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In 1972, the US Securities and Exchange 
Commission (SEC) published several releases 
and adopted rules relating to mutual fund per-

formance fee arrangements.1 In the early 2000s, 
SEC Staff sweep examinations related to fund per-
formance fees and the resulting SEC enforcement 
actions suggested that the law governing mutual 
fund fulcrum fee arrangements was unclear in 
many respects.2 More than 40 years later, there 
has been a renewed interest in performance fees 
by SEC Commissioners,3 some fund investment 
advisers, rating agencies and journalists. In partic-
ular, interest in performance fee arrangements for 
actively managed funds has increased as a way to 
compete with passive funds.4 This renewed interest 
brings into focus once again the regulation of these 
arrangements.

This article discusses the laws and regulations 
applicable to mutual fund fulcrum fee arrange-
ments, and related questions that the authors 
have encountered in practice. While these topics 
were originally covered in an article published in 
2006,5 the authors felt that 13 years later it was 
an appropriate time to update their prior discus-
sion, notably to open a discussion about whether 
the rules relating to performance fee arrangements 
remain appropriate today or whether they should 
be modernized.

Legal Background

Section 205(a)(1) of the Advisers Act generally 
prohibits an investment adviser registered under the 
Advisers Act from entering into an investment advi-
sory contract that provides for compensation to the 
investment adviser calculated on the basis of a share 
of capital gains on or capital appreciation of any por-
tion of a client’s account. As originally introduced, 
the purpose of Section 205(a)(1) was to eliminate 
profit-sharing where an adviser did not participate 
in losses, and a proposed separate provision in the 
Investment Company Act of 1940 (1940 Act) would 
have restricted investment companies to compensat-
ing investment advisers based on either a fixed sum, 
income from interest and dividends, or net asset 
value.6 However, the SEC softened its view after 
negative industry response and the final bill limited 
regulation of investment adviser compensation to a 
prohibition on payment out of capital gains or appre-
ciation.7 There are thus some performance fee arrange-
ments that are not subject to Section 205(a)(1).8  
The prohibition of compensation arrangements 
based on capital gains or appreciation (commonly 
called performance fees) was included in the 
Advisers Act because of congressional concern that 
performance fees could create incentives for advis-
ers to take inappropriate risks in managing a client’s 
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account in order to increase advisory fees9 and 
to prevent contracts that were nothing more than 
“heads I win, tails you lose.”10

Section 205(a)(1) did not originally cover con-
tracts between registered investment advisers and 
investment companies registered under the 1940 
Act. In 1970, however, Congress extended the 
performance fee prohibition to advisory contracts 
with registered investment companies. At the same 
time, it acknowledged that not all performance fee 
arrangements should be prohibited and excepted 
from the performance fee prohibition arrangements 
providing for “compensation based on the asset 
value of the company or fund under management 
averaged over a specified period and increasing or 
decreasing proportionately with the investment 
performance of the company or fund over a speci-
fied period in relation to the investment record of 
an appropriate index of securities prices.” Section 
205(c) also specifies that, for purposes of Section 
205(b)(2), the point from which increases and 
decreases in compensation are measured must be 
the fee that is paid or earned when the investment 
performance of the fund is equivalent to that of the 
index (the fulcrum fee).

In the early 1970s, in addition to the enact-
ments, the SEC issued the 1972 Interpretative 
Release and adopted Rule 205-1 and Rule 205-2 
under the Advisers Act regarding mutual fund per-
formance fees. Taken together, these interpretations 
and rules, as well as no-action letters issued by the 
SEC Staff, provide guidance on how the perfor-
mance fees of registered investment companies (also 
called fulcrum fee arrangements) should be calcu-
lated and charged.

Rule 205-1 explains how the “investment per-
formance” of a mutual fund and the “investment 
record of an appropriate index of securities prices” 
over a certain performance period must be calcu-
lated for purposes of complying with Section 205. 
The rule specifies that the return of the fund must be 
based upon the change in the fund’s net asset value 
per share.11

Rule 205-2 defines the “fulcrum fee” as the base 
fee that is paid or earned when the fund’s invest-
ment performance is equivalent to the investment 
record of the fund’s benchmark index over a cho-
sen performance period. It also is the point from 
which increases or decreases in compensation are to 
be measured. Rule 205-2(b) requires that the period 
over which the net asset value of the fund is aver-
aged for purposes of fee calculation must be the 
same period over which the investment performance 
of the fund and the investment record of the index 
are computed (that is, the performance period). This 
provision implies that both the fulcrum fee (that is, 
the fixed portion of the fund’s advisory fee) and the 
performance adjustment (that is, the performance-
based portion of the fund’s advisory fee) must be 
calculated on the fund’s net asset value averaged over 
the performance period. Rule 205-2(c), however, 
sets out an exception to that principle, providing 
that the specific period over which the net asset value 
of the fund is averaged to calculate the fulcrum fee 
may differ from the period over which the net asset 
value is averaged for purposes of computing the per-
formance adjustment if:

1. The fulcrum fee is computed on the basis of net 
asset value averaged over the most recent sub-
period of the performance period;

2. The performance adjustment is computed on the 
basis of net asset value averaged over a rolling per-
formance period; and

3. The total advisory fee is payable at the end of each 
subperiod.

In practice, Rule 205-2(c) allows fund advisers 
to adopt rolling performance periods (for example, 
12, 24 or 36 months) and receive advisory fees at 
the end of each subperiod (for example, at the end 
of each month, quarter or semi-annual period). 
However, because the fulcrum fee is calculated on 
net assets averaged over a recent period of time, a 
fund’s total advisory fees (that is, the fulcrum fee as 
modified by the performance adjustment), under 
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this bifurcated method, tend to be based more on 
current assets than if both portions of the fees were 
based on net assets averaged over the entire per-
formance period. Total fees under this bifurcated 
method are, in theory, less influenced by changes 
in net assets due to purchase or redemptions of 
fund shares during the performance period and this 
method also allows the adviser to receive payments 
periodically. However, for the reasons explained 
and illustrated below, bifurcating the performance 
periods can result in actual fees that greatly differ 
from the predictable advisory fee rates that advisers, 
industry consultants, and fund investors may antici-
pate. Nevertheless, it is the authors’ experience that 
most fulcrum fee arrangements have been designed 
to comply with this bifurcated calculation method 
provided in Rule 205-2(c) under the Advisers Act.

