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Performance Fees — Part 2

In The Lowdown on Fees: Investment Management Fees and Costs—Part 1, we explained that
Morningstar’s Total Cost Ratio helps investors make meaningful comparisons. It is a single figure
encompassing the total nondiscretionary fees and costs associated with managing a fund in Australia. It
incorporates investment management fees and costs, performance fee costs, and total annual dollar-
based charges.

In Part 1, we focused on investment management fees and costs. Now, we'll take a look at performance
fee costs and how they work.

Key Takeaways
Performance fees can align a manager and an investor, but the devil is in the details.
Performance fees can be charged for beating an index, beating an absolute number, or a combination.

» Check for mechanisms like a high-water mark to ensure underperformance is recouped before a fee is

payable.
Assess the merits of a performance fee in the context of the total fee charged and the performance
achieved.

What is a performance fee?
As the name suggests, a performance fee is based on the performance of the fund and is supposed to
align the interests of the manager and investors. It's good in theory, but the devil is in the details.

Defining how "well" a fund has performed is typically done using a hurdle rate—the return the manager
needs to beat before the fee is payable. Performance fee hurdles come in many forms—a manager may
be rewarded for beating the return of an index, an absolute number, or an amount based on some
combination of the two (typically, the manager must beat the higher rate).

The basic premise is that the manager needs to generate performance in excess of the hurdle and then
share in the rewards with you. That is, you get 100% of the performance (after investment management
fees) up to the hurdle rate, and then you pay the manager some of the performance they have
generated over this rate. In theory, the more difficult the hurdle, the better for the investor, but note that
setting hurdles too high might encourage the manager to take excessive risk in order to have a shot at
eamning a performance fee.

What is a hurdle rate or henchmark?

Exhibit 1 contains examples of hurdle rates used by some well-known international equity funds—the

indexes are relevant to the asset class the manager is investing in. For example, Platinum International
Fund is trying to beat the MSCI All Country World Net Index (a well-known international equities index)
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and not the S&P/ASX 200 Accumulation Index. That's because the fund invests globally and not just in
Australian shares. The benchmarks listed are also "total return”, "net", or "accumulation" indexes—
meaning each index includes returns from share price movements and dividends paid. Some indexes are
"price only" and do not include returns from dividends (worth around 3% a year historically for
international equities). Using a price index makes the hurdle rate a fair bit lower and easier for the

manager to beat—so keep an eye out.

Finally, pay attention to whether the fund needs to beat its benchmark or hurdle after investment
management fees have been deducted from the return. This is the norm for well-structured performance
fees, but again—worth checking.

Exhibit 1 International Equities Funds’ Performance Fee Hurdles

Fund Performance Fee Hurdle

Magellan Global Fund - Open Class Units The higher of the Index Relative Hurdle (MSCI
World Net Total Return Index (AUD)) and the
Absolute Return Hurdle (the yield of 10-year
Australian government bonds)

Platinum International Fund — P Class Units MSCI All Country World Net Index in SA
Hyperion Global Growth Companies — B Class MSCI World Accumulation Index (AUD)

Units

Source: Product Disclosure Statements.

There are pros and cons with each hurdle. An index-linked hurdle can result in the investor paying a
performance fee when the fund has lost money (in absolute terms) but has outperformed an index that
has fallen by more. Psychologically, this can be difficult for investors to accept in falling markets, and it is
something to prepare yourself for in the event you choose a fund with this sort of performance fee
structure.

On the other hand, an absolute return or cash rate hurdle can be simply too low, or earn a performance
fee for a manager purely riding a strongly performing market (not outperforming it). For example, if you
are invested in a share fund, you'd typically expect the fund to generate returns far in excess of a cash
return over time even if it doesn't outperform the relevant share index.

The idea of combining absolute and relative return hurdles is to make sure the manager bath makes
money and outperforms the market generally. For this reason, the hurdle is typically defined as being the
higher of the absolute or relative return figure (for example, see the hurdle definition for Magellan Global
Fund in Exhibit 1).

