
 

THE HIDDEN COSTS OF MUTUAL FUNDS 

In the first quarter each year, mutual fund investors gather tax slips and 
evaluate their annual statements to assess how their investments fared. Most of 
them, however, don’t consider the unseen costs embedded within their mutual 
fund portfolios – costs that are often punitive and can sometimes approach up 
to 3-4% of asset value per year.  

If this number seems surprising, a quick tally of the many charges associated with mutual funds reveals 

the problem for investors. The following table details, on average, how the costs can add up:  

 

Average Management Expense Ratio (MER) 2.00-2.25% 

Brokerage Commissions 0.25 

Trading Impact Costs 0.25 

Total Costs 2.5-2.75%  

 
 
The explanations:  
  

• Average Fees – In 2011, Morningstar released a study indicating that the median equity fund MER is 

over 2% in Canada. Elsewhere, it has been recently reported in the financial press that on an asset-

weighted basis, excluding segregated funds and labour sponsored funds, equity fees are closer to 

2.25%. Either way, it's a punishing cost. As a rule, smaller company funds and globally oriented funds 

have the highest management expenses and index funds have the lowest.   

• Brokerage Commissions – Most investors do not realize that brokerage commissions are not 

included in the MER of a mutual fund. This is referred to as the Trading Expense Ratio or TER. 

Obviously, the higher the turnover rate in the fund, the higher the cost that needs to be factored in. 

Studies have shown the average turnover rate for a Canadian mutual fund is about 80% per year, 

meaning 80% of the assets in a fund will change annually. Large blue chip funds with low turnover 

rates may have commission charges as low as 0.05% while funds with higher turnover easily reach 

costs of 0.4% and above.   

• Trading Impact Costs – The total cost to complete every trade equals the commission plus market 

impact costs. The more illiquid the security, the higher the bid/ask spread and therefore the higher 

the ultimate cost to the investor. According to a recent study in the U.S., these costs approximate 

0.1% for large-cap stocks, as much as 1% for small-cap shares and upwards of 4% for micro-cap 

stocks. Again, higher turnover will translate into higher market impact costs.  

• Sales Charges – Although omitted from our cost analysis above, there is another variable to 

consider. Mutual funds may have sales charges, either front-end or deferred. Front-end charges or 

loads are incurred at the time of purchase while deferred charges are charged at time of sale and 

will decline to zero after a period of several years. Typically, deferred sales charges start at about 

6% and decline by 0.5% per year over seven years to the point when no sales charges exist. Recent 

studies indicate that funds sold on a front-end or deferred sales charge basis are declining. However, 

this may be an added cost for some.  

 



 

In conclusion, if we add up all the above costs, it’s easy to see how mutual fund fees might approach 3-

4%. And that's before taxes are taken into account. On a high turnover fund, taxes may reduce returns 

by another 1-2% per year due to realized capital gains distributions.   

  

Historically, equity markets have delivered long-term returns of about 10% per year on average. Some 

years were better of course, but as recent experience has shown, some years were also worse. This 

reality makes it highly unlikely that mutual fund investors can ever build wealth if their market returns 

are so hampered by the drag of costs and taxes. We at Milestone believe therefore that once assets 

reach six figures and beyond, investors should look to restructure mutual fund portfolios into less 

expensive, superior alternatives.  

 

 

 

  

 




