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Abstract 

Analysis of the Impact of Redemption Fees on Mutual Fund 

Performance: A study on US Small Value Funds 

By 

Junxuan Zhu 

 

The purpose of this paper is to test the effect of redemption fees on mutual 

fund performance. The focus type of mutual funds in this paper is US small 

value funds. In order to achieve this purpose, 3 models will be applied in 

this paper: they are model (1) redemption fees to expense ratios, model (2) 

measure of mutual fund’s performance, and model (3) redemption fees to 

mutual funds’ performance respectively. GLS regression method will be 

applied twice in this paper to examine the relationship between redemption 

fees and performance. 
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Chapter 1: Introduction 

1.1 Purpose of Study 

As an ideal investment vehicle, mutual funds provide a cheap avenue for 

people who don't have enough money to buy a portfolio of stocks and 

bonds. For this reason, investor demand for mutual fund services has 

increased dramatically in recent years. According to Investment Company 

Institute (2014), from 1990 to 2013, the number of households owning 

mutual funds have more than doubled—from 23.4 million to 56.7 million. 

With mutual funds, investors don't have to spend their time and energy 

reviewing stock information and news from companies in order to make 

timely and correct decisions.  

As with any business, mutual funds involve costs. According to U.S. 

Securities and Exchange Commission (SEC), some funds cover costs 

associated with an individual investor’s transactions and account by 

imposing fees and charges directly on the investor at the time of the 

transaction. 



 

 2 

 

Redemption fee, which is also referred to as exit fees, is usually mistaken 

for "back-end load" or "contingent deferred sales charge" even by many 

well-known academic websites. Redemption fees are charged when 

shareholders redeem their shares. Redemption fee is completely unrelated 

to “back-end load” or "contingent deferred sales charge". SEC states 

clearly that “unlike a sales load, which is used to pay brokers, a redemption 

fee is typically used to defray fund costs associated with a shareholder’s 

redemption and is paid directly to the fund, not to a broker. The SEC limits 

redemption fees up to 2%.” 

Perrault (2002) pointed out that redemption fees can be associated with 

no-load fund. Back-end loads mean the fee is charged when you redeem 

the mutual fund. Articles in Investopedia explained that, for the sale and 

redemption of mutual funds this cost may be charged by some banks and 

broker-dealers on no-load mutual funds. 

Because of the extra charge for an early exit, the short-term investor may 

think twice before buying into mutual funds with redemption fees.  

The objective of this paper is to test the relationship between redemption 

fees and the performance of mutual funds, focusing on US small value 
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funds. The null and hypothesis tests are whether redemption fees do affect 

mutual fund performance or not. 

1.2 Motivation of Study 

Redemption fee is an existing but often neglected cost of mutual funds. 

According to Braithwaite et al. (2014), US Federal Reserve officials are 

concerned that bond funds are becoming "shadow banks", with which 

investors can withdraw their money on demand. Matt Smith (2014) pointed 

out that one reason that stocks outperform mutual funds is due to the direct 

and indirect costs associated with mutual funds. He believes that a key 

reason why investment advisors and managers encourage investments in 

mutual funds is they could earn huge fees from managing a pool of money.  

While according to the report of Investment Company Institute (2014), 

there’s a drop in MER, while an increase in NAV form 2000 to 2013. Mutual 

fund expenses also have fallen because of economies of scale and 

competition. This paper focuses on whether there exists a relationship 

between MER and the NAV of mutual funds. 

To sum up, mutual funds are currently the most popular investment vehicle 

and provide several advantages to investors. However, redemption fee is 
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often neglected when investors select funds to invest in. The effect of 

redemption fees on mutual funds’ performance is worthwhile researching 

into. 
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Chapter 2: Literature Review 

2.1 Effect of Fees on Mutual Fund Expense Ratio 

Della and Olson (1998) stated that, by reducing transaction costs and 

expenses, redemption fees may be a motivation for investors to invest for 

longer term. In other words, although redemption is a category of fees, it 

could cut down other fees, thus promoting the performance of mutual funds. 

They also fund that, mutual funds with redemption fees, along with tend to 

earn higher risk-adjusted returns compared to lower risk-adjusted returns 

resulting from mutual funds with front –end load. Redemption fees are 

meant to be paid to cover distribution expenses and sometimes 

shareholder service expenses. 

In Della and Olson’s paper, they tried to determine if there exists any 

relationship between MER fees and mutual funds performances. They 

believe other variables may also affect the expense ratio. These include 

such as size, turnover activity, age, and fund type.  

They find that redemption fees have a positive and significant effect on 

mutual fund expenses. For the three measures of risk-adjusted 

performance employed, they found that, funds with redemption fees are 
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associated with superior performance. Thus, for a given expense ratio, 

redemption fees may be justified. 

