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REASONABLE LEVEL OF THE
MANAGEMENT FEE OF AN
INVESTMENT FUND

Despite being of paramount importance fo fund managers, manggement fees could
diminish net returns {(gross returns net of management and other fees) received by fund
members or investors. Finding out the fair and reasonable level of management fees is
especiolly important in the context of pension fund management, as it has not only g mere
financial impact but atso a social consequence.

In this paper, several pension funds are analyzed to find the factors affecting the level
of management fees, such as the portfolio management type, the asset alfocation, the age
of funds, etc. Besides, other types of fee structures (such as performance fees with a
hybrid structure) are applied to Armenian mandatory pension funds to figure out the total
level of fees relative fo the current NAV-based fees. Finally, the active returns of the
pension funds are estimated by constructing benchmarks and comparing the actual
returns with the returns of benchmarks to check the feasibility of performance fees.

As the results show, including performance fees into the current fee structure may not
only make compensation to managers more reasonable but also significantly reduce
expenses for future retirees.

pension fund, management fee, performance fee, active return, passive
management, fensen’s alpha
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Introduction. All types of portfolios, including investment funds, are managed
by professional entities requiring a certain fee for the services provided. This
fee (also known as a management fee) compensates the investment fund
manager for the costs incurred for the management of the fund, as well as
ensures some net profit. In light of the complex and sometimes
incomprehensible nature of investment management services, management fees
are defined in a way that seems normal at first glance but in fact, they are high
and not reasonable for the investment service. As a result, net returns become
lower than they should have been. Although financial regulators around the
world try somehow to limit maximum costs that can be incurred by investors, the
problem of high and unreasonable fees continues to bother investors.

A management fee may manifest itself in different forms. The conventional
way is to define a fixed percentage of net asset value (NAV-based fee), which
must be paid at every period'. However, the main drawback of making
management fees dependent on only net asset value is that managers may not
pay necessary attention to the performance and instead concentrate on fund
size. That is why performance fees have been designed to supplement fixed
management fees as a way to inspire fund managers to ensure high returns for
fund members. Performance fees are paid when the actual return is higher than
the predefined return, also known as the hurdle rate. The difference between
actual return and hurdle rate is divided between fund managers and investors.
Some funds may not have defined hurdle rates (implicitly it is 0%) or it is pegged
to some kind of benchmarks such as stock and bond market indices or inflation
level2 Performance fees have their shortcomings but compared to NAV-based
fees, they seem to be more reasonable and fairer in light of different returns.
However, performance fees are usually put with NAV-based fees and form a
hybrid fee structure.

Literature review. The literature on investment fund management fees is not
much extensive. Much of the work has been done by the international and local
regulators of the investment fund sphere. So, ESMA, the regulator of the
securities market in the EU, has published “Guidelines on Performance Fees in
UCITS and Certain Types of AIFs”3, that exhaustively defines special compliance
and reporting obligations in respect of management and performance fees,
including the disclosure of the structure of fees, the calculation methodology of
performance fees, as well as the benchmarks that would be used to calculate
active returns. In addition, ESMA has conducted research on a broad level
covering thousands of UCITS and AlFs all around the EU, that focuses on costs of
investment funds, including management fees, subscription and redemption fees,
their trends, the impact on net returns, etc4. Some insights from the report have

1 The Securities and Exchange Commission (SEC). Mutual Fund Fees and Expenses. Investor bulletin.
USA. 2014, pp. 6-7.

2 European Securities and Markets Authority. On performance fees in UCITS and certain types of
AlFs. Guidelines. Paris, France. 2020, pp. 6, 10.

3 European Securities and Markets Authority. On performance fees in UCITS and certain types of
AlFs. Guidelines. Paris, France, 2020.

4 European Securities and Markets Authority. Performance and costs of retail investment products in
the EU. ESMA Annual Statistical Report. Paris, France, 2019.

