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Many mutual fund shareholders invest in funds with su-
pracompetitive fees that reduce their expected return even though
lower cost alternatives are available. While financial arbitrage can
correct pricing problems for other types of securities, conventional
arbitrage is difficult to implement in the mutual fund market. As a re-
sult, concerns about excessive fund fees have attracted the attention of
policy makers, including the SEC. This Article proposes legal reform
to our system of mutual fund regulation that responds to the problem
of high-cost funds by providing the investors who are making the
most substantial mistakes with salient and transparent market infor-
mation about the existence of superior investment alternatives. We
first consider ways that regulation could be reformed to facilitate what
we call “short redemption,” the mutual fund analog to “short selling”
of securities. A vibrant market for short redemptions would allow
smart money to arbitrage fee differences by selling (redeeming) short
high-fee funds while buying comparable low-fee funds. But because
of predictable resistance from the shorted funds and the difficulty of
obtaining shares to borrow, this Article concludes that short redemp-
tion is unlikely to provide sufficient arbitrage discipline of inefficient
high-fee funds. Instead, this Article proposes regulatory reform that
would encourage low-fee funds to offer “improved performance
guarantees.” An improved performance guarantee promises that the
consumer will achieve a better net financial outcome if she switches
from a current provider to a competitor product. The core notion is to
guarantee to the consumer an improvement in relative performance.
The guarantee functions as an arbitrage of high-fee funds that would
improve price competition in the mutual fund market. The Article’s
central claim is that lawmakers and regulators can enhance competi-
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tion in mutual funds by enabling sophisticated investors to arbitrage
supracompetitive fees.
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I. INTRODUCTION

Mutual fund investors pay fees for the stock-picking and administra-
tive services provided by the mutual fund manager. Investors hope, of
course, that superior returns will more than compensate for the price
paid, but some differences in mutual fund prices cannot be attributed to
differences in expected return. One stark example is the wide range of
prices in index funds, which are designed to track a particular market in-
dex at low cost. For example, as of 2012, MainStay Investments’
(MCSEX) expense ratio on its S&P 500 index fund was more than four
and a half times larger than the expense ratios that Vanguard (VFINX)
and Fidelity (FUSEX) charged on their S&P 500 indices (0.81%, 0.17%,
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0.10%, respectively).! All three funds attempt to mimic the performance
of the S&P 500, so investors in these funds are choosing between funds
that are targeting the same pre-fee return, but doing so at very different
prices.? This pricing disparity is just one example of a well-understood
phenomenon in the mutual fund market: some mutual funds charge su-
pracompetitive prices.’

Asset management fees are fundamentally important to mutual
fund investors. Since fees are a constant drag on returns, their effect
compounds over the course of a career and can lead to very different sav-
ings outcomes. For example, an individual saving $500 a month from the
age of twenty-five to sixty-five could see their end-of-career savings di-
minished by nearly half as a result of a difference of two percent in fund
fees.* Moreover, empirical studies have shown that few actively managed
funds justify their fees; in fact high fees are associated with worse pre-fee
returns.” Avoiding high costs is, therefore, essential to the retirement sav-
ings goals of millions of investors. As such, mutual fund fees have been a
subject of long-standing concern. The Investment Company Act of 1940,
for example, now includes a fiduciary duty regarding fees,® and the SEC
has announced enforcement measures targeting costly funds.” Despite
this attention, fees in many funds remain stubbornly high.

Rather than look to regulatory solutions, we begin by asking a more
fundamental question: how is it that funds that target an identical index
can charge different prices? Mutual fund shares are securities, and in se-
curities markets for stocks and bonds, when the price of a security ex-
ceeds its fundamental value, sophisticated investors can profit by borrow-
ing shares of that security and selling them short, repurchasing the shares
after the price declines to pay back the loan.® This short selling puts
downward pressure on the price of the security and drives it closer to its

1. FIDELITY INVESTMENTS, SPARTAN 500 INDEX FUND: SUMMARY PROSPECTUS 2 (Oct. 1,
2013), available at htips://sccurc.ingham.com/prospectus/FUSVX.pdl (showing an cxpense ratio of
0.10%); MAINSTAY INVESTMENTS, PROSPECTUS FOR MAINSTAY EQUITY INDEX FUND 4 (Feb. 28,
2012), available at hitp://quotc.morningstar.com/[und-[iling/Prospcctus/2012/2/28/.aspx?t=MCSEX&
ft=497&d=12353d72ae7998495c85794d22c36¢d1 (showing total annual fund operating expense ratio of
0.81); VANGUARD FUNDS, SUPPLEMENT TO THE PROSPECTUSES 1 (Apr. 28, 2014), available at
http://www.vanguard.com/pub/Pdt/p040.pdf (showing an expense ratio of 0.17% for 2013).

2. E.g., FIDELITY INVESTMENTS, supra notc 1, at 3; MAINSTAY INVESTMENTS, supra note 1, at
5; VANGUARD FUNDS, supra note 1, at 2.

3. Javier Gil-Bazo & Pablo Ruiz-Verdd, The Relation Between Price and Performance in the
Mutual Fund Industry, 64 J. FIN. 2153, 2179 (2009).

4. R. GLENN HUBBARD ET AL., THE MUTUAL FUND INDUSTRY: COMPETITION AND INVESTOR
WELFARE 19 tbl.2.1 (2010).

5. Gil-Bazo & Ruiz-Verdd, supra note 3, at 2178.

6. 15U.S.C. § 80a-35(b) (2012).

7. James G. Cavoli ¢t al., The SEC’s Mutual Fund Fee Initiative: What to Expect, 16 WESTLAW
J. SEC. LITIG. & REG.,Nov. 16,2010, at 1, 1.

8. Robert S. Bloink, Does the Dodd-Frank Wall Street Reform Act Rein in Credit Default
Swaps? An EU Comparative Analysis, 89 NEB. L. REv. 587, 621-22 (2011); see also 17 C.F.R.
§242.200(a) (2014) (defining a short sale as “any sale of a security which the scller does not own or
any sale which is consummated by the delivery of a security borrowed by, or for the account of, the
seller”).