Perrault (2002) conducted a study on relationship between redemption fees 

and various type of mutual funds’ performance. Funds examined include: 

large cap growth, small cap growth, large cap value, small cap value, 

health care biotechnology, technology, communication, microcap, and 

pacific mutual funds.  

He pointed out that, the redemption fee will be regressed as a dummy 

variable since not all mutual funds charge redemption fees: zero meaning 

the fund does not have a redemption fee and one meaning the fund does 

have a redemption fee. The value of coefficient reflects the effect on 

redemption fees. A positive coefficient more than zero for the redemption 

fee variable would indicate that there is a positive effect on mutual fund 

returns though redemption fees, while a coefficient of zero would mean 

there is no effect on fund returns, and a negative coefficient would illustrate 

that redemption fees have a negative effect on mutual fund returns. The 

results tell us that there is a positive, direct relationship between 

redemption fees and expense ratios. The one regression conducted was 

significant and the coefficient was positive. 
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2.2 Redemption Fees and Performance 

Della and Olson’s work (1998) employed four measurements for the 

performance of equity mutual funds, to reduce the inherent problem of 

interpretation posed by the only of one risk measure.  

They conclude that funds with redemption fees normally incur higher costs 

at a given MER. For any of the performance measures, the expense ratio is 

negative and significant. Therefore, if the expense ratios are same between 

two funds, the fund with redemption fee is found more attractive as having 

higher risk adjusted performance relative to the fund without this fee.     

In Perrault’s (2002) paper, he used sharpe ratio as the measure of mutual 

funds’ performance which is presented by the Sharpe’s ratio. Perrault 

conducted tests on various types of mutual funds, and obtained 

inconsistent results. The results reveal that redemption fees do not have 

any significant effect on mutual fund performance. He therefore attributed 

this to the lack of consideration for the effect of size and market timing 

activities. 

Nanda. Narayanan and Warther (2000) frocused on the effects of loads in 

terms of liquidity and manager ability. When investors with low liquidity 
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needs, funds constraining cash out-flows may incur lower fees and provide 

higher returns. However, mutual funds can be structured to reduce liquidity 

needs by adding loads in different forms and redemption fees. This reduces 

the risk of selling securities quickly to meet liquidity preferance or incase a 

run of mutual funds, as well as reducing the opportunity costs of holding 

cash equivalent assets in anticipation of redemptions. 

Hooks (1996) examined 1,012 mutual funds to examine the effects of sales 

loads and expenses on mutual fund returns. He found the mutual funds that 

have lower expenses and loads outperform funds with average expense or 

no-load mutual funds. He concluded that no-load mutual funds are not 

necessarily better than funds with loads.  

Dowen and Mann(2004) examined pure no-load funds over five-year period. 

They concluded that expense ratios are not significantly related to returns 

on equity funds. For fixed income funds, there is a significant negative 

relation between expense ratio and fund return. The inconsistency in the 

results between equity and fixed income funds may due to the fact that 

returns on fixed income securities are more controllable than returns on 

equity securities. If that is true, then management efficiency in controlling 

costs becomes a relatively more important matter for the fixed income 
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funds. 

Berkowitz, M. K. (2002) examines the relationship between the fees 

charged by mutual funds and their performance. The work distinguishes 

between high- and low-quality funds and sheds some additional light on the 

growing controversy concerning the role of independent directors as 

monitors of the fee setting practices within funds. We find that for 

high-quality managers, there is a positive relationship between fees and 

performance. In contrast, for lower-quality managers, there is a negative 

relationship between fees and performance. 

2.3 Summary 

To examine the utility cost of redemption fees for rebalancing long horizon 

agents, Lynch and Tan (2007) calibrated the fee rate to data and consider 

three scenarios: a redemption fee on the market portfolio which is the only 

risky asset available; a redemption fee on a portfolio of high book-to-market 

stocks and costless rebalancing of the market; and, a redemption fee on 

the high book-to-market portfolio and proportional cost to sell the market. 

They made a conclusion that the utility costs of redemption fees are indeed 

small for rebalancing long-horizon investors. Thus, this conclusion 
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suggests that redemption fees may be feasible in preventing short-term 

investors from trading on “stale” prices by. On purpose of deterring 

short-horizon investors from making use of the “stale” prices, redemption 

fees have to be viable enough, they must also be large enough. 

In summary, previous results confirm that a relationship between expenses 

and performance exists, while the effect of redemption fees on mutual 

funds is mixed.  
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Chapter 3: Data and Methodology  

3.1 Data Resources 

Data for this research is obtained from four resources mainly: they are 2014 

investment company institute (2014), website of Morningstar (2014), 

database of Broadridge (2014), and Bloomberg. Data on annual redemption 

rates for long-term mutual funds were obtained from 2014 investment 

company institute (2014).  

Data shown in table 2 (in appendix) are gathered from Morningstar Database. 