There are also other ways that hurdles can be made more challenging, with the most common
technique being a "high-water mark" mechanism. A high-water mark requires that the manager recover
any underperformance (compared with the hurdle) from prior periods before a performance fee can be
paid. This mechanism is critical for maximising the alignment of interest between manager and investor.
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Performance fee "free kick" for the investor

One thing to keep an eye on when investing in a managed fund is when the manager has
underperformed the benchmark for a period of time. If this is the case (and assuming the manager is
subject to a high-water-mark hurdle), a new investor could enter the fund at a time when the manager
needs to catch up to the high-water mark before qualifying for the performance fee. As a result, a new
investor could get a free kick—that is, the benefit of the high-water mark without having experienced
the prior underperformance.

The Platinum International Fund — P Class Units is a good case study. As at 31 December 2021, the fund
had underperformed its benchmark (MSCI All Country World Net Index in $A) by over 15% for the year
and Morningstar’s category index (MSCI World Ex Australia NR AUD) by over 19% (Exhibit 2) for the
year. The underperformance relative to the benchmark (and any underperformance prior to this point)
must be recovered before a performance fee is payable.

Exhibit 2 Platinum International Fund — P Class Units Performance as at 31 December 2021

Trailing Returns (31-Dec-2021)

6 Mth 1yr 3¥r 5Yr 10 Yr
Quartile E E E
Total % -0.37 10.38 10.13 NAv NAv
Index %* 11,46 29.58 20.58 NAv NAv
Category % 7.87 24.43 18.07 NAvV NAv

*MSCI World Ex Australia NR AUD

Source: Morningstar Adviser Workstation.

How often a performance fee is paid matters

The period over which a performance fee is "crystallised" (or paid to the manager) is also worth paying
attention to. From an investor’s perspective, longer crystallisation periods are better—the manager has
to provide a consistent period of outperformance before banking a performance fee. Ideally, the
frequency of payment of a performance fee would align with your investment horizon—for example, for
a share fund, five to 10 years. However, it doesn’t work that way in practice. Most funds investing in
liquid, listed investments earn performance fees on a quarterly, semiannual, or annual basis. And
managers who are banking performance fees over these shorter-term periods may be tempted to focus
on these short-termer gains. They could take a large performance fee for one strong period of good
performance and underperform in subsequent periods. Unfortunately, fund investors are not eligible for a
refund of the performance fees already paid. Had the manager's fee crystallised over a longer period, the
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investor would not have paid a fee, as the positive performance accrued early on would have been
netted off by the ensuing underperformance.

Morningstar's Total Cost Ratio and Performance Fees

Momningstar’s Total Cost Ratios—Prospective and Realised look at performance fees through two
different lenses. “Prospective” performance fees are those disclosed in the Product Disclosure
Statement (PDS), and “Realised” performance fees are those earned in the last financial year. These
performance fees can be very different (Exhibit 3). Prospective fees provide an indication as to what fees
investors are likely to be charged over time based on a longer-term history. Performance fees in
particular can swing wildly from one year to the next depending on markets and fund performance. As
such, the regulatory guidance is that performance fees disclosed in PDSs should take an average of the
fund’s performance fees generated over the last five financial years. This is designed to smooth the
volatile nature of performance fees and hopefully give investors a better idea of the fees they would pay
over a longer time period. Realised performance fees, on the other hand, are simply the last financial
year's performance fee that was actually earned. While past performance is not a guarantee of future
performance, disclosing a five-year average in the PDS is a better guide for investors than disclosing fees
earned in one year (which can vary markedly one year to the next).

Let's look at the Platinum International Fund — P Class Units again. The recent poor performance resulted
in a Realised performance fee (as at 30 June 2021) of 0%. However, the fund earned a performance fee
in financial-year 2018, and as such, the Prospective performance fee disclosed is 0.19% per year, as it
considers those historical fees earned.

Exhibit 3 Prospective and Realised Performance Fees as at 30 June 2021

Name PDS Date Total Cost Investment Performance [Performance [Difference
(Prospective) |Ratio Management Fee Costs Fee Costs between
(Prospective) [Fees & Costs (Prospective) [(Realised) Realised and
(Prospective) Prospective
Performance
Fees

Hyperion Global
Growth Companies B 8/12/2021 3.33 0.70 2.63 2.23 -0.40
Platinum International
Fund P 5/10/2021 1.35 1.16 0.19 0.00 -0.19
Magellan Global Open
Class 23/12/2021 1.45 1.35 0.10 0.00 -0.10

Source: Morningstar Direct.