4 UNIVERSITY OF ILLINOIS LAW REVIEW [Vol. 2015

fundamental value.’ This mechanism of arbitrage is fundamental to price
efficiency in capital markets."” When arbitrage is either prohibitively ex-
pensive or impossible, this corrective mechanism is absent. Because so-
phisticated investors cannot bet against predictably underperforming
high-fee funds, they persist:
[T]he only thing an informed investor can do in the market for in-
dex funds is to buy the good-performing funds—no arbitrage is pos-
sible. In such a market, all that is necessary for inferior funds to ex-
ist and grow is a set of uninformed investors and a set of
distributors who have an economic incentive to sell inferior prod-
ucts. In a market where arbitrage is impossible, we may be disap-
pointed, but we should not be surprised when inferior products ex-
ist and even prosper."
The purpose of this Article is to examine the obstacles to arbitrage in the
mutual fund market, examine the current regulatory environment,
demonstrate the economic feasibility of mutual fund arbitrage, and sug-
gest regulatory change that would enable effective arbitrage of high-fee
funds. Such reform would enhance price competition in the mutual fund
market to the benefit of individual investors who might otherwise pur-
chase high-cost funds.

This Article begins with an explanation of how conventional arbi-
trage could work in the mutual fund market to enhance competition. If
borrowing of mutual fund shares were possible at a low cost, sophisticat-
ed investors would be able to borrow shares of MainStay’s high-fee mu-
tual fund, promising to return sufficient cash in the future to make the
lender of shares (more than) whole. The sophisticated borrower would
redeem the shares from the fund and take the proceeds and reinvest
them in the comparable low-fee Vanguard index. Such “short redemp-
tions” would allow smart money to arbitrage fee differences by selling
(redeeming) short high-fee funds while buying comparable low-fee
funds. High-fee funds, like MainStay, would face increased incentives to
reduce their fees or risk being figuratively driven from the market by
waves of redemptions. We explain why conventional short selling—
though legally permissible—is unlikely to solve the supracompetitive fee
problem in the mutual fund market. The absence of a robust secondary
market for mutual fund shares, combined with poor incentives for many
brokers to lend, creates an obstacle to effective short redemption that in-
terferes with arbitrage and protects funds with supracompetitive fees.

To address the difficulties of arbitrage through short redemptions,
we argue for a new type of arbitrage, enacted through regulatory reform

9. EKKEHART BOEHMER & JULIE WU, EDHEC, SHORT SELLING AND THE PRICE DISCOVERY
PROCESS 8 (2010), available at http://www.edhec-risk.com/edhec_publications/all_publications/RISK
Review.2011-04-06.2018/attachments/EDHEC%20Working %20paper %20-%20Short %20selling %20a
nd %?20the %20price % 20discovery % 20process % 20F.pdf.

10. Id. at5,15.
11. Edwin J. Elton et al., Are Investors Rational? Choices Among Index Funds, 59 J. FIN. 261, 286
(2004).
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that would enable low-fee funds to offer “improved performance guaran-
tees.” An improved performance guarantee promises that the consumer
will achieve a better net financial outcome if she switches from a current
provider to a competitor product. The core notion is to guarantee to the
consumer an improvement in relative performance.” Intuitively, if two
funds track the same index, but vary widely in price, then the lower-
priced fund will almost certainly deliver superior after-fee performance
than the higher-priced fund. In our suggested implementation, low-cost
funds could offer guarantees that effectively divide some of the benefit of
improved performance between the low-cost fund and the consumer.
Since the guarantee enables low-cost funds to profit from their systemat-
ically superior performance while encouraging redemptions from high-
cost funds that serve as guarantee targets, performance guarantees are
another form of arbitrage.

Our central claim is that lawmakers and regulators can enhance
competition in mutual funds by enabling competitors or third-party in-
termediaries to arbitrage differences in expected mutual fund returns.
Arbitrage can be directly facilitated by enabling investors to combine
short redemptions of low-expected-return funds with long purchases of
high-expected-return funds. But arbitrage can also be facilitated by ena-
bling competitor funds or third parties to offer improved performance
guarantees. For example, in the mutual fund industry, Vanguard might
offer the following improved performance guarantee to any investor who
is currently invested in the MainStay index:

On any funds that you invest in the Vanguard index, we will guar-
antee that after a year you will have more money in your Vanguard
account than if you left the money invested in the MainStay index.
More specifically, we promise to reimburse you for one-hundred
percent of any shortfall in relative performance if you will grant
twenty percent of any upside in relative performance.”
Under this guarantee, Vanguard would not be promising that the S&P
index would be increasing during the next year. It would only be promis-
ing that the Vanguard fund would produce a higher (net of expenses) re-
turn.

The improved performance guarantee can enhance ex anfe price
competition by credibly communicating to investors that the Vanguard
index dominates the MainStay index, even if these investors do not ac-
cept the guarantee. Instead of the universal disclaimer that “evidence of
past performance does not guarantee future performance,” a competitor
would provide a guarantee about relative future performance. Investors

12.  The South African insurance and financial services company Discovery offers a product that
awards bonuses to investors, if their fund is not in the top quartile of earners. Their “Quartile Perfor-
mance Protector” product, for example, boost returns up to twenty percent if the fund is in the bottom
quartile. DISCOVERY INVEST, RETIREMENT PLANS: SAVE OVER THE LONG TERM TO ENSURE
FINANCIAL INDEPENDENCE 4 (2014), available at https://www.discovery.co.za/discovery_coza/web/
linked_content/pdfs/invest/discovery_invest_retirement_fact_file.pdlf.

13. This is an example of a fund’s improved performance guarantee to investors of a competitor
fund in order to facilitate arbitrage in expected returns.
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who switch from the MainStay to Vanguard index without taking the
guarantee would retain one-hundred percent of the enhanced relative re-
turn. In essence, these investors would be saying, “Thank you for speak-
ing to me credibly about the superiority of your product. I will switch,
but I do not want to trade the twenty percent of the upside to receive the
one-hundred percent of downside protection.” The mere fact that Van-
guard is able to offer such a guarantee would give these customers suffi-
cient information to choose the lower-priced product. For these inves-
tors, the guarantee offers Vanguard a new, cheap mechanism for
acquiring new accounts.

Other investors, however, who—notwithstanding Vanguard putting
its money where its mouth is—are still worried about whether the Van-
guard index is really a better deal, can accept the guarantee and assure
themselves of the best of both worlds. By shifting their money to Van-
guard with the guarantee, they can assure themselves of every dollar of
the MainStay return and still participate in eighty percent of excess Van-
guard return.