These data include returns, NAV, and MER. The redemption fee information 

is extracted from the database named Broadridge (2014) as it state clearly 

the fees on mutual funds with emphasis on US small value funds. It contains 

402 mutual funds in this category, there left 328 funds after modification, 60 of 

them have redemption fees. The total data described above are acquired by 

the date on Aug. 7th, 2014. NAV of each fund is denoted in US Dollar. In the 

category of load, there exist 3 types: no load, front-end load, and deferred 

load. These three types are denoted as 0, F, and D respectively. MER is 

known as management expense ratio is also designated as percentage in the 

table. The redemption fee is presented in percentage, as a part of proceeds 
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of redemption to be paid to be a fee. Moreover, redemption fees are 

distributed in a range from zero percent to two percent. Returns of mutual 

funds are listed in form of percentage by 1-year return. Some details have to 

be noted as following:  

i. MER is replaced by the expense ratio when MER is missing, which is the 

annual fee that all funds or ETFs charged from their shareholders, most of 

them are retrieved from annual report. If a mutual fund has neither MER nor 

expense ratio, this item is substituted by the actual expense but the expenses 

stated on the prospectus. That is because, in order to get a true relationship 

between redemption fee and performance, the actual expense is more 

valuable than the one on prospectus. The reason of missing 2 data is 

because they were newly released to the market. 

ii. In order to avoid different time interval, only 1-year returns are employed in 

data analysis. It means I will do my research without the new mutual funds 

(they have no 1-year return). 

iii. Some of mutual funds in table 2 are identified by "LW" at the end of the 

fund name and at the end of the ticker symbol. According to Thune (2014), 

load-waived funds are mutual fund share class alternatives to loaded funds, 
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such as A share class funds. As the name suggests, the mutual fund load is 

waived (not charged). For example, American Beacon Small Cp Val A 

(ABSAX), which is an A share fund, has a load-waived option. So we just 

apply one mutual fund in regression models but both of the fund and the LW 

fund.  

3.2 Models 

The model to be used in this paper is purposed to state the relationship 

between redemption fee and MER. Unlike Perrault’s (2002) work, this paper 

is not going to make redemption fee variable as a dummy variable. In other 

words, only mutual funds with redemption fees will be included in the sample. 

The related model is a linear function just as follows:  

ln(MERi)=α+β(ln(redi))+ζi    (1) 

Where,  

 MERi is the MER of mutual fund i 

 α is the intercept 

 β the coefficient of redemption fee variable 
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 redi is the redemption fee variable of mutual funds i  

 ζi is the error term 

Another model in this paper is aimed to examine the relationship between 

redemption fee and mutual fund performance. The model to measure the 

performance of a mutual fund is the first model of Della and Olson’s (1998) 

methods. Basically, this measure of performance is Jensen’s alpha, which 

represents the average return on a portfolio over and above that 

predicted by the capital asset pricing model (CAPM), given the 

portfolio's beta and the average market return. This is the portfolio's 

alpha. The Jensen alpha measure is the intercept from the 

Sharpe-Lintner CAPM regression of portfolio excess returns on the 

market portfolio excess return over the sample period. This model will 

be applied in table 3: performance of funds with redemption fees. The 

Performance (Jensen alpha) is retrieved from Bloomberg. 

Performancei=Ri-(Rf+bi(Rm-Rf))    (2) 

Where, 

 Ri is the actual 1-year return of fund i 
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 Rf is US government one-year T-bill return  

 bi is the bata of mutual fund i 

 Rm is the Russell 2000 index annual return equals to 7.2219%. The 

Russell 2000 Index measures the performance of the small-cap segment 

of the U.S. equity universe. 

 ei is the error term 

The last model tests the relationship between performance and redemption 

fee. Looking likely to the model of Della and Olson (1998), but several 

variables are neglected, while adding the NAV variable. This model is 

structured in a linear function: 

Ln(Peri) =b0+b1 ln(MERi)+b2ln(redi)+b3ln(NAVi)+b4ln(ri)+εi   (3) 

Where, Peri stands for the performance measured by model (2) for fund i, b0 

is the intercept, b1, b2, b3 and b4 are coefficients of variables, εi is the error 

term. 

3.3 Methodology 

Ordinary least squares (OLS) or linear least squares will be applied in this 



 

 16 

 

paper, which is a method for estimating the unknown parameters in a linear 

regression model. This method minimizes the sum of squared vertical 

distances between the observed responses in the dataset and the responses 

predicted by the linear approximation. While it has shortcomings because 

variables have to meet strict rules: BLUE. In model (1) and model (3), log-log 

model, which is also referred to log-linear model, is a better way to measure 

elasticity, known as the exponential regression model. 