153



154

< <20223

been used in this article. W. Tapia and J. Yermo have analyzed the management
fees and other expenses of the pension plans across Latin America, the European
Union, and Australia5. The main insightful revelation is the negative relationship
between the expenses and the maturity of the pension system. Another research
about fees in the Spanish mutual fund industry has been done by A. C. Diaz-
Mendoza and M. A. M. Sedano6. They have discovered that the funds that
performed poorly tend to reduce fees to remain competitive. Meanwhile, the
funds that have ensured great performance increase their compensation. The
International Organization of Securities Commissions (IOSCO) released the final
report7on fees and expenses of collective investment schemes in 2016. The
report addresses the main issues regarding the expenses incurred by fund
members. It particularly defines a framework about the expenses that can be
included in fees, the disclosure of fees, the calculation of performance fees, etc.
This and other reports by other regulatory and supervisory bodies are widely
used in the sphere of collective investment schemes.

Research methodology. Before buying units of funds prospective investors
need to be certain that the management fee, including the performance fee, is
reasonably defined and fairly represents the efforts made by the managers, not
by other factors. It means that fees need to be commensurate with costs incurred
by fund managers and returns. The main task here is to find out which part of
returns is generated by the manager's efforts. Returns in fact may be high
because of external forces or factors, for which managers should not be paid8.
For example, when the portfolio is to track a benchmark, managers should be
awarded only when they beat the benchmark or other predefined return levels. If
the portfolio is strategically allocated to asset classes, which can be represented
by respective market indexes, then the excess return can be found by examining
tactical asset allocation within each asset class, or across asset classes. Tactical
asset allocation means that the predefined weights to strategic asset classes are
temporarily changed to capitalize on available opportunities. As a fact, active
portfolio management is paid more than passive management. By passive
investing, we mean tracking benchmark or index without significant tactical asset
allocation. Besides, portfolios that include more equity need higher service prices
to manage compared to fixed-income portfolios9. That is because equity investing
is risky and requires more research and effort to get high risk-adjusted returns.
To corroborate the abovementioned facts, several pension funds, including
Armenian mandatory pension funds, have been analyzed using a variety of tools.

5 W. Tapia, J. Yermo. Fees in Individual Account Pension Systems. A CROSS-COUNTRY
COMPARISON. OECD Working Papers on Insurance and Private Pensions. No. 27. Paris, France,
2008.

6 A. C. Diaz-Mendoza. M. A. M. Sedano. The Dynamic of Management Fees in the Mutual Fund
Industry. Basque Country (SPAIN), 2014.

7 The International Organization of Securities Commissions (I0SCO). Good Practice for Fees and
Expenses of Collective Investment Schemes. Final Report. Madrid, Spain, 2016.

8 Commonfund Institute. Understanding the Cost of Investment Management. A guide for fiduciaries.
2015, pp. 2-3.

9 Investment Company Institute. Trends in the Expenses and Fees of Funds. ICI RESEARCH
PERSPECTIVE 2020. Vol. 27, No. 3. USA. 2021, pp. 4-5.



So, data on pension funds have been analyzed by using simple regression
analysis, histogram, and other types of charts. As we have applied performance
fee structure to Armenian funds, we need a way to compare them with current
NAV-based fees. To this end, total fees have been calculated based on the
guidelines of ESMATlland SEC" to make the performance fees comparable to the
NAV-based fees using the following formula:

NAVt * Ft + [(NAVt_! * (1 +r) - NAVt_,) - NAVt * Ft] * Pft
NAVt '
where Tft is the total fee for a hybrid structure that includes both NAV-based
and performance fees; NAV is the total net asset value of the fund; Ft and P ft
are the NAV-based fee and performance fee, respectively; r is the return of the
fund for a time period. Note, that the second part (square brackets) in the
numerator is to adjust the return, on which performance fee should be
calculated, for already paid NAV-based fees to prevent double counting of fees.

To realize how reasonable the level of fees of Armenian funds is, the active
returns of funds have been estimated using the most widely used formulas, M2
alpha and Jensen’s alphal2 Both are based on the risk and return parameters of
the portfolio and the respective benchmark.

