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1.1

1.2

1.3

1.4

1.5

1.6

1.7

The Investment Association® (IA) welcomes the opportunity to comment to the
proposed guidelines on performance fees in UCITS. The IA strongly supports the need
to provide full transparency and the meaningful disclosure of all cost and charges.

There are a number of methodologies for performance fees with numerous possible
variations in the detailed operation of even seemingly similar methodologies. No
single method can be said to be universally superior and it is for the manager to
select and design the approach most appropriate to the particular circumstances.

The key to an equitable performance fee model is the alignment of the interests of
the investor and the manager. The design of a good fee model incorporating a
performance fee element requires the various options and techniques to be carefully
selected and tested in order to understand their complex interactions.

It is essential that a manager establishes robust and effective product governance
and target market structures to ensure performance fee models are well-designed,
tested, documented and implemented. Strong oversight is essential to building a good
performance fee model with high levels of operational resilience.

Standardisation is desirable only in so far as it creates equivalent levels of investor
protection and ensures a level playing field for cross border distribution. In this
respect, consideration should be given to the investor type. The level of protection
necessary for the mass retail market is very different to professional investors who
should be able to engage with and understand more innovative performance fee
structures.

Care should be taken not stifle innovation or force legitimate existing performance fee
models to be rebuilt in the quest for standardisation.

No comments

! The IA champions UK investment management, a world-leading industry which helps millions of
households save for the future while supporting businesses and economic growth in the UK and
abroad. Our 250 members range from smaller, specialist UK firms to European and global investment
managers with a UK base. Collectively, they manage nearly €8.5 trillion for savers and institutions,
such as pension schemes and insurance companies, in the UK and beyond. More information can be
viewed on our website.
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1.8

1.9

1.10

1.11

1.12

For absolute return funds which are not making use of a benchmark, performance
fees should be related to monetary indices or monetary rate indices, by setting a
reference to monetary rate plus a spread which should be consistent with the return
objective.

Guideline 3 conflates a humber of features of a performance fee arrangement. The
first part of guideline 3.19 is concerned with the alignment of interests between the
manager and the investors and the fair treatment amongst incoming, ongoing and
outgoing investors. This is an essential overarching principle that should apply to all
aspects of the performance fee model, not just crystallization, and therefore should
be the first part of guideline 1.

We do not agree with the second part of guideline 3.19 concerning the link between
the investors holding period and the performance fee assessment period. We believe
that in this instance the crystallization period has been confused with the
performance reference period. The crystallization period is simply a tool for defining
the frequency of performance fee payments from the fund to the manager. Itis a
mere technical feature, as the performance fee due is accrued at each valuation
point. Alignment of the performance fee model with the investors’ holding period
would be achieved by means of the performance reference period ie. the period at
the end of which past underperformance can be reset.

For a typical retail fund with daily dealing every investor will have a different holding
period and this cannot be reflected in the assessment period. The fair treatment of
investors is achieved by ensuring that the correct performance fee accrual is reflected
in the NAV every day in accordance with guideline 1.11(f) and therefore the second
part of guideline 3.19 should be deleted.

In general, we agree with a minimum crystallization period of one year as set out in
the first part of guideline 3.20 but this should be subject to a number of exceptions:

e It should be possible to crystallize a performance fee on redemptions during the
year. Redeeming investors experience the performance fee through the accrual in
the NAV and it is fair that this is then paid to the manager. Failure to crystallize
this part of the accrual will cause it to transfer to the ongoing investors resulting
an unfair reduction in the value of their investment.

e Typically a performance fee exists alongside a fixed rate ad valorem management
fee. However, examples exist of performance fee arrangements with no other
form of remuneration being payable to the manager. In such instances it may not
be viable for the manager not to receive any remuneration for a whole year. In
such an arrangement it would be appropriate for more frequent crystallization to
take place.
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e It should be possible to operate a shorter crystallization period when a fund or !
share class is launched or closed.

