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A Fairer Deal on Fees

Fee structures in the asset management
industry are too high for the value they offer

By Watson Wyatt Worldwide Thinking Ahead Group

hard look at the fees they are paying

to their active managers, and what
it is they are paying for. Total annual
costs of running a pension scheme have
increased by about 90% globally over the
past five years, according to our research,
and now average 119 basis points for
large funds compared with an average of
63 basis points in 2002. Around 65% of
this is paid in fees to external investment
managers, with around 30% being paid
to brokers in the form of commissions
resulting from the actions of those
managers. The corresponding figures for
Hong Kong are 91 basis points (2002),
rising to 120 basis points (2007).

A key reason for this is the rise in
investors' focus on alpha, which has
increased their appetite for alternatives,
such as hedge funds, private equity
and real estate. Hedge funds typically
charge an annual base fee of 1-2% on
the value of committed capital, plus a
20% performance fee; and private equity
fees are similar. This is far more than the
typical annual fees charged by traditional
long-only managers (which would often
be below 50 basis points).

Investors naturally assume that they
are paying these high fees to reward
manager skill, or alpha. But in most
cases they are wrong. Instead, they are
paying ‘alpha’ fees for ‘beta’ performance,
because the main driver of returns in
recent years has been the strength of the
markets. This has encouraged managers
to leverage their portfolios to boost
returns, which means that investors are
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often paying up for leveraged beta
(market returns multiplied by gearing).

The first step towards a change for
fairer fees is for investors to understand
what proportion of alpha their managers
are taking in fees, even if they are doing
a good job. This needs to be set at a
reasonable level, and be better
structured to align interests.

Possible ways to achieve

fairer fee structures

1. Always set hurdles, such as T-bills or
a realistic fixed percentage reflecting
the expected long-term beta exposure
(which may even be leveraged beta).
Managers would then collect fees
only on performance above this
benchmark rate. Setting the bench-
mark at zero when cash is returning
around 5% per annum means that a
performance fee of 1% is levied on
clients’ money (as well as the base
fee), even before it is put to work.

2.Charge performance fees based on
arolling three-year basis, or longer,
rather on an annual basis.
This would reduce the ‘option value’
and makes performance fees fairer
for investors.

3.Ensure base fees reflect actual
costs, rather than value of assets
under management. The latter
encourages asset gathering, which
can harm performance.

4.Finally, ensure fee structures reflect
the particulars of the industry, rather
than having standardisation.
A low capacity strategy, or one that
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requires a costly global infrastructure,

is justified in charging higher than

average base fees. Conversely, a

strategy that can absorb several billions

of dollars, or has low infrastructure
costs, should not have that luxury.

The whole area of fees and incentives
is extremely complex, and the solutions
will take some time to work through.
However, there are signs of movement.
Flaws in fee structures tend to become
exposed when markets falter, and many
managers will no longer be able to justify
their charges without beta to bail them
out. Larger pension funds are also aware
of the roles played in their portfolios by
alpha and beta, and are embracing new
products and risk management tools that
separate the two. If active managers want
to win over more of this sophisticated,
long-term money, they will need to offer
institutional clients a fairer deal. W
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Source: Watson Wyatt 2002 and 2007 calculations contain methodological differences
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