The guarantee also can provide benefits to investors who have a va-
riety of standard cognitive biases. For example, the guarantee provides a
means of taking the low-cost fund’s fee advantage, which tends to be low
salience for some investors,"* and converting it to an advantage in re-
turns, a feature which tends to be high salience through the use of a
guarantee,” which is likely to be very high salience. This means that less-
sophisticated, fee-insensitive investors who respond more strongly to re-
turns can be induced to make a better investment choice.

Second, the guarantee option will also likely be attractive to inves-
tors who are reluctant to shift from their status quo investments and suf-
fer from the “status quo bias.”' These investors can maintain a virtual
attachment to the old, while creating an option for higher return. Be-
cause the guarantee account each month shows the investor what the
value of the old account would have been and gives the investor the
wherewithal to reverse course and reinvest in the status quo, the guaran-
tee allows investors to frame the strategy as maintaining the old account
but gaining an option to participate in potentially higher returns of an-
other fund.

Finally, the guarantee may also prove attractive to investors who, in
particular, wish to avoid picking the worst investments. Dan Ariely has
shown in a variety of different contexts that decision makers in deciding
between “A” and “B” will increase their likelihood of picking “A” if a

14.  Jamcs J. Choi ct al., Why Does the Law of One Price Fail? An Experiment on Index Mutual
Funds 5 (Nat'l Bureau of Econ. Research, Working Paper No. 12261, 2006), available at http://www.
nber.org/papers/wi2261.

15. Andrea Frazzini & Owen A. Lamont, Dumb Money: Mutual Fund Flows and the Cross-
Section of Stock Returns, 88 J. FIN. ECON. 299, 300 (2008).

16. Alexander Kempf & Stefan Ruenzi, Status Quo Bias and the Number of Alternatives:
An Empirical Hllustration from the Mutual Fund Industry, 7 J. BEHAV. FIN. 204, 211 (2006); William
Samuelson & Richard Zeckhauser, Status Quo Bias in Decision Making, 1 J. RISK & UNCERTAINTY 7,
14 (1988).
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third option, “A’,” which is clearly dominated by “A,” is added to the
menu of possible choices.”” Thus, for example, a photograph of Ayres is
more likely to be chosen as more attractive than a photograph of Curtis
if a third option with a distorted image of Ayres is added. Subjects who
are anxious about making a clear error can at least be sure that un-
distorted Ayres is superior to distorted Ayres. Analogously, investors
who are trying to choose among a range of disparate and difficult to
compare mutual funds can take comfort in knowing that the guaranteed
fund is at least better than the fund that it targets. More sophisticated,
fee-sensitive investors who may balk at sacrificing twenty percent of the
upside can use the availability of the guarantee as a proxy to identify a
low-cost, high-quality investment option. Even if these investors opt not
to accept the guarantee, their shopping costs are lowered because the
guarantee represents a credible signal of quality. Low-cost fund provid-
ers also benefit, because they can use the guarantee to attract new cus-
tomers who could not be lured by emphasizing only costs. Even investors
who are unaware of the availability of a guarantee would benefit if the
competitive pressure produced by guarantees induces high-cost funds to
reduce their fees.

The mutual fund industry is heavily regulated and the question of
whether mutual fund performance guarantees are permissible turns on
close interpretive questions of securities regulation. This Article argues
that a performance guarantee is consistent with the policy concerns that
motivate the current regulatory environment. The most natural imple-
mentation of a performance guarantee would be as a class of mutual fund
shares with a fee structure that adjusts the management fees to ensure
that the terms of the guarantee are met. Mutual fund fees that adjust
with performance are permissible only in limited circumstances, and the
implementation suggested here is novel. Nevertheless, as a matter of
statutory law, a performance guarantee is not barred, nor do current reg-
ulations explicitly prevent it."® Importantly, the rules that restrict perfor-
mance-based fees are motivated by concerns about excessive costs and
risks that tend to mitigate in favor of permitting performance guaran-
tees.” Given the potential benefits of a performance guarantee, both di-
rectly to investors and indirectly through enhanced competition, the SEC
should provide a framework for funds to create performance-guaranteed
share classes.

The concept of a performance guarantee to alter the salience of
prices has potential well beyond the market for mutual funds. An endem-
ic challenge for consumer protection concerns the “problem of back-end
prices.”™ At the time of contracting, consumers tend to focus on the

17. DAN ARIELY, PREDICTABLY IRRATIONAL: THE HIDDEN FORCES THAT SHAPE OUR
DECISIONS, 10-14 (rev. & expanded ed. 2009).

18. 17 CF.R. § 230.156 (2014).

19. Dean L. Bussey, Securities Regulation— Performance Fees Under the Investment Advisers
Act: The Inadequacy of Disclosure Provisions, 11 J. CORP. L. 457, 472 (1986).

20. See Gil-Bazo & Ruiz-Verdd, supra note 3, at 2173.
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front-end prices, which they pay at the time of contract, and are less like-
ly to take into account various back-end contingent charges.”> They pay
attention to the teaser rates offered on credit cards and not to the late
fees or even the rate to which the card will ultimately reset.”? Car renters
pay more attention to the front-end rental price and not to the back-end
price to refill the car.” Cellphone users pay attention to the monthly rate
and not to the overage fees.” Online comparison services such as Orbitz
only compound the problem. These services tend to rank airlines and ho-
tels based on their front-end prices without taking into account the back-
end charges for services such as checking bags or Internet access.” Com-
petitors who try to cut the back-end fees and compete with higher, all-
inclusive front-end prices are at competitive disadvantage. Indeed, com-
petitive pressure often leads sellers to cut front-end prices below costs
and compensate the difference by increasing back-end prices.”® Conse-
quently, teaser pricing has become prevalent across a range of consumer
markets.”

This competitive front-end pricing may alleviate anticompetitive
concerns resulting from high back-end prices. If competitors continue to
cut teaser prices (possibly even paying consumers upfront for the right to
extort them on the back end) until they earn zero profits, then consumers
would, in the aggregate, be paying competitive prices for their products.
While there is strong evidence of teaser competition in some markets,”
there is still the possibility that back-end pricing renders markets less
competitive. First, there is a pricing distortion that induces allocative in-
efficiency when consumers face supracompetitive prices on contingent
services. When consumers book hotels, they may underconsume Internet
services offered by hotels (which are usually priced above cost) and
overconsume the number of nights stayed at hotels (when set at teaser
rates below cost).”” Second, there are compelling reasons to support the
claim that ex ante competition in many markets fails to reduce the com-
bined front-end and back-end price to the competitive level. When prices
are a complex combination of front- and back-end fees, consumer confu-
sion may limit the potential for competition to reach a competitive equi-
librium over total cost. Inefficient price variation in the mutual fund in-
dustry is an example of this effect.

