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Just rewards

Unfairness, high levels, perverse incentives: fees are always guaranteed to raise temperatures.
Martin Steward considers some imaginative proposals for alignment of intcrests
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Morges DBank Investment Management

(NBIM) on the knuckles over external asset
management eosts incurred by the Government
Pension Fund Global. We are used to hearing
about the pain of paying asset-based manage-
ment fees to underperforming active managers,
brut in this case concern was [ocused on perfor-
mance-based fees — NOK1.4hn (£117m) out of
a total fees burden of NOK1.8bn. The auditor
noted that one contract had no upper limit on
performance fee payable, leaving the Fund shell
ing out NOES00m to a single manager in 2009,

State secretary in the ministry of finance
ITilde Singsaas insisted the fund’s costs would be
kept “low and within clear limits™, but she also
ohserved that, “If the external managers have
earned a lat of money, this means that the fund
has earned even more.”

And with performance fees we can underline
that riposte, can’t we? After all, a manager can
grow fat on management fees while his perfor-
manece goes nowhere - or even down. This was
the logic applied by our December ‘Stralegically
Speaking’ guests, Winton Capital Management:
coming from the 2Z-and-20 hedge fund world, it
offers its new long-only global equities strategy
al 0.2-and-20. “1f we don’l do well, we don’l gel
paid,” as head of equities research Mark Precious
put it.

Should investors haggle for this kind of thing?
Todd Ruppert, CEQ at T Rowe Price Global
Investment Services, thinks not. He considers
lowering assct-bascd foes and trying to claw them
back through performance fees reckless and mis-
aligned with investors, citing “many occasions”

In October Norway's auditor general rapped

when his firm walked away from prospective cli-
ents ingisting on that kind of compensation.

“If T buy my wife a pendant and she really likes
it, I don’t go back to the store to offer them more
money, because I pick what I think is going to
work in the first place,” he says. “If there is con-
fidence the manager can add value over time the
client is better off paying a flat fee and reaping
100% of the outperformance. If we underperform
paying us less is not an efficient response - the
clienl should lerminale us.” I is worth noling
thal T Rowe Price’s revenues exhibited the most
sensitivity to market movements of all the asset
managers in a recent study by EDHEC's Bernd
Scherer discussed on pages 52-53.

In cuse you are lempled Lo asswme that this
is lily-livered long-only managers refusing to ‘eat
their own conking” like hedge tund managers do,
take it from Thomas Wehlen, founder of Coburn
Barrett, whose Global Leveraged Index fund, a
macro strategy, has returned 14% annualised
since inception 13 vears ago - charging nothing
but a flat 2% management fee. “We simply feel
that, with a flat management fee, the better the
fund performs the greater share the investor
gets,” he says.

The extent of that greater share is not widely
underslood, and challenges Slale Secrelary
Sigsaas® statement about alignment. Even if an
investor is happy to share the traditional 20% of
steadily rising gains with its manager, it necds
to think again about the classic ‘annual banle
ing’ mudel - because as soon as the investmenl
period extends beyond the banking’ of the first
performance charge that investor is doomed to
receive less than 80% of the cumulative return,



Figure 1 shows how this profil share would have
worked out on the Dow Jones Credit Suisse
Long/Short Equity index, with a 20% perfor-
mance fee banked and reinvested annually, After
the losses of 2008 the managers’ share of the
profits had grown to a whopping 36%, but even
after a 78% cumulative return Lo 2007 with no
down years it had already reached 24%.

“Pension funds really have alighlbulb moment
when they see those charts” says Thom Young,
president of Opleapital, a consultancy specialis-
ing in opticn and stock-appreciation righl (SAR)
fee struetures to help the industry overcome this
misalignment, which have been enthusiastically
supported by US pension fund managers such
as deputy-CIO of the Ulah Relirement Systems,
Larry P'owell. “They always knew they were get-
ting nibbled, even in up markets,” Young adds.

Getting nibbled is bad enough, bul getting
an arm and a leg bitten off, 2008 style, is much
worse - which mukes the perverse incentives
embedded in performance fees that much more
problematic. “They encourage maximum short-
term risk taking,” says Wehlen. “When a bet is
won managers get very well paid, but when it
isn’t the imvestor alone carries the loss.”