Consider the total package —investment fees, performance, and importantly net returns
Performance fees should not be considered in isolation of the fund’s net performance or the fund’s
investment fee. Hyperion Global Growth Companies Fund — B Class Units provides a good example of a
fund that has delivered very strong net performance and earned generous fees. The fund discloses a
performance fee of 2.63% per year in the PDS. This is an intimidatingly high number. However, Exhibit 4
shows that recent net financial-year returns have been very strong. These strong returns have driven the
level of performance fees earned and disclosed in the PDS. It's always important to consider whether
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the manager will be able to deliver similar levels of outperformance in the future and whether history is
an appropriate guide to future outperformance.

Most investors would be happy to pay these higher fees in exchange for this level of outperformance,
but investors would clearly be better off with no performance fee component and the same strong
returns. So, if you find two managers with similar skill levels but only one charges a performance fee,
then (assuming base fees are the same) it should be an easy choice to pick the manager without the
performance fee.

Exhibit 4 Hyperion Global Growth Companies Fund — B Class Units Recent Financial-Year Returns

Financial Year Returns

Jun-19 Jun-20 Jun-21
Fund 17.45 19.17 46.31
+/- Category 4.50 7.20 17.32

+/- Index 5.51 13.99 18.81

Source: Morningstar Adviser Workstation.

The presence of a performance fee often impacts the investment management fee. Many managers
with performance fees have lower investment management fees than peers with an investment-
management-fee-only structure, so it's important to consider the whole fee package. For example, the
Platinum International Fund — P Class Units (performance fee units) charges annual investment
management fees and costs of 1.16% compared with the investment-management-fee-only Platinum
International Fund, which charges annual investment management fees and costs of 1.41%. Setting
aside that the P Class Units will be under their high-water mark because of the recent underperformance
as described earlier, if both funds either underperform or produce only moderate levels of
outperformance above the index over time, you'd expect the total cost ratio of the P Class Units to be
lower. Conversely, in an environment of very strong performance relative to the index over a sustained
period of time, P Class Unitholders should expect to pay a higher total cost ratio.

Performance fee structures can be incredibly complex for investors. And the devil is in the details.
Investors need to understand the hurdle rate, whether a high-water mark is in place to ensure
underperformance is recouped, and if strong historical performance has driven performance fee
disclosures in the PDS—and if this is sustainable in the future. Finally, it's important to consider the total
fee load in the context of the net returns expected to be delivered by the manager. It's our hope that the
Morningstar Total Cost Ratio can make complex fee disclosures easier to understand and assist
investors to compare apples with apples across funds.

Stayed tuned for Part 3 of The Lowdown on Fees, where we will bring it all together and compare across
arange of funds. Il

® 2022 Morningstar, Inc. All rights reserved. Neither Morningstar, its affiliates, nor the content providers guarantee the data or content contained herein to be accurate, complete or timely nor will Mﬁ“"l ” ES“LH
they have any liability for its use or distribution. Any general advice or ‘regulated financial advice' under New Zealand law has been prepared by Morningstar Australasia Pty Ltd (ABN: 95 090 665

544, AFSL: 240892) and/or Morningstar Research Ltd, subsidiaries of Morningstar, Inc, without reference to your abjectives, financial situation or needs. For more information refer to our Financial

Services Guide (AU) and Financial Advice Provider Disclosure Statement (NZ) at www.morningstar.com.au/s/fsg.pdf and http://www.morningstar.com.au/s/fapds.pdf. You should consider the advice

in light of these matters and if applicable, the relevant Product Disclosure Statement before making any decision to invest. Our publications, ratings and products should be viewed as an additional

investment resource, not as your sole source of information. Morningstar's full research reports are the source of any Morningstar Ratings and are available from Morningstar or your adviser. Past

performance does not necessarily indicate a financial product’s future performance. To obtain advice tailored to your situation, contact a professional financial adviser. Some material is copyright and

published under licence from ASX Operations Pty Ltd ACN 004 523 782.


http://www.morningstar.com.au/s/fsg.pdf
http://www.morningstar.com.au/s/fapds.pdf

Page 6 of 6 The Lowdown on Fees—Part 2 | See Important Disclosures at the end of this report.