MZ2alphat = — * (ft —Ry) + ft —Rb,

Jensen's_alpha = ft —[ft + ft * (ft ~ ft)],

where ft, ft, and ft are returns (nominal or real) on an asset or a portfolio, the
benchmark and the risk-free asset, respectively; ; and ab are standard
deviations of the returns on an asset or a portfolio and the benchmark,
respectively; ft is the beta (sensitivity) coefficient of an asset or a portfolio. The
main difference between these measures of risk-adjusted return is that M2alpha
is mainly used for portfolios that are not perfectly diversified, meanwhile,
Jensen’s alpha is used for fully diversified portfolios.

Findings and analyses. After analyzing 135 pensions funds (mandatory and
voluntary funds from the USA, the EU, the UK, Australia, Hong Kong, etc.)
worldwide it is confirmed that actively managed funds and funds with higher
equity allocation have higher management fees than the passively managed funds
and funds with lower equity allocation, respectively.

Table 1
Means and standard deviations of the management fees of the pension funds in
terms of the strategy and the asset allocation

Mean 075%  045% 0.75% 0.64%
STD 042%  0.32% 0.46% 0.36%

1 European Securities and Markets Authority. On performance fees in UCITS and certain types of
AlFs. Guidelines. Paris, France. 2020. pp. 12-13.

1 The Securities and Exchange Commission (SEC). Mutual Fund Fees and Expenses. Investor bulletin.
USA. 2014. pp. 6-7.

PH. Scholz, M. Wilkens. A Jigsaw Puzzle of Basic Risk-adjusted Performance Measures. The Journal
of Performance Measurement. Vol. 9, No. 3. 2005. pp. 58-59.
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As we can see in Table 1, the fees of actively managed funds and funds with
more than half invested in equity are higher on average by 30 and 11 basis points
than the fees of passively managed and funds with less than half invested in
equity, respectively. Besides, actively managed funds and funds with more than
half invested in equity show more diverse levels of fees measured by the higher
standard deviation of fees. However, by glancing at the histogram of fees of the
actively managed funds, it is apparent that most of the funds have lower fees
than the average. In other words, the distribution is skewed to the right.

40

30
25
20 1
15

[0 4%, 0_7%] (1.0%, 1.3%] (1.G%, L.9%]
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Figure 1 Histogram ofthe management fees'3

To find out what kind of impact an equity allocation has on fees, we need to
look at figure 2. As we can see the relationship between the fees and the weights
in equity is not as clear as it is apparent from table 1 However, some kind of
small positive relationships can be seen, which somehow confirms the fact of
high expenses and much effort associated with equity investments. The next
decisive factor which may affect fees turns out to be the age of a pension fund
(years since the inception of a fund). The way this factor affects fees is debatable
from a theoretical point of view and the respective explanations may be
contradictory. So, according to one widely believed theory, newly established
funds should have higher fees, as fixed costs are high to run the management of
the fund, and the experience of managers is at the seed level. As time passes the
fund takes advantage of the positive effect of scale since the fund assets increase
in volume, and it becomes easier to negotiate the prices of services with brokers
and dealers. Besides, the experience of fund managers improves which reduces
the level of costs within the entity and hence fees for managing the fund® The
other theory insists on the opposite: the longer it passed since inception the
bigger becomes the fund, and hence managing it will require more effort than
beforelsa Two theories have reasonable rationales to advocate, but as it has
turned out from the analyses, the second theory outweighs the first. That is the

BCreated by the author.

UW. Tapia, J. Yermo. Fees in Individual Account Pension Systems. A CROSS-COUNTRY
COMPARISON. OECD Working Papers on Insurance and Private Pensions. No. 27. Paris, France.
2008. pp. 14-16.

BA. C. Diaz-Mendoza. M. A. M. Sedano. The Dynamic of Management Fees in the Mutual Fund
Industry. Basque Country (SPAIN). 2014. pp. 6-7.



funds that have just been established have lower fees compared with the funds
established a long time ago (figure 2).
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Figure 2. The effects of age and equity weight on the fees®

Next, we try to figure out what level of fees may be reasonable for Armenian
pension funds. To this end, we construct a benchmark for the pension funds
based on the available indexes and investment limits defined by the RA Law “On
Funded Pensions” and compare the funds’ historical returns to the returns of
the benchmark portfolio. After comparison, it can be revealed whether managers
have beaten the benchmark or not. In other words, whether managers have
succeeded to generate alpha that can be compared to the fees paid to them. In
addition, the current NAV-based management fees are compared with other
possible fee structures, such as performance fees combined with NAV-based
fees.