As Wehlen implies, a performance fee is a
free call oplivn on your fund’s return. As every
trader knows, the most valuable options are on
the most volatile underlying securities: there is
an incentive either to increase the fund’s volatil-
ity (because the manager iz only exposed to the
upside) or o increase tail risk, banking annual
fees on low-volatility returns, before Lhosce
returns are wiped oul by the tail event. “The
present model provides the possibility of a hedge
[und manager realizing a 20% performance fee at
the end of a bonanza vear,” observed CalPERS in
its 2009 re-think of its hedge fund relationships.
“Tf the [und suffers a significant decline the next
vear, the manager could still have a large nel gain
at the end of the two years, but the investor may
break even or even lose money.”

Ben Munk, head of research at fund of funds
manager Liongate Capilal, says he sees pressure
on managers to lower management fees in favour
of performance fees, but that investors also want
to avaid "encouraging people to munuge their
own revenue risk with clients’ capital® - in other
words, increasing volalility to get their free call
in-the-money, Liongate's solution is to insist thal
a significant proportion of managers’ personal
wealth depends on their long-term performance,

Bul Funk also sees a general move away from
the “almost universal® 2-and-20 lowards more
diverse structures that reflact Hquidity, fund size,
operational complexily, the alpha,/beta share of
return streams and, especially, strategy lime
horizon. Hilltop Fund Management, a TTK-based
fund of funds, is working with Opteapital to
launch a SAR fund next year. Philippe Gougen-
heim, head of hedge funds al Unigeslion, reveals
that one of its recent fund of funds mandates not
only defers performance fees for three years, but
makes them dependent on returns erossing a cer-
lain Lhreshold after two years. Similarly, Tlermes
BFE, the fund of funds partnership part-owned
by the UK’s BT Pension Scheme, has just intro-
duced a three-year ‘clawback’ performance fee
structure, which refunds in cash rather than the
usual fund units: “I'his unique strueture provides
greater alisnment with clients who take a lung-
lerm view,” says eo-CIO Mark Barker,

The recent EU Allernalive Investment Fund
Managers Directive (ATFMD) will no doull
accelerate these processes, with its requirement
that at least 50% of “variable remuneration”
should be paid in the form of shares in the man-
ager's fund and at least 40% should be “deferred
aver a period which is appropriale in view of the
life cycle and redemption policy”, which it con-
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siders to be at least three to five years, Opteapital
certainly senses an opportunity and is working to
raizse awareness of its options and SAR struclures
with European regulators.

The idea is simple. Wherceas the traditional
model sees the manager ‘bank’ 20% of each vear's
profit, Opteapital's model starts by dividing
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invested capital into the client’s share and the
manager’s share, with the manager bearing all
the investment risk of his share and having an
option to bank it at a certain point in time. Split
that 80/20 and, when he exercises his option,
the manager will receive exactly 20% of the accu-
mulated profit since subseription. Meanwhile his
share of the profits remains at risk symmelrically
with the client’s (figure 2). Manager and client
can negoliale the terms of the option - for exam-
ple, the client might allow an option to he exer-
cised on a cerluin percentage of realised profits
after certain time periods  but if the bulk can
only be exercised at final redemption, the longer
the client stays invested the beller the deal is for
him relative to the ‘annual-hanking’ model, par-
licularly in terms of downside volatility. Opteapi-
tal claims the structure can increase hedge [und
relurns by 6% over a five-year period, without any
improvemnenl in alpha, making a €1bn allocation
better-off by around €12m per year.

“We are working wilh a state pension tund
right now that is thinking of allowing its man-
ager to cxercise about 20% of the option spread
each year between years two, Lhree and four, in
return for the ability to rebalance 20% of their
capital away from the fund in the event of out-
performance,” says Young. “The point is, this can
be tailored and surgical. We've seen proposals for
compensation suggest deferring for three years.
But 52% of institutional investors remain with
a manager for six years and 31% for 10 years or
longer. Why force managers take their skin out of
the game afler lhree years, when you can design
options that meet investors’ horizons perfectly?

Kirill Ilinski, co-founder and C10 of Fusion
Asget Management, agrees. Bul he wants to sce
managers go further than sharing downside risk
proportionately with their clienls. His firm’s
solution, ‘Shock Absorber Fees' (SAFe), would
see performance fees paid into a separate ‘SAFe
Account’ each year; the manager can only get his
hands on it when the client redeems (or when
a pre-determined level has been allained) and
in the meantime the entire amount remains at
risk lo cover losses. The manager, not the client,
always takes the first lnss as long as there is cash
left in the SAFe Account.