21. Oren Bar-Gill, The Behavioral Economics of Consumer Contracts, 92 MINN. L. REV. 749,
769, 800 (2007); Julio J. Rotemberg, Behavioral Aspects of Price Setting, and Their Policy Implications
33 (Nat'l Bureau of Econ. Research, Working Paper No. 13754, 2008), available at http://www.nber.
org/papcrs/wl3754.

22.  Oren Bar-Gill, Seduction by Plastic, 98 Nw. U. L. REv. 1373, 1392-93 (2003).

23. lan Ayres & Barry Nalcbull, In Praise of Honest Pricing, 45 MIT SLOAN MGMT. REV. 24, 25
(2003).

24, 1d.

25. Id. at28.

26. Id. at26.

27. 1d.

28. 1d.

29. See generally id. at 24 (describing the harms of hidden pricing and consumers’ inability to
figure out the actual cost of an item or service).
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With an emphasis on the application to mutual funds, this Article
will explicate why the law should promote improved performance guar-
antees as a mechanism to enhance market competition. Part II discusses
why conventional arbitrage, through shorting, is difficult to implement in
mutual funds. Part III presents the theory and evidence on the feasibility
of performance guarantees in mutual funds to overcome obstacles to ar-
bitrage. Part IV explains the legal environment in which a guarantee
would operate. Part V tackles a variety of policy concerns, including anti-
trust and consumer protection issues, created by the guarantees, and
proposes that the SEC promulgate rules to facilitate the creation of a vi-
brant guarantee market. Finally, Part VI argues that guarantees can also
be deployed to help mitigate the back-end pricing problem in a host of
consumer markets and foster enhanced ex ante competition.

II. BARRIERS TO MUTUAL FUND ARBITRAGE

If mutual funds were widely traded in liquid secondary markets, so-
phisticated investors would quickly move to sell high-fee index funds
short and use the proceeds to buy long comparable low-fee funds that
have a higher expected return. But mutual fund regulation mandates that
mutual fund shareholders have redemption rights at the net asset value
(“NAV?”) of the underlying assets.*® This means that mutual fund share-
holders who wish to leave the fund and invest elsewhere need not find a
buyer for the shares, but need only return the shares to the fund in ex-
change for their pro rata portion of the funds’ assets. The NAV redemp-
tion rights preempt the operation of secondary-market pricing.”’ Shares
of open-end mutual funds could never trade in a secondary market for
less than their NAV because fund shareholders would sell at the higher
NAYV value.” Because of NAV redemption rights, mutual funds with
substantially different expected returns can be traded—purchased and
redeemed from their respective mutual funds—at the same NAV price.®
One hundred dollars invested in the MainStay and Vanguard index funds
would have substantially different expected returns, but the same current
NAV.

NAYV redemption rights thus seem to destroy the possibility of arbi-
traging differences in expected return by selling short the low-expected-
return fund and buying long the high-expected-return fund. Absent a
secondary market in which to sell shares, short selling is impossible. But

30. The ICA requires that shares be redeemed within seven days of tender, but most mutual
fund redemptions occur within twenty-four hours. Investment Company Act, 15 U.S.C. § 80a-22(c);
John Morley & Quinn Curtis, Taking Exit Rights Seriously: Why Governance and Fee Litigation Don’t
Work in Mutual Funds, 120 YALE L.J. 84, 102 (2010); see also 17 C.F.R. § 270.22c-1(a) (2014) (“No
registered investment company issuing any redeemable security . . . shall sell, redeem, or repurchase
any such security except at a price based on the current net asset value of such security . . . .”).

31. Morely & Curtis, supra note 30, at 104-05.

32.  Similarly, buyers of shares would never purchase at higher than NAV on a secondary mar-
ket, when they could purchase new shares directly from the fund at NAV.

33.  Morley & Curtis, supra note, 30 at 103.
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arbitrage might still be possible even without a secondary market with
prices that deviate from NAV. If investors could easily borrow mutual
fund shares, then they need not sell the shares in the secondary market to
profit from arbitrage. Instead, investors with margin accounts could place
“short redemption” orders with brokers. The brokers would obtain mu-
tual fund shares to borrow from (1) the brokerage firm’s own inventory,
(2) the account of one of the firm’s clients who had granted the broker
customer loan consent, (3) another brokerage firm, or (4) from institu-
tional investors.* The broker executing a short-redemption would re-
deem the borrowed shares from the fund at NAV and reinvest the pro-
ceeds in an alternative investment (in the foregoing example, a
comparable but low-fee mutual fund). The long shares purchased togeth-
er with a required margin amount would serve as collateral to assure that
the short redeemer would have sufficient funds to repay the share loan in
the future —and as with traditional stock shorts, the loan would be calla-
ble, if value of the security fell, triggering a margin call.

The borrowed shares would be repaid (the short position covered)
by the broker purchasing sufficient shares from the fund at the then
NAYV price to put the lending shareholder in the same position as she
would have been in if she had continuously held the original shares. Just
as short sellers of securities are required to make payments in lieu of div-
idends to the share lender if the borrowed shares pay dividends,” the
short redeemer would be required to ultimately pay an amount that
would place the mutual fund lender in the same position as if she had not
lent her shares.*

Redeeming borrowed mutual fund shares is not a new concept. Fi-
delity and Jack White and Company both offered short-selling programs
of open-ended mutual funds in the early 90s.”” The programs offered by
these brokers differed from the fee-based short redemption that we pro-
pose here. Fidelity’s short-selling program was designed to enable inves-

34. Regulation SHO requires a broker-dealer to have reasonable grounds to believe that the
sceurity can be borrowed so that it can be delivered on the date delivery is due before cffecting a short
sale order in any equity security. This “locate” must be made and documented prior to effecting the
short salc. Division of Market Regulation: Key Points about Markey Regulation SHO, U.S. SEC (Apr.
11, 2005), http://www.sec.gov/spotlight/keyregshoissues.htm.

