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Montana is exploring performance-
based fee models

Performance-based fees could prevent investors from paying high prices
for diminishing equity returns, the fund's consultant said

 Dietrich Knauth | 28 Feb 2018

The $16.4bn Montana Board of Investments is considering the

introduction of performance-based fees for its active managers, weighing

the risks and costs related to paying asset managers on a sliding scale

based on how they measure up to their benchmark.

Currently all of the state’s equity managers are paid under a fixed fee

schedule, and the state investment board has not definitively decided to

change that, according to Montana’s Director of Public Market Investments,

Rande Muffick. The state’s investment staff has begun exploring a range

of options for different fee structures, and has a “heightened interest” in

performance-based fees, Muffick said at the board’s February meeting.

“It isn’t really a change yet, it’s more of a change in mindset than anything,”

Muffick told the board. “The idea of performance-based fees doesn’t

match as well in some types of portfolios as others , but given what’s going
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on in the industry and the underperformance, largely, of active managers

as a whole, we have a heightened interest in looking at performance-

based fees, moreso than we have in the past.”

Changes to manager fee structures could lead to better alignment

between Montana and its asset managers, and could protect the state’s

investments by reducing fees paid to underperforming managers, Muffick

said.

Rebecca Gratsinger of RVK Inc., also speaking at the meeting, said that

her firm is working on a research paper for clients, like Montana, who are

interested in switching to performance-based fees.

“This topic is coming up a lot in boards, because there is an impression

that the future returns in the equity market could be much less than what

we experienced in 2017, and there’s been a push to generally push down

fees,” Gratsinger said.

Performance fees could also be used to get around price restrictions

created by a “most favored nation” clause in a manger’s contract with

another client, Gratsinger said. In those cases, a performance-based fee

could allow the manager to offer a lower base rate without violating their

earlier promise to their favored customer.

Performance-based fees are not a silver bullet for investors and could lead

to an overall fee increase just as easily as a reduction, Gratsinger added.

“Just changing to a performance-based fee schedule doesn’t necessarily

save fees, and doesn’t necessarily lead to better performance,” Gratsinger

said.

Board members expressed a mix of support and skepticism, with some

saying that the performance-based fees could complicate manager

relationships without improving the portfolio. The fee structure could also

incentivize managers to take on more risk if they start to lag their

benchmark, one board member said.

Muffick acknowledged that risk, saying that managers who were paid

based on performance would require monitoring. On the other hand, he

said, Montana already maintains fairly close contact with its managers.
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“There is somewhat of a concern with that,” Muffick said. “But I think if you

structure it on a longer-term basis, like three years, then I think you get

away from someone trying to manipulate the portfolio over a shorter

period. …  if they were trying to game the system, so to speak, I think we

would catch it.”

The investment board manages several pension plans, trust funds and the

state’s short-term investment pool. The largest pool of assets is the

$11.3bn Consolidated Asset Pension Pool, and the new commitments are

part of that pension portfolio.
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