“This asymmetry transfers some of the vola-
tility of the strategy back to the manager.” Tlinski
observes. The resull is a dramatic reduction in
the client’s dowmside risk for the same return -
Sorlino ratios double, and for many strategies
client drawdowmns hecome non-exislent.

Iinski believes this has big implications for
the roader economy. “As the SAFe Account
cushion grows the client will want to increase risk
- otherwise the manager is only risking the top
layer of the cushion he's built up for himsclf,” he
reusons. "By de-risking risky investments, pen-
sion funds can rebalance away [rom low-yiclding
assets into more economically-productive invest-
ments, And il’s not a small number

Taking the £1.6trn (€1.9trn) FTSE330 as an
cxample and sssuming that 20% of this market-
cap is held by funds with SAFe Accounts with
un average leverage factor of 1.5-times, Iinski
reckons the UK economy could benefit from
£160bn of new equity investment. Removing the
incenlive Lo herd inte hot, yield-enhancing mar-
kets could also reduce systemic risk, he suggesls.
His vision is of a regulated industry-owned trust
company setling-up SAFe Accounts for all asset
management funds and bank trading desks that
pay performance-based fees and bonuses, Dur-
ing early ATFMT) discussions he took the idea to
UK Conservative MET and shadow rapporteur
Sved Kamall, who has raised the idea with the
UK Treasury. On 7 December he presented it
Lo a gathering of European industry, regulatory
and government figures convensd by the p
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4 Inlernalivoal Centre for Financial Regulation
(ICFR). “We helieve this simple solution could
change the way our industry works,” says Ilinski.

I is worlh recounting how Fusion arrived at
this idea, hecause it tells us something important
about the alignment of compensation structurcs
with risk-taking strategies. Refore co-founding
the firm in 2004, Ilinski’s job was trading equity
index volatility-based protection for JPMorgan
Chases convertibles market-making book (he
helped develop Credit Risk Beversal, the indus-
try-standard model for pricing this kind of insur-
ance). Similarly, until the finaneial crisis Fusion
specialized solely in a range of ‘insurance’-style
investment products and hedging services, led by
its flagship Long Volatility Fund. Ticking away
innocunusly and then delivering extremely high
returns when market volatility spikes, this rightl-
tail risk profile is preciscly the opposite of the
left-tail risk that sits most uncomfortably with
the ‘unnual-banking’ performance fee structure.

So what drew Fusion away from that strue-
ture? The Long Volatility fund was one of the
besl hedge fundsg to be in during 2008, and
cash-strapped clients redeemed to make other
parts of their portfolio whole again. Fusion ree-
ngnised that this was not a sustainable business,
and rolled-out new products, including an abso-
lute return version of Long Volatility fund that
contained some short-vol positions, and a pure
short-vol cash management service called Fusion
Libor+, which uses an ‘intelligent carry’ strategy
in (G10 eurrencics. "SAFe was sboul dealing with
these left-tail, short-vol risks.

“The whole mentality of Fusion is to be very,
very prolective of downside,” says Thinski, “We
always cut the tail, we always know how much we
can lose, so when we moved beyond our initial
range of short-risk products - which have very
clearly defined downside - this fee structure was
a natural progression to maintain that.”

Ultimately, Fusion decided to move the intel-
ligenl carry slralegy inlo a UCITS vehicle whemn it
became clear that clients “preferred daily liquid-
ity rather than monthly liquidity with downside
protection”, buot Tlinski says the firm will use
SATe if it ever launches long-risk strategies. “Ii
would work for anything that tries to extract a
systematic risk premium over time, which is 99%
ol inveslmenl.”

The fact. that Fusion specialises in the 1% of
strategies that are not long-risk has perhaps given
it @ non-hiased perspective on the fee structure
best-guited to long-risk portfolios, “If a manager
doesn't want this arrangement, he doesn't want
to put his money at risk first,” as Oinski says. “I'd
say that that was a signal.”

Well, sure  but it may simply signal that the
manager ia better off under the broadly accepted

No RESTing on laurels

REST Superannuation {The Retail Employees

Superannuation Trust) is Australia’s biggest

in terms of membership, managing more than
AUD18bn (£13.4bn) for aimost 2m people. IPE

caught up with CEQ Damian Hill at its 10th Anni-

versary Awards in December

to talk about how the fund
structures — and compensates —
its internal and external invest-
ment risk-taking capabilities.
IPE: REST has a formidable in-
house investment management
team. How does that affect
what you do with external
managers?