35.  See Publication 550, Investment Income & Expenses: (Including Capital Gains & Losses),
U.S. DEP’T OF THE TREASURY, INTERNAL REVENUE SERVICE 58, available at www.irs.gov/publ/irs-
pd[/p550.pdl (“Payments in licu of dividends. If you borrow stock to make a short sale, you may have
to remit to the lender payments in lieu of the dividends distributed while you maintain your short posi-
tion. ™).

36. Id. at21.

37. Carole Gould, Mutual Funds; The Risky Business of Selling Short, N.Y. TIMES, May 17, 1992,
http://www.nytimes.com/1992/05/17/business/mutual-funds-the-risky-business-of-selling-short.html.
Fidelity and Jack White were the only brokerages to offer such services. Jim Talley, Selling Short Can
Be Helpful in Long Run Interest in Funds on Rise as Market Climbs, ORLANDO SUN-SENTINEL,
May 18, 1992, http:/articles.sun-sentinel.com/1992-05-18/business/9202090138_1_individual-stocks-
fund-short-positions. Fidelity closed its short-selling program in the aftermath of the 1987 stock mar-
ket crash, but re-opened it in 1992. Id. Fidelity’s program was open only to its margin-account broker-
age customers and was not marketed publicly. Jack White & Co. offered about one hundred different
funds in its shorting program while Fidelity offered only about twenty funds, all offered by Fidelity. /d.
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tors to bet against mutual funds that were designed to track the perfor-
mance of certain sectors of the economy.* Thus, the bet made by the
short seller was not based on the expenses of the fund, but on the belief
that the sector in which the fund invested was likely to decline in value.
The availability of the short-selling option demonstrates that mutual
fund shares can be shorted as a practical and legal matter.

While these mutual fund shorting programs demonstrate the legality
of redeeming borrowed mutual fund shares as a means of selling short,”
they are also the exception that demonstrates the structural obstacles to
short redemption. Both the Fidelity and Jack White and Company mutu-
al fund short-selling programs have been discontinued.* Fidelity explicit-
ly attributed the discontinuation of its short-selling programs to lack of
demand for this type of sector-based short-selling speculation.” We are
not aware of any current programs that permit the short sale of open-
ended mutual fund shares (though exchange-traded funds are frequently
sold short). The Fidelity program, in particular, illustrates the considera-
ble obstacles to fee arbitrage through borrowing shares. To understand
these obstacles, it is helpful to discuss how fee arbitrage would work and
how it differs from the Fidelity program.

Fee arbitrage that may put pressure on high-cost funds is a distinct
trading strategy from the shorting program offered through Fidelity. Fi-
delity was explicit that its shorting program was designed to allow inves-
tors to make bets about the underlying exposure of the funds’ portfoli-
os.” Fidelity also indicated that it would restrict shorting if the level of
redemption became too high.* Thus, Fidelity was offering a limited op-
portunity to bet against certain sectors, rather than expose its funds to
price competition through arbitrage.

38.  Fidelity Offers Mutual Fund Short Sales, CHI. TRIB., Fcb. 9, 1987, at C15.

39. The Securities Exchange Act gives the SEC authority to regulate short sales under section
10(a). Sccuritics Exchange Act of 1934, 15 U.S.C. § 78j(a) (2012). Regulation of short-sclling mutual
fund shares would fall under the rules for general securities short sales in Regulation SHO at 17 C.F.R.
§ 242.200. In particular, § 242.200(a) covers the sale of all sccuritics, including mutual [unds shares that
are not listed on national market systems. Cf. § 242.600(b)(47) (defining a NMS —national market sys-
tem—stock).

40. See FIDELITY, https://www.fidelity.com (last visited Nov. 6, 2014) (providing a broad over-
view of Fidelity’s offercd scrvices); TD WATERHOUSE, https:/www.ldwatlcrhouse.ca/products-
services/investing/index.jsp (last visited Nov. 6, 2014) (providing a broad overview of TD
Waterhouse’s offered services); see also Company News; Toronto-Dominion in $100 Million Deal for
Jack White, N.Y. TIMES, Apr. 1, 1998, http://www.nytimes.com/1998/04/01/business/company-news-
toronto-dominion-in-100-million-dcal-for-jack-white.html.

41. Gould, supra note 37. One reason for low demand may be that the risk exposure that inves-
tors in these programs sought-to bet against a segment of the market-can now be obtained by investing
in long-short funds that attempt to profit from the decline of overpriced stocks. See, e.g., Nadia
Papagiannis, Protecting Your Porifolio from the Next Market Downturn, MORNINGSTAR (Sept. 24,
2009), http://ibd.morningstar.com/article/article.asp?id=309304& CN=brf295. While not a perfect sub-
stitute for sector shorting, long-short funds have the advantage of not requiring investors to maintain a
margin account in order to hold a position. Since these funds offer the same risk exposure with less
complexity, demand for sector shorting may have subsided.

42. Gould, supra note 37.

43.  Seeid.
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By contrast, fee arbitrage through short redemption of high-fee
funds targets not the funds’ investments, but the funds’ fee structure. The
strategy is designed to succeed regardless of the performance of the un-
derlying portfolio of the fund. Since a short redeemer promises the share
lender to pay the return on the high-fee fund, but invests the redemption
proceeds in a low-fee fund, this investment has a positive expected return
and low risk. Imagine, for example, that an investor in 2012 undertook a
short redemption of $100 of the earlier mentioned MainStay S&P index
and used the proceeds to invest in the comparable Vanguard index. Re-
gardless of whether or not the S&P index rose or fell, the investor should
expect that the amount it owes on the short redemption to be sixty-four
basis points less than the amount owned long (the difference between the
two funds’ expense ratios 0.81% and 0.17%, respectively). The high-fee
fund will almost certainly underperform the low-fee fund, and the inves-
tor’s obligation to pay the high-fee fund’s return, will therefore be more
than offset by the returns of the low-fee fund. The primary risk is that the
funds fail to adequately track the index, but, as we show below, this risk
is low for a large portion of the market.

Because it is an arbitrage opportunity, the possibility of short-
redemptions would likely create redemption runs on the most inefficient
funds as sophisticated investors would increasingly redeem borrowed
shares to arbitrage the fee differential. These targeted funds would see
their assets under management dwindle and would face increasing com-
petitive pressure to reduce their fees, increase their net of fee returns, or
be pushed by redemption from the marketplace.

