (primarily R shares and Fidelity K shares), other/no load (advisor, investor, M, N
No Load, Other, S, or T shares), and ETFs. All five categories contain both active and passive funds,
though there are fewer passive funds in the load category and far more in the ETF category.
Exhibit 9 ETFs Exhibit Largest Average Fee Declines, Flows, and Market Share Growth

Source: Morningstar Direct. Data as of 31/12/2016.

ETFs showed the largest declines in asset-weighted average fees during the past three years, reflecting
not just investor preferences for the cheapest funds but also fee cuts. Vanguard, BlackRock/iShares, and
Schwab are among the firms that have aggressively cut fees, making it possible for investors to
purchase a total U.S. market ETF for around 0.03% and an international-equity ETF or core-bond ETF for
around 0.04%. This, combined with growing assets into these extremely cheap funds, have resulted in
large declines in the asset-weighted average fees for ETFs.

Page 11 of 14
Page 11 of 14
Page 11 of 14
Page 11 of 14
Page 11 of 14
Page 11 of 14
Page 11 of 14
Page 11 of 14

U.S. Fund Fee Study: Average Fund Fees Paid by Investors Continued to Decline in 2016 | 22 May 2017 | See Important Disclosures at the end of this
report.
Healthcare Observer | 22 May 2017
Paper Title | 22 May 2017
Healthcare Observer | 22 May 2017

The institutional,
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and no-load groups also saw healthy declines, though no-load fee declines

were much less, as this share class has fewer passive funds.
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Shares Suffer Rapid Market Share Decline
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Source: Morningstar Direct. Data as of 31/12/2016.
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Trends by Firm: Vanguard Leads in Asset-Weighted Average Fee Declines and Flows
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a significant impact on the industry’s asset-weighted average expense ratio and the

recent pace of fee declines, as the company’s low-cost passive funds continue to attract large inflows.
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From 2013 to 2016, the industrywide asset-weighted average expense ratio fell to 0.57% from 0.65%, a

14%,Title
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decline. Excluding Vanguard, the industry’s asset-weighted average expense ratio

in 2016 would have been higher, at 0.69%, and would have exhibited a smaller 9%, or 7-basis-point,
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decline.

Vanguard’s impact on industry-wide asset-weighted average fees is due to its market share dominance
and its fees, which typically are the lowest relative to similar peers. The asset-weighted average fee of
Vanguard’s funds fell to 0.11% from 0.14% during the past three years. This 21% decline was the largest
percentage decline among the largest fund providers, thanks to large flows into Vanguard’s low-priced
ETFs and index funds and falling fees in some of Vanguard’s largest funds as the fund company passes
improving efficiencies to fundholders. During that period, Vanguard has strengthened its leading
position, as its market share rose to 22% from 18%. Vanguard’s 2016 asset-weighted average expense
ratio of 0.11% was significantly below that of the second-lowest-cost provider, SPDR State Street, at
0.19%, followed by Dimensional Fund Advisors at 0.36%.
Exhibit 11 Vanguard Exhibits Largest Average Fee Declines, Flows, and Market Share Growth

Source: Morningstar Direct. Data as of 31/12/2016.

BlackRock/iShares also saw a significant 21% decline in its asset-weighted average expense ratio during
the past three years, largely because of the $297 billion in net inflows to its iShares ETFs. In 2012, the
firm launched its "iShares Core ETFs," which are priced to compete with Vanguard's lowest-priced index
funds, and large flows into these Core products also contributed to the firm's falling asset-weighted
fees. As a result, BlackRock/iShares' growth (albeit small) in market share to 8% in 2016 from 7% in 2013
was second after Vanguard.
Some major fund providers have trimmed fees on their largest funds, some because of asset growth, but
some perhaps to be more competitive. American Funds trimmed fees on the A shares of some of its
largest funds during the past three years, even as these funds saw net outflows. Fidelity’s overall

Page 13 of 14
Page 13 of 14
Page 13 of 14
Page 13 of 14

U.S. Fund Fee Study: Average Fund Fees Paid by Investors Continued to Decline in 2016 | 22 May 2017 | See Important Disclosures at the end of this
report.
Healthcare Observer | 22 May 2017
Paper Title | 22 May 2017
Healthcare Observer | 22 May 2017

declines were the result of price cuts to their large index funds. JPMorgan trimmed fees on a few of
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However, there were funds that exhibited rising fees, so industrywide, the

simple average for the largest funds have remained at 0.72% over the last three years.
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Conclusion
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Investors' preference for low-cost investing has grown starker during the past few years. The exodus out
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of active funds has been limited to the most-expensive active funds; low-cost active funds enjoyed
positive, albeit small inflows. The shedding of these expensive active funds, which began in 2014 with
outflows of $91 billion, reached $369 billion in 2016. Passive funds continue to enjoy larger flows every
year, but only into funds with low fees relative to other passive funds. Thanks to these trends, investors
paid an average of 0.57% for their fund holdings in 2016. This cost decline of 7% from the year prior was
the largest ever, based on data going back to 1990. Falling fund costs are certainly a positive trend for
investors, as mutual fund costs have a dollar-for-dollar impact on the returns investors ultimately realize.

K

Page 14 of 14
Page 14 of 14
Page 14 of 14
Page 14 of 14
Page 14 of 14
Page 14 of 14
Page 14 of 14
Page 14 of 14

U.S. Fund Fee Study: Average Fund Fees Paid by Investors Continued to Decline in 2016 | 22 May 2017 | See Important Disclosures at the end of this
report.
Healthcare Observer | 22 May 2017
Paper Title | 22 May 2017
Healthcare Observer | 22 May 2017
Paper Title | 22 May 2017
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Morningstar Manager Research provides independent, fundamental analysis on managed investment

strategies.
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views are expressed in the form of Morningstar Analyst Ratings, which are derived

through research of five key pillars—Process, Performance, Parent, People, and Price. A global research
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team issues detailed Analyst Reports on strategies that span vehicle, asset class, and geography.
Analyst Ratings are subjective in nature and should not be used as the sole basis for investment
decisions. An Analyst Rating is an opinion, not a statement of fact, and is not intended to be nor is a
guarantee of future performance.
About Morningstar Manager Research Services
Morningstar Manager Research Services combines the firm's fund research reports, ratings, software,
tools, and proprietary data with access to Morningstar's manager research analysts. It complements
internal due-diligence functions for institutions such as banks, wealth managers, insurers, sovereign
wealth funds, pensions, endowments, and foundations. Morningstar’s manager research analysts are
employed by various wholly owned subsidiaries of Morningstar, Inc. including but not limited to
Morningstar Research Services LLC (USA), Morningstar UK Ltd, and Morningstar Australasia Pty Ltd.
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