Copyright, Disclaimer and Other Information
This report has been issued and distributed by Morningstar Australasia Pty Ltd ABN: 95 090 665 544, AFSL: 240892 and/or
Morningstar Research Limited NZBN: 9429039567505, subsidiaries of Morningstar, Inc.

To the extent the repart contains any general advice or ‘regulated financial advice’ under New Zealand law this has been prepared
by Morningstar Australasia Pty Ltd and/or Morningstar Research Ltd, without reference to your objectives, financial situation or
needs. For more information please refer to our Financial Services Guide for Australian users and our Financial Advice Provider
Disclosure Statement for New Zealand users. These are available at: www.morningstar.com.au/s/fsg.pdf and
www.morningstar.com.au/s/fapds.pdf. You should consider the advice in light of these matters and if applicable, the relevant
Product Disclosure Statement.

Copyright

© The material contained in this document is copyright of Marningstar, Inc., its licensors and any related bodies corporate that are
involved in the document's creation. All rights reserved. Except as permitted by the Copyright Act 1968 (Australia) or Copyright Act
1994 (New Zealand), you may not reproduce, transmit, disseminate, sell or publish this information without the written consent of

Morningstar, Inc.

Trademarks
Morningstar and the Morningstar logo are registered trademarks of Morningstar, Inc.

Disclaimer

All care has been taken in preparing this report. However, please note we base our financial product research on current
information provided to us by third parties (including financial product issuers) which we cannot necessarily verify. While we use
all reasonable efforts to obtain information from reliable sources, we do not guarantee the data or content contained herein to be
accurate, complete or timely. To the extent that our research is based on information received from other parties, no liability is
accepted by Morningstar, its affiliates nor their content providers for errors contained in the report or omissions from the report.
Morningstar determines its ratings on information disclosed to it by financial product issuers and on past performance of products.
Past performance is no guarantee of future performance.

More Information
If you wish to obtain further information regarding this report, licensing and our services, please contact us on:

Morningstar.com.au subscribers Advisers/Institutions/Others
Tel: 1800 03 44 55 Tel: +61 2 9276 4446
Email: help.au@morningstar.com Email: helpdesk.au@morningstar.com

For further information on our analysts and research methodologies, we recommend you visit:
www.global.marningstar.com/au/researchdocuments

® 2022 Morningstar, Inc. All rights reserved. Neither Morningstar, its affiliates, nor the content providers guarantee the data or content contained herein to be accurate, complete or timely nor will Mﬁ“"l H Egmﬂ
they have any liability for its use or distribution. Any general advice or ‘regulated financial advice' under New Zealand law has been prepared by Morningstar Australasia Pty Ltd (ABN: 95 090 665

544, AFSL: 240892) and/or Morningstar Research Ltd, subsidiaries of Morningstar, Inc, without reference to your abjectives, financial situation or needs. For more information refer to our Financial

Services Guide (AU) and Financial Advice Provider Disclosure Statement (NZ) at www.morningstar.com.au/s/fsg.pdf and http://www.morningstar.com.au/s/fapds.pdf. You should consider the advice

in light of these matters and if applicable, the relevant Product Disclosure Statement before making any decision to invest. Our publications, ratings and products should be viewed as an additional

investment resource, not as your sole source of information. Morningstar's full research reports are the source of any Morningstar Ratings and are available from Morningstar or your adviser. Past

performance does not necessarily indicate a financial product’s future performance. To obtain advice tailored to your situation, contact a professional financial adviser. Some material is copyright and

published under licence from ASX Operations Pty Ltd ACN 004 523 782.


http://www.morningstar.com.au/s/fsg.pdf
http://www.morningstar.com.au/s/fapds.pdf
http://www.morningstar.com.au/s/fsg.pdf
mailto:help.au@morningstar.com