Let us find out the range of possible levels of fees for Armenian markets
based on the analysis of 135 funds. Although the regression lines based on data
points do not fit perfectly, they can give some shallow approximations for
appropriate levels of fees in Armenia. Based on the regression lines in figure 2,
the pension funds should have fees equal to 0.6% on average if 8 years of life
are taken into account. And if the equity allocation weights are put into the
regression equation, we get 0.62% for the fixed income fund, 0.70% for the
conservative fund, and 0.71% for the balanced fund, which are a bit lower than
the actual fees of 1% 1.1% and 1.3% respectively. And finally, Armenian pension
funds are not index-tracking funds, so their fees should be around 0.75% on
average. Putting all together we can assume that the fees of management of
Armenian funds should be in the range of 0.6% and 0.75%.

Next, we estimate the total fees if performance fees were used with fixed
NAV-based fees. Note, that currently, the management fees of Armenian
mandatory pension funds are different depending on the equity weight in the
portfolio. As mentioned in the article, higher equity allocation begets higher
management fees. So fees are 1% 1.1% and 1.3% for fixed income, conservative,

16 Created by the author.
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and balanced funds, respectively. One of the widely accepted ways of
transforming NAV-based fees to hybrid forms is to take half of the current NAV-
based fees and add a 20% performance fee. That is what we have applied to the
current fees of Armenian pension funds. Besides, we consider two additional
cases of the application of performance fees: performance fee is awarded only if
some kind of benchmark is beaten by fund managers. In this case, CPl and a 2%
return have been considered. To apply this structure to the actual data, quarterly
returns of the funds (Q1_2014-Q3 2021) have been used as a base to check
performance and compare with the benchmarks. After that performance fees
and total fees have been calculated and compared with the current fees. Average
total fees (Tft) are presented in Table 2.

Table 2
The NAV-based and the hybrid form of fees
FIXED INCOME CONSERVATIVE BALANCED

Current fees 1% 1% 1.10% 110%  1.30% 1.30%

Per°0 554265%) "NAV" °'8M0  °'8%  °'8% °'88% 09% 101%
performance fee 20% +0.5%

(0.55%, 0.65%) NAV (if 0.72%  0.74% 0.78% 0.75%  0.88% 0.85%

r>CPl)

( "5% ««0* B °82» °-8285 °-8r* °-87S °"* e X

As we can see the average total fees computed with hybrid methods are
considerably lower than the current NAV-based fees. Another merit of hybrid
methods is that it takes into account the performance of the fund and hence it
makes compensation to managers higher when managers beat the benchmark, in
this particular case, inflation rate and 2% fixed target return. Note, that the total
rates of fees are higher than the NAV-based fees (0.5%, 0.55%, 0.65%), which
means that the funds have exceeded the benchmarks on average. To see this in a
more detailed way let’s take a look at the Box and Whisker, and the line chart for
one of the funds of a conservative type (figure 3). Analyzing all 30 quarters from
2014 to 2021, it is apparent that there are only a few quarters when the fund’s
fee is higher than the current 1.1% and it is because the actual returns on that
quarters exceed the benchmarks significantly, and hence the performance fees
are higher. On the other hand at some quarters returns have been negative and
the hybrid mechanism with no benchmarks (the first case) “punishes” fund
managers paying even lower than NAV-based 0.55% fee due to the negative
returns. The other two cases pay a minimum of 0.55% when the benchmarks
have not been beaten. As the Box and Whiskers chart shows almost 75% percent
of quarters (for the CPlI benchmark case even higher percentage) have
generated fees lower than the current 1.1% Maximum fees have been at the level
of 1.47% thanks to the high positive returns. For the benchmarked cases fees are
not significantly lower than 0.6%. On the other hand, the first hybrid case has
generated fees as low as 0.27% at bearish market times.
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Figure 3. Fund 1of a conservative typel