Hill: “We use both internal

and external managers, and we
deliberately employ, or poten-
tially employ. both across the
same asset classes. This is to
make sure that we do not cut
vurselves off from opportuni-

ties to exploit good eternal management. We like

our internal team, not least becanse they have
only one client — so we can be sure that they are
not going to turn into asset gatherers.”

IPE: Is there a performance-related element to
your internal teams’ compensation?

Hill: “Yes, we have a performance-hased honus
system. It's pretty simple; they have to beat the
market.”

1PE: And how does that change the way you think

Damian Hill, CEO,
REST Supperanmuation

about external managers and the way they should
be compensated?

Hill: “We like to allocate to boutigues in order
that we can be a cornerstone client. Tndeed, we
have been day-one investors with some managers.
‘We usually start them off with

a fixed fee, to help them fund
themselves through the start-up
phase, with a view to moving
them onto a more performance-
vriented fee strueture.”

IPE: So you clearly believe in

the incentives that performance
fees can introduce. What about
the claims that are made about
inducement to take irresponsible
risk, and the problems surround-
ing the ‘annual banking’ fees?
Hill: “You certainly have to be
sure that the managers you

use are nok simply gearing up
to generate performance-fee
revenue — bul thal's all part of the due diligence
process, as well as having trust. There has been
a debate about deferred fees and clawback
structures across the Australian industry in
general, and at REST in particular. In fact, the
two largest Australian consunltants — Frontier
Investment Consulting and JANA Investment
Advisers - recently put out some recom-
mendations that covered these questions for
consideration,”

status qua. Tt 1s clear what is in it for clients, but  all) and creating a more stable environment for

what is in it for managers?

capital expenditure and retaining talent.

First, if the manager is prepared to risk 100%
of his performance fee, he may be justified in
raising thal fee, Second, there is the marketing
argument: under Optcapital’s model, because
performance fees are not banked cach year the
manager can report net returns that are not
reduced by those fees; and both the Opleapilad
and SAFe models lead to lower reported strategy
volatility. “Imagine how much easier your mar-
keting guys' lives are going Lo be,” says Younmg,
“Managers down 20% in 2008 would have made
up some of that with unclaimed fees, reporting
14-15% losses instead.”

Third, a fee structure better-aligned with
longer-term investment is likely to attract stick-
ier money, making it easier to negotiate longer
lock-ups (or obviating the need lor lock-ups at

And finally, there is a tax incentive. Since
2008, US manugers have had to pay tax on their
accrued performance fees: under basic deferred-
fee syslems, thal means paying tax on unrcalized
income; neither Opteapitals options nor shares
in a SAFe Account are subject to this tax. These
are also tax-efficient ways to fund multi-year
employee retention programmes.

When IPE surveyed its readers on the subject
last month, 64% of those who did not invest in
hedge funds cited fees as the reason. And as the
Norway [und episode shows, even those who do
not think fees are too high come under pressure
from Lhose who do. The incentive to align inter-
ests more clearly with those potential clients is
clear, The structures outlined here suggesl some
ways in which that might be achieved.

Beta-zero fees

Bernd Scherer tells Martin
Steward that asset manag-
ers should take a good look
at — and possibly hedge —
the market risk embedded
in their fees. How might
that change the relation-
ship with clients?
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any asset management companies
Mwent bust thanks to the financial cri-

sis. No wonder many more are now
taking a closer look at their key business risks.

“Sometimes il lakes a calalyst to create
awareness - and P&L is an excellent teacher,”
says Bernd Scherer, professor of finance at the
EDHEC Business School and former Morgan
Stanley managing director.

Scherers atlention is particularly focused on
the pure market exposure risk that asset manag-
&r's run via the asset-based fees that generate the
bulk of their revenues. He feels this is massively
overlooked by the industry, which assumes that

its key risks ave operational. But if an asset man-
ager charges fees as a percentage of assets under
management, and if those assets fall in line with
the market, it stands to reason that revenues will
fall in line with the market. A manager running
€10bn and charging a fee of 0.50% immediately
has a directional long market exposure of £50m
before he even starts - a hugely variable income
stream in a business with very high fixed costs.
“What has been called scaleability is really just
operating leverage,” Scherer observes.

1t took 2008 and the need to “fight post-bonus
depression” to spur him into writing a series of
papers that are now appearing in academic and