One attractive feature of the log-log model, which has made it popular in 

applied work, is that the slope coefficient measures the elasticity of 

dependent variable and independent variable. The log-linear model is one of 

the specialized cases of generalized linear models. Elasticity is the ratio of the 

percent change in one variable to the percent change in another variable. The 

coefficient in a regression is a partial elasticity since all other variables in the 

equation are held constant. Therefore, b1 in model (3) can be interpreted as 

the percent change in performance from a one percent increase in MER, 

holding other variables constant.  

Compared with works of Della and Olson (1998) as well as Perrault (2002), 

one of the significant differences of this paper is applying log-log model. 

Because the dependent variable as well as all explanatory variables are 
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transformed to logarithms, observations are now are normal distributed. 

Besides, an R-square comparison is meaningful only if the dependent 

variable is the same for both models. So the R-square from the linear model 

cannot be compared with the R-square from the log-log model. That is, the 

R-square measure gives the proportion of variation in the dependent variable 

that is explained by the explanatory variables. For the log-log model the 

R-square gives the amount of variation in ln(Y) that is explained by the model. 

For comparison purposes we would like a measure that uses the anti-log of 

ln(Y). 
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Chapter 4: Results and Conclusion 

4.1 Analysis of Results 

The summary of statistics is listed in Table 3 below. There are 60 

observations in consideration in total. All one-year raw returns are positive. It 

shows the mean of performance, which is the measure of abnormal return 

(adjusted return) is 1.977283, is positive, attributing the results that most of 

the funds with redemption fees perform well. While the adjusted return of 60 

observations are relatively volatile as with standard deviation equals around 

3.7. Compared with the one-year returns, performances of sample are more 

volatile with higher standard deviation as well as larger distribution interval 

(min: -4.969, max: 11.684). Redemption fees are distributed in a range from 

0.5 to 2.  

Table 3: Data Summary 
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Original data is not distributed in normal distribution, according to check each 

variable in detail. In this case, we have to generate variables in log function, 

therefore getting data in the form of normal distribution. I obey the rule of GLS 

in this step. 

By doing regression on MER of redemption fee as model (1) suggests, the 

result is shown in table 4:  

Table 4: Results of Model (1)

 

Obviously, the result of model (1) is not ideal. The results report that 

redemption fees do not have a significant impact on expense ratio, as both P 

value and t statistic are not approved. P value is approaching to zero if this 

model is proved, with P value equals to 0.0422, this model will not be proved. 
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R-squared and adjusted R-squared (0.0692 and 0.0532) are not high enough 

as R-squared is a statistical measure of how close the data are to the fitted 

regression line. A low R-squared is most problematic when producing 

predictions that are reasonably precise.  

The t statistic is the coefficient divided by its standard error. The standard 

error is an estimate of the standard deviation of the coefficient, the amount it 

varies across cases. It can be thought of as a measure of the precision with 

which the regression coefficient is measured. If a coefficient is large 

compared to its standard error, then it is probably different from 0. The t 

statistic value of lnred shown in this table is -2.08, which is located out of the 

95 percent confidence interval. Therefore, the coefficient of lnred is not 

statistically different than zero. 

The result of the third model which means to measure the relationship 

between redemption fee and mutual funds is described below, in Table 6:  

Table 5: Results of Model (3) 
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By doing regression of 4 variables, this model is approved by having a P 

value equals to 0.0003. The coefficient of redemption fee variable is 0.2278. 

The degree of freedom of this model is 56 due to consisting 4 variables and 

60 observations, thus the student test has to apply 56 as df. With the t statistic 

equals to 1.07, the variable of lnred is statically significant depends on the 

selection of the level of significance. It do have positive contribution of funds 

performance at 10% level, while not statistically significant at a more stringent 

level. 

4.2 Conclusion 

One reason, which is the most significant reason, of the failure of the first 

model is that, the small value funds do not have a large enough sample of 

mutual funds with redemption fees to come to any solid conclusions regarding 
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redemption fee effects on performance. Secondly, some factors are omitted 

in this model, such as funds’ age, asset, loads and etc.  

The results of the third table suggest that the significance of redemption fee to 

performance is defined by different investors with different measuring 

standard: for cautious investors may consider redemption fee as a part of 

contribution of good performance. They may reject the null hypothesis, H0: 

Redemption fees do not affect mutual fund performance, but accept the 

alternative hypothesis, H1: Redemption fees do affect mutual fund 

performance. 

The reason of positive relationship between redemption fee and mutual fund 

performance is possibly due to imposing redemption fee will allow portfolio 

managers has longer investment period and yielding higher return in longer 

term. Just as Finke, Nanigian, and Waller (2012) concluded in their paper, 

funds that initiate redemption fees increasing opportunities to invest in less 

liquid securities, allowing long-run investors with higher average performance 

by reducing cash outflows. 
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Table 1: US Small Value Funds 
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Table 2: Performances of Funds with Redemption Fees. 

 

 