Next, to find the active returns of the funds to compare with the fees, a
simple benchmark has been created that takes into account both the constraints
set by the RA Law “On Funded Pensions” and available indices representing
broad asset classes. For the equity asset class S&P500, US Small Cap 2000,
CAC 40, DAX, FTSE 100, and Nikkei 225 have been used. To represent bond
asset class as broad as possible, we have used iShares J.P. Morgan USD
Emerging Markets Bond ETF, iShares Core U.S. Aggregate Bond ETF (AGG),
iShares JP. Morgan EM Local Currency Bond ETF (LEMB), Armenian
government bond indices (G05, G5I), and an index constructed manually to
represent Armenian corporate bond market based on the government bond
indexes. For deposits, the average deposit rates have been used as an input to
the benchmark construction. Respective weights for all asset classes are
represented in figure 4.18

T7 Created by the author.

BThere are infinite number ways to construct a benchmark. Here, the simplest form (equal weights
within each asset class) has been chosen just to somehow represents all asset classes available for
the managers in the scope of limits set by the Law.
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Figure 4 Strategic asset allocation (Benchmark)®

Then, for each quarter the actual returns of the funds have been compared to
the returns of the benchmarks constructed for each type of funds. The average
results of the active returns computed based on the formulas of risk-adjusted
returns (as shown in the research methodology section) are shown in Table 3.

Table 3
Active returns of the pension funds

| LELHEINE e n AB THIL

23% 2.0% 2.0% 2.1% 2.1% 2.5% 2.2% 2.2% 2.8%

Std 13% 2.3% 2.5% 1.9% 19% 2.9% 2.0% 1.9% 3.6%
Corr 0.55 0.29 0.62 0.72 0.75 0.85
Beta 0.28 0.27 041 0.46 0.41 0.44
Sharpe ratio 0.33 0.07 0.15 0.16 0.16 0.20
0.02 0.07 0.01 0.05 0.01 0.05
M"2 2.7% 0.2% 2.3% 0.5% 24%  0.7%
M"2 alpha 0.6% -1.9% -0.2% -2.0% -0.3% -2.0%
Jensen’s alpha 0.4% 1.4% 0.0% 1.0% -0.1% 1.0%
M"2 alpha (real) 0.2% -1.8% -0.3% -2.2% -0.6% -2.4%
Jensen a (real) 0.2% 0.0% -0.3% -0.2% -0.5% -0.2%

As we can see M2alpha based on the nominal returns is positive only for Fund
1 of a fixed income type. So, only this fund should have positive performance
fees. On the other hand, Jansen's alpha is positive mainly for Fund 2 of all types
and in a significant amount, which should add up to the NAV-based fees. Thus,
the Fund 2 manager can be compensated more than the manager of Fund 1
However, if real returns are taken into account M 2alpha and Jensen’s alpha are
positive only for Fund 1 of a fixed income type. Hence, the management of the
other funds should not be compensated for returns, as all returns are thanks to
the market, in this case, the constructed benchmark. There is an orthodox
understanding that fees should not be more than active risk-adjusted returns.
For the positiveactive returns, the maximum fees are fourtimes the active
returns, asthe analyses are based on quarterly data. That is for Fund 1 of a fixed
income type fees should not exceed 1.6% (0.4%*4) or 0.8% (0.2%*4), if Jensen’s

19 Created by the author.



alpha is applied, and 2.4% or 0.8% if M2 alpha is used. For Fund 2 of a fixed
income type, fees should not be more than 5.6%, which is quite high. For Fund 2
of conservative and balanced types fees are limited from above by 4% based on
Jensen’s alpha. For other funds and metrics, which generated negative returns,
fees should not be based on performance, rather they may include some
symbolic NAV-based fees to compensate the managers for conventional
expenses. Drawing on Jensen’s alpha is more reasonable, as it is for portfolios
that are well diversified as Armenian pension funds in our case. Note, that
maximum fees differ depending on whether nominal or real returns are taken
into account. As the managers are also responsible for inflation risk, fees based
on the real returns are more reasonable.