If shorting shares of high-fee index funds is legal and profitable,
then why has the market failed to implement this arbitrage? One im-
portant consideration is that mutual fund advisors have reason to prevent
short redemption of their own funds to the extent possible. Since mutual
fund companies charge customers for managing funds, redemption re-
duces their income. The fee arbitrage that is beneficial to sophisticated
investors is costly to fund managers. Consider what would have hap-
pened if Fidelity had included the Magellan fund in its menu of shortable
funds. For many years, Magellan closely tracked the S&P 500 stock index
while charging substantial fees.* This led it to predictably underperform
low cost index funds. If Magellan shares could be borrowed and re-
deemed, it is possible that investors could have short redeemed Magellan
and invested the proceeds in a low-cost index fund.* Such trading activity
would have been costly to Fidelity, since it would have reduced the assets
under management in the Magellan fund, and therefore reduced the in-
come to Fidelity from managing the fund. Note, though, that Fidelity was
in a position to exclude the Magellan shares from its menu of shortable

44. Ross M. Miller, Stansky's Monster: A Critical Examination of Fidelity Magellan’s “Franken-
fund,” (Feb. 22, 2007) (unpublished manuscript), available at http://papers.ssrn.com/sol3/papers.cfm?
abstract_id=964824.

45. In the next Part, we present data to demonstrate the feasibility of arbitrage of index and ac-
tively managed funds.
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funds. While fund managers cannot prevent shareholders from redeem-
ing shares, brokers affiliated with those managers are not under an obli-
gation to lend out shares for short redemption. While Fidelity was willing
to lend shares of sector funds to its own margin account holders to per-
mit shorting, a high-fee index fund provider would likely be less willing
to lend out shares for redemption if such redemption would put signifi-
cant price pressure on fund fees.

Funds with supracompetitive fees might respond to the existential
threat posed by short redemptions by adopting back-end loads, which
cause investors to incur costs when they redeem shares. By making re-
demption expensive, funds could further inhibit arbitrage through short
redemption. While some investors might avoid funds with back-end
loads, the investors most vulnerable to high-cost funds are likely insensi-
tive to back-end loads as well. As such, back-end loads might provide a
mechanism by which high-cost funds could resist the market pressure of
short redemption.

The potential for short redemption can also be impeded, if only a
few shareholders make their shares available for potential loan. As noted
above, brokerages that create and market the funds are unlikely to be
willing participants in a short redemption trade. Alternative sources of
share lending may be difficult to find: While institutional shareholders
are common lenders of stocks to short traders, intuitional investors are
unlikely to take large positions in high-fee funds. Shares of high-fee
funds are mostly sold to investors via full-service brokers that, them-
selves, have an incentive to ensure that the funds are not competed out
of existence. Thus, shares of high-fee funds are disproportionately likely
to be held in widely dispersed accounts, many of which are maintained
by brokers that have an incentive to protect the funds from competition.
In such an environment, borrowing shares is difficult and expensive.

These barriers created by self-interested intermediaries may be so
great that it may be infeasible for enlightened regulations to induce a suf-
ficient supply of lendable shares to make shorting practicably feasible.
But, the disciplinary benefits of encouraging redemption runs on funds
with supracompetitive fees, we feel, might be worth attempting the fol-
lowing reforms to encourage an adequate supply of lendable shares. Be-
low, we sketch out some potential reforms to increase shares available
for borrowing, as well as the difficulties with the proposed reforms.
While none of these reforms is likely to be a complete solution to achiev-
ing price efficiency, they may nevertheless create enough opportunity for
arbitrage to leave investors better off. In the next Part, we discuss in ex-
tended detail an alternative proposal, improved performance guarantees,
which may be more effective.
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First, the SEC might promulgate rules that set lendability of shares
as an opt-out default for mutual funds open to retail investors.* This
would require mutual funds to either lend shares or disclose that they re-
fused to lend shares. While some funds might have non-fee related rea-
sons for opting out, such as illiquid positions, the public nature of the
opt-out means that there would be at least some cost to opting out. One
challenge is that the highest-fee funds likely face lower opt-out costs, as
investors who are insensitive to fees are unlikely to be highly attuned to
this more abstract measure of fee excessiveness. Nevertheless, ratings
agencies like Morningstar might take a fund’s decision to opt-out into ac-
count in computing ratings that are more consumable for investors.

A related option that would not require SEC action would be to
leverage the fiduciary duties of mutual fund directors. Mutual fund direc-
tors are charged with negotiating management and fee arrangements
with the fund advisors.” Thus, the directors of Fidelity’s Magellan fund
contract with Fidelity Management and Research, LLC to operate the
fund for an agreed upon fee. The determination of the fee agreement is
the primary responsibility of mutual fund directors.* Since short redemp-
tion provides a mechanism for a market check on the reasonableness of
fees, directors might be encouraged to include, as part of the manage-
ment agreement, that brokers affiliated with the investment advisor per-
mit lending of the shares for short redemptions. Including the discussion
of share lending as a part of the fee agreement negotiations would at
least require investment advisors to state their rationale for not exposing
their fee structure competition through redemption. Because such an
agreement would be contractual, no regulatory reform would be needed
to implement it, but mutual fund directors ought to be encouraged to in-
clude lendability of shares as one of the terms discussed when negotiat-
ing the fee agreement. Encouraging directors to negotiate for shares to
be lent as an industry norm could enhance price discipline through arbi-
trage.

The difficulty with this proposal is that mutual fund directors do not
have strong incentives to challenge fund advisors.” Directors are unlikely
to face shareholder challenges, since shareholders who are both dissatis-
fied and sophisticated enough to participate in voting on directors will
simply move to another fund.™® As with the opt-out proposal, the highest-
fee funds are those least likely to have directors that would aggressively
negotiate for share lending. After all, if these directors were effective in
protecting investors, the funds’ fees would not be egregiously high in the
first place.

46. The default might be usefully complimented with an “altering rule” that the SEC recom-
mends that shareholders not opt out. See Ian Ayres, Regulating Opt-Out: An Economic Theory of Al-
tering Rules, 121 YALE L.J. 2032, 2032 (2012).