1.13 We do not agree with the second part of guideline 3.20 which restricts the

crystallization period to the fund’s financial year or the calendar year. In terms of
investor protection, the date on which the crystallization period ends is entirely
arbitrary and inconsequential. Therefore there is no purpose in referring to it in the
guidelines and it should be deleted. We are aware, for example, of crystallization
periods being aligned with the management company’s financial year in order that the
revenue received from a performance fee can be recognized (accounting standards to
do allow recognition of contingent income, so an accrued but not crystallized
performance fee cannot be recognized).

1.14 No comments

1.15 In relation to the first part of guideline 4.22 it is not inherently unfair to charge a

performance fee in a period where there has been negative performance. The
manager may have outperformed a falling market and therefore protected the
investors from larger losses. Subject to appropriate disclosures being made, guideline
4 should permit a performance fee to be paid where performance exceeds the
benchmark return, even if negative on absolute basis. Managers should have the
flexibility to assess whether the structure of their performance fee is appropriate for
their target market in order to ensure it is perceived as fair. They might reach
different conclusions where the performance fee is applied to mass retail or
professional investors.

1.16 We agree that disclosure should be made. It should be part of the documentation of

the performance fee model included in the prospectus. The space available in the
KIID/KID means only the most basic details can be accommodated and it will be
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1.17

1.18

1.19

1.20

1.21

necessary to signpost the location of a more detailed explanation. The risk of !
outcomes arising in various specific conditions, such as negative absolute returns

while outperforming a falling market, will generally be a level of detail for the

prospectus rather than the KIID/KID.

The high water mark concept is fair to all interested parties. However, there are
situations when it might be appropriate to be able to reset the high water mark.

If a fund has underperformed the manager might decide to replace the portfolio
manager. If the fund is considerably below its high water mark then there is little
prospect of earning a performance fee in the foreseeable future. This might make it
difficult to attract a top quality portfolio manager to take on the fund. In this instance
it might be in the best interests of investors to replace the portfolio manager and
reset, or partially reset, the high water mark.

If there has been a slump in markets, a fund may have little prospect of recovering
the level of its high water mark. UK markets took 15 years to return to the levels
attained at the end of 1999, when the FTSE 100 reached 6,950. However, nhewer
funds would be unconstrained by such unrealistic targets and top portfolio managers
might be attracted to the prospect of participating in the profits of new funds rather
than running older funds with unattainable high water marks. It might be in the best
interests of investors if there was a facility for the Manager to reset the high water
mark in response to such extreme circumstances.

An alternative to forgiving poor performance by resetting the high water mark is to
use a rolling high water mark in which only the oldest underperformance is forgiven
each year.

We support the idea of a minimum period during which a high water mark cannot be
reset but we prefer qualitative criteria to a fixed length of time as the determinant of
a reset. If the period is too short and the high water mark can be routinely reset
there would be a dilution the protection provided by the high water mark.
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1.22

1.23

1.24

1.25

1.26

In our view, the appropriate minimum period depends on the interaction with other
features of the performance fee model, such as whether the minimum period is
coupled with qualitative criteria as envisaged in guideline 4.24. This should be at least
three years and may be longer depending on the circumstances. This is in line with
the average investor holding periods (median and mode) according to analysis
carrying out by one of our members.

We see no purpose in aligning the crystallization period with the performance
reference period. The crystallization period is simply a tool for defining the frequency
of performance fee payments from the fund to the manager. It is a mere technical
feature, as the performance fee due is accrued at each valuation point. Alignment of
the performance fee model with the investors’ holding period would be achieved by
means of the performance reference period ie. the period at the end of which past
underperformance can be reset.

Performance fees are complex and their implementation requires significant testing.
Similarly re-calibration of the performance fee parameters will create a significant
piece of work for firms. Implementation can only take place from the beginning of a
new performance assessment period. Therefore, in our view, there should be a period
of 12 months before the start of the period to which the guidelines will apply in order
to re-design, test, document and implement the new arrangements thoroughly.

No comments

No comments
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1.27

1.28

1.29

1.30

1.31

It should be permissible for absolute return funds to operate performance fees linked
to cash rates such as EONIA.

No comments

No comments

No comments

No comments
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