Conclusions. In this paper management fees of pension funds have been
analyzed in terms of their reasonability, fairness, and relationship with factors
that could have a significant and decisive impact on them. Analyzing several
pension funds from all around the world it has been revealed that the equity
weight in allocation structure, the fund management type, and the age of fund
can define the level of fees: the higher the weight of equity in portfolio, the
higher the management fee, and the longer it passed since inception, the higher
would be the expenses, and hence, the management fee. In addition, active
management requires higher fees as it is theoretically rationalized. Besides, new
fee structures which include performance fees, have been applied to Armenian
mandatory pension funds, the results of which have shown that fees could be
effectively reduced and transformed to more reasonable levels. In addition,
active returns have been estimated for those funds by creating respective
benchmarks and doing comparisons of the returns, which as we saw are not as
high as it might be expected. However, performance fees have been calculated
for the funds that have generated positive risk-adjusted returns.
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TUTPAH OABTAH
AcnnpaHT dhakynbTeTa 3KOHOMUKA N MeHemkmeHTa ElNY

PasyMmHbll ypoBeHb MnaThbl 3a ynpaB/fieHUWe WHBECTU-
LWOHHbIM (POHAOM,- HecMoTpss Ha NepBOCTENEHHOE 3HAYeHue
nnatbl ynpaeneHus 0751 ynpaBnsowWuyx ¢oHAamMu, OHa MOXeT
YMEHbLINTb YACTYI0 AOXOAHOCTb (BasIoBYH JOXOAHOCTb 3a Bblye-
TOM nnatbl 3a ynpaBneHWe W ApYrux KOMUCCWIA), MOMyYaemyro
yyacTHMKamu hoHAa WM UHBECTOpamu. BbisicHeHue cnpaBegiu-
BOrO M pas3yMHOro YPOBHSI MaTbl 3a yrnpaBfieH/e OCOOGEHHO Bax-
HO B KOHTEKCTE YNpaBfieHWs] MEHCWMOHHbLIM (DOHAOM, MOCKOSbKY
OHO UMEeT He TO/IbKO YMCTO (PUHAHCOBbIE, HO U coumasibHble
nocneacTaus.

B 31O cTatbe aHanNM3NpYHTCS HECKOSIbKO MEHCUMOHHbIX
(QOHA0B, YTOObLI HaWTU (PaKTOpbl, BAUSAKOLWME Ha YPOBEHb NNathbl
3a ynpaB/fieHue, Takue Kak TuM yrnpassieHusi noptdpenem, pacrpe-
[JeneHve akTMBOB, BO3pacT hoHA0B U T. 4. Kpome Toro, k 06sa3a-
Te/IbHbIM MEHCUOHHbIM hoHAaM ApPMEHUM MPUMEHSIIOTCA Apyrne
BMAbI CTPYKTYp nnaTthl (Hanpumep, nnara 3a pesynbtart ¢ rmépua-
HOW CTPYKTYpOIi) Ans onpegeneHuss 06LIEro ypoBHA mMiaT no
CpaBHEHUIO C TeKyLMMU MnjiatamMum Ha ocHoBe bIAY. HakoHeu, ak-
TUBHbIE [AOXOAHOCTM MEHCUOHHBLIX (POHAOB OLEHMBAKTCA MNyTeM
NOCTPOEHMs GEHUMapKOB M CpaBHEHUSI (DaKTUUECKUX [O0XOAHO-
cTeli ¢ AOXOAHOCTAMM GeHUMapKoB A4S MPOBEPKM Lenecoobpas-
HOCTU M/iaT 3a pe3ysibrar.

Kak nokasbiBatoT pesy/nibTaTbl, BKIHUYEHWE niar 3a pesysib-
TaT B TEKYLLYI CTPYKTYPY MiaTbl MOXET He TO/IbKO cAenaTb KOM-
neHcaumo MeHemxepoB 6onee pasyMHOW, HO M 3HAYUTENbHO
COKpaTUTb pacxofbl 6yayLMX NeHCYOHEepOB.

KniouyeBble CnoBa: MNEHCUOHHbI poHA, oOnfaTa 3a yrnpaefeHuve,
onnaTa 3a pesynbTaT, akTWBHas [0XOAHOCTb, MAcCUBHOE yrpas-
neHve, anba KeHceHa
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