47. Morley & Curtis, supra note 30, at 91.

48. Id. at 94-95.

49. Id. at 95,135.

50. Id. at 107-08.
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A third option is for the law to encourage fiduciaries, such as 401(k)
plan administrators, to insist that their brokers offer their shares for the
lending market. Such a reform could take the form of a safe harbor for
share lending, limiting the liability for any losses incurred as the result of
prudent lending, or affirmative guidance that lending is part of prudent
plan administration. As long as the loans are sufficiently low-risk, offer-
ing plan shares would provide administrators with a strong market test of
whether they should alter their plan menus. Such a proposal would have
the dual benefit of increasing the number of shortable shares while also
providing a direct signal to plan advisors that their funds may be poor
choices. If arbitrageurs are aggressively seeking to short the funds held
by a plan, the plan should probably find new funds in which to invest. As
with directors, this proposal could leverage the fiduciary duties of plan
administrators to encourage this sort of market check as part of the duty
of care. One difficulty is that high-fee funds tend to be held by the small-
est 401(k) plans,” so the number of shares available from any particular
plan’s decision to lend may be small.

These nudge-like interventions might not be sufficient to overcome
the entrenched interests of high-fee funds and their intermediaries. But
the feasibility of short sales in current ETF markets provides some sup-
port for the notion that some shareholders are currently willing to lend
their shares.”® A corollary to the insight of this paper is that if short sell-
ing of an ETF is reasonably cost-effective, it should limit the ability of
the ETF to charge supracompetitive rates. For example, as of 2013, it was
feasible for retail investors to short high-volume ETFs—such as SPY, an
S&P 500 index ETF—for less than thirty-seven basis points.*

These thirty-seven basis points represent an approximate upper lim-
it on the amount of supracompetitive rates that an ETF could charge, if it
had a competitive supply of shares to short. The threat of short-selling
would likely preclude high-fee funds from offering ETF versions of their
mutual funds, at least not with shares held in sufficient quantities by
shareholders willing to lend into the short market.” The experience from
ETF shorting, in sum, is that there may be substantial benefits in man-

51. Ian Ayres & Quinn Curtis, Beyond Diversification: The Pervasive Problem of Excessive Fees
and ‘Dominated Funds’ in 401(k) Plans, 124 YALE L.J. (forthcoming 2014), available at http://papers.
ssrn.com/sol3/papers.cfm?abstract_id=2399531.

52. Onmne of the authors shorted an ETF through an Interactive Brokers account in January of
2012 to demonstrate that shorting ETFs continucs to be possible.

53. Under the SEC’s Regulation T, short-selling retail customers must, in addition to the cash
collateral from the short sale, post fifty pereent of the valuc of the short sale in additional collateral,
although this additional collateral may be posted in Treasury Bills. On January 5, 2013, Interactive
Brokers had 7.7 million sharcs of SPY [or which it was willing to arrange short sales [or a “rebate rate”
of eight basis points (which is paid on all collateral values) and “fee rate” of twenty-five basis points
(which is paid on the loan portion of collateral) implying a total cost of putting on the short of thirty-
seven basis points (=1.5%8+25) less the return that one could earn by providing the margin equity in
Treasury Bills.

54. There are a few high-fee ETFs, but they can only be shorted at unfeasibly high rates. For
example, the Guggenheim 2x S&P 500 (RSU) has expenses of 0.71% and might be ripe for short re-
demption, but as of January 5, 2013, Interactive Brokers had just 35,000 shares to lend that it was will-
ing to offer at an effective cost (calculated analogously to the last note) of 285 basis points.
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agement expense discipline from facilitating the potential for effective
shorting of the worst funds.

Stepping back, this Part has shown that a regime that enables short
redemptions can comfortably sit on top of our current NAV redemption
rules. Enlightened regulatory reform could (1) clarify that brokers can
borrow mutual fund shares for purposes of producing a short redemption
for their clients, (2) restrict the ability of issuers from contractually im-
peding such lending, and (3) create an opt-out system of presumed
shareholder consent to lend. Just as presumed consent for cadaveric do-
nations has produced a rich supply of kidneys and other needful organs,”
presumed consent to lend (with appropriate minimum lender protection
terms) might help assure an abundant potential supply of mutual fund
shares for short redemption. Creating a credible threat of short redemp-
tions is a worthy regulatory goal because it could provide powerful mar-
ket indicators that are currently absent regarding which funds are in fact
dominated. Moreover, short redemptions are likely to place substantial
pressure on the worst funds to reform their ways or face extinction by
redemption.

In the next Part, we propose an alternative to conventional mutual
fund short selling to implement fee arbitrage. The mechanism we sug-
gest, improved performance guarantees, addresses the structural and in-
termediary obstacles to the short redemptions discussed here, while also
sharing the benefits of the arbitrage with purchasers of the high-fee
funds, and it addresses the behavioral biases that induce investors to pur-
chase high fee funds in the first place.

III. THE SCOPE AND FEASIBILITY OF IMPROVED PERFORMANCE
GUARANTEES REGARDING MUTUAL FUND PERFORMANCE

The short redemptions discussed above enable arbitrage by allow-
ing sophisticated investors to redeem borrowed shares and reinvest the
proceeds in funds with higher expected returns. But if mutual fund shares
cannot readily be borrowed, then short redemption may be too costly to
be profitable. That the well-known dispersion in the fees of index funds
has not been targeted by arbitrageurs is evidence that structural obstacles
to arbitrage by short redemption are too costly to surmount.

In this Part, we discuss a new type of fund-fee arbitrage. Rather
than borrow shares to redeem them, we suggest that low-cost fund man-
agers can induce investors in high-cost funds to redeem their own shares
by offering them guaranteed improved performance in a lower cost fund.
The benefits of this switch can be divided by the guarantee mechanism
between the fund manager and the investor, leaving both better off. The
improved performance strategy facilitates arbitrage instead by inducing
less sophisticated investors to redeem their inefficient shares and to rein-
vest the proceeds in a fund with a higher expected return. Both the short

55.  See Eric Johnson & Danicl Goldstein, Do Defaults Save Lives?, 302 ScI. 1338 (2003).
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redemptions and the improved performance guarantee use guarantees to
motivate the existing (less sophisticated) shareholder to participate in
arbitraging transaction. The short redemption transaction has the sophis-
ticated borrowing shareholder guarantee to return future shares with
make-whole NAV value to induce the (less sophisticated) shareholder to
lend her shares in the targeted fund. The borrowing shareholder is will-
ing to make this guarantee as a cost of gaining the chance to arbitrage the
difference in expected return between the redeemed shares and the rein-
vested shares. The improved performance transaction similarly has the
sophisticated party guarantee make-whole value to assure the unsophis-
ticated shareholders that they will not lose value by redeeming the high-
fee shares. The guarantor is willing to make this guarantee as a cost of
gaining the chance to arbitrage the difference in the expected return—
here by taking part of the upside in the expected difference in return be-
tween the targeted fund and the reinvested fund. The core motive behind
both transactions is arbitrage, and the core inducement to the original
(less sophisticated) shareholder is a species of make-whole guarantee.
The advantage of a performance guarantee is that it avoids the need to
borrow shares by targeting high-cost fund investors directly.

In this Part, we demonstrate how improved performance guarantees
in the mutual fund space might be structured and provide evidence that
the guarantees can be profitably offered to consumers. The basic idea is
simple: mutual fund advisors with a cost-advantage, like Fidelity and
Vanguard, should create funds that are guaranteed to outperform high-
cost competitors. For example, a fund could offer to cover one-hundred
percent of short-fall in downside relative performance for twenty percent
of the relative performance upside. Such an arrangement would provide
investors some security in switching funds. It would also allow low-fee
mutual funds, like those offered by Fidelity and Vanguard, to capture a
portion of the supracompetitive fees charged by their high-cost competi-
tors.

Even though mutual funds’ expense ratios are fully disclosed at the
time of investment and are prominently reported in the funds’ short form
prospectuses and on websites such as Google Finance, it has proven ex-
traordinarily difficult to induce consumers to eschew high-fee funds. In
field experiments by Choi and Laibson, Harvard employees, who were
given $10,000 to invest among different S&P index funds and armed with
a wealth of different disclosures concerning performance and costs, con-
sistently opted for funds with supracompetitive fees.” The continued ex-
istence of high-fee funds is strong prima facie evidence that fee competi-
tion has not been sufficient to drive out supracompetitive pricing.”’

56. See Choi et al., supra note 14, at 2.

57. Fee litigation has also not been successful at targeting the funds with the highest [ees. Quinn
Curtis & John Morley, An Empirical Study of Mutual Fund Excessive Fee Litigation: Do the Merits
Matter?, 30 J.L. ECON. & ORG. 275 (2014). This is not cquivalent to claiming that mutual funds arc
wholly immune from price competition. John C. Coates IV & R. Glenn Hubbard, Competition in the
Mutual Fund Industry: Evidence and Implications for Policy, 33 J. CORP. L. 151 (2007) (showing that
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Consider the Vanguard and MainStay funds of our motivating ex-
ample. Vanguard could offer a new class of shares of its S&P 500 index
fund that would be guaranteed to at least match the after-fee perfor-
mance of the MainStay fund on a rolling basis.”® To investors in the
MainStay fund, Vanguard offers the following deal: At the end of each
month, the fees of the guarantee-class shares are calculated so that the
returns over the preceding twelve-month period are equal to the returns
on the nonguaranteed Vanguard share class, less twenty percent of any
excess performance in the Vanguard fund over the previous twelve
months. In the unlikely event that Vanguard is outperformed by the
high-cost competitor, Vanguard’s management fees would be refunded
to make up the difference in performance. If the amount of the refund
exceeds the management fees, then Vanguard must pay money into the
fund.” An investor who buys the guarantee shares may, during the first
month, for example, have a worse return than the benchmark fund, but if
that investor holds the shares for a full year, then the performance is
guaranteed to at least match the benchmark. If the investor keeps hold-
ing the shares, in every subsequent month, the guarantee will hold. Over
any period longer than a year, investors who switch to the guarantee-
class shares will do at least as well as if they had stayed in the target fund.

There is no need to restrict the guarantee to investors who actually
switch from the high-cost fund to the guaranteed fund. All the guarantor
requires is that the investor (1) invests funds in the guarantor’s lower-
cost fund and (2) agrees to trade one-hundred percent for any prospec-
tive shortfall in relative performance with a specified higher-cost fund in
return for giving up twenty percent in any relative performance upside.
The free-standing nature of the improved performance guarantee means
that the strategy can be deployed not only as an account acquisition
strategy, but also as an antiattrition strategy. Investors who are thinking
about abandoning an existing low-cost index in favor of some higher-cost
fund might be dissuaded if they can maintain their low-cost investment
and still participate in any potential increased performance of the other
fund. Indeed, the guarantee is even more powerful as an antiattrition in-
centive than as an acquisition incentive. To acquire a new account, the
low-cost fund offers eighty percent of the upside; to deter attrition, the
low-cost fund offers to compensate for one-hundred percent of any bene-
fit the investor would have made from switching.

One of us has argued elsewhere that the strong exit rights created
by the mandated NAYV redemption of the ICA has rendered mutual fund

the mutual fund industry cxhibits scveral indicia of competition). Nevertheless, there remain many
funds with fees that are hard to justify within a framework of fully efficient price competition.

58.  Mutual funds frequently offer different share classes that hold the same portfolio but have
different fee structures. For example, a fund might offer higher-fee shares to small investors and low-
er-fee shares in the same portfolio to institutional investors. See generally Coates & Hubbard, supra
note 57 (discussing competition in the mutual fund industry). In this case, the guarantee shares would
have the same index fund portfolio but would offer a fee structure that would implement the guaran-
tee.

59.  See supra Part 11 for a more detailed discussion of this contractual arrangement.
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shareholder control rights superfluous.” The powerful exit rights of NAV
redemption enhances competition among mutual funds that have to con-
tinually meet the appetites of shareholders or face the risk that they will
be redeemed out of existence.® But the exit rights of NAV redemption
have not been sufficient to ensure perfect competition in the mutual fund
industry.” The existence of high-fee funds with expected below-market
returns is powerful evidence that procompetitive threats of redemption
are not sufficient to eliminate the existence of all inefficient funds.

A. Riskless Arbitrage of Expense Ratio Differences

As the previous Part demonstrated, there are significant obstacles
to selling mutual funds short in the current market, and, while modest
regulatory reforms could improve the situation, borrowing shares of
high-fee funds is likely to remain difficult; as a result, conventional arbi-

traie is unable to eliminate fee disparities in mutual funds. This is not to
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