Designing and Adopting a Fulcrum 
Fee Arrangement

Choosing a Fulcrum Fee

As previously explained, the fulcrum fee is 
the fixed portion of the fee (that is, the fee paid 
when the fund’s performance equals that of the 
benchmark index). The SEC explained in the 1972 
Interpretative Release that “the selection of a fair 
fulcrum fee is a critical prerequisite to a fair perfor-
mance fee.” The SEC also indicated in the release 
that the same factors should be considered in arriv-
ing at a fair fulcrum fee as are taken into account 
in establishing regular advisory fees. These factors 
include (1) the nature and quality of the advisory, 
administrative, and other services provided to the 
fund by the investment adviser and its affiliates; (2) 
profitability of the fund to the adviser/manager; (3) 
economies of scale realized in operating the fund; 
(4) fee structures of similar funds; and (5) “fall-
out” benefits derived by the investment adviser 
and its affiliates from their relationship with the 
fund.12 In practice, it would also be appropriate 
to consider a fulcrum fee in light of contemplated 
performance adjustments because the fund and its 

shareholders will be paying both portions of the 
total advisory fee.13

Choosing a Performance Period
Section 205 of the Advisers Act does not require 

that performance be measured over a specified period 
of time. However, the SEC indicated in the 1972 
Interpretative Release that an investment adviser has 
a fiduciary obligation to use a period long enough to 
provide a reasonable basis for measuring the adviser’s 
performance. In this regard, the SEC stated its view 
that the use of a period of at least one year to mea-
sure fund performance would minimize the possibil-
ity that fees will be based on random or short-term 
fluctuations of performance. Also, when structuring 
a performance fee, one must consider whether the 
performance period is a fixed period, in which case 
the total advisory fee is payable only at the end of 
the period, or a “rolling period,” in which case advi-
sory fees would be payable at the end of each sub-
period. In practice, advisers and mutual fund boards 
should keep in mind that the amount of the perfor-
mance adjustment to the fulcrum fee will be highly 
dependent upon performance relative to the index 
and average net assets over the performance period. 
If a longer performance period is selected, for exam-
ple, a 36-month rolling period, then past perfor-
mance and past variations in the level of net assets 
(primarily due to shareholder activity in the fund, 
which can fluctuate considerably) will influence 
the amount of the current subperiod’s performance 
adjustment for a much longer time than if a shorter 
performance period, for example, a 12-month roll-
ing period, is selected. This is because in the case of 
a shorter period the performance adjustment would 
be more tied to current assets, and the fee will gen-
erally be more predictable and more in line with 
standard advisory fee rates. The choice of a perfor-
mance period will materially impact the aggregate 
amount of advisory fees paid by the fund and advis-
ers and fund boards should review models under 
various performance asset level scenarios to under-
stand the impact of the performance period if they 
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do not already have experience with such arrange-
ments. The average investment period of investors 
in the fund may also be a relevant factor in some 
circumstances.

Selecting a Benchmark Index
In determining whether an index is appropri-

ate for a particular fund, the SEC has stated that 
directors should consider factors such as the vola-
tility, diversification of holdings, types of securities 
owned and investment objectives of the fund.14 
Some SEC no-action letters have also discussed 
the “appropriateness” of an index. The SEC Staff 
has concluded that indices prepared by Lipper 
Inc., which are a measure of the performance of 
funds with particular investment objectives, may 
be appropriate indices under Section 205.15 For 
example, in response to a no-action request from 
IDS Financial Corp., the SEC Staff determined 
not to recommend enforcement action if the 
board of the funds in question found, after con-
sideration of the factors in the 1972 Interpretative 
Release, that Lipper indices were appropriate 
“indices of securities prices” for calculating per-
formance fees.16 (This no-action letter was later 
withdrawn because IDS had represented in its 
original no-action request that the Lipper indices 
were “calculated…using an unweighted arithme-
tic average of the percentage change in daily net 
asset values of the funds making up the index” but 
later determined that indices were, in fact, price-
weighted indices, which the SEC Staff has stated 
are not appropriate indices for purposes of Section 
205.17) Under certain circumstances, the SEC Staff 
has also permitted a combination of the record of 
several indices for the purpose of calculating per-
formance adjustments.18

It must be remembered that, under current 
interpretations of Section 15 of the 1940 Act, it 
is likely that once the performance benchmark is 
included or referenced in the fund’s advisory con-
tract, it cannot be changed without respecting the 
formalities of Section 15 of the 1940 Act (which 

require a shareholder vote in most circumstances). 
This is a situation that makes it very difficult and 
costly to adjust fund strategies if the changes would 
cause a fund and its adviser(s) to question whether an 
index remains appropriate or otherwise if it was felt 
appropriate to change the fund strategy. Advisers and 
fund boards should thus carefully review the impact 
of these choices on funds (for example, fund com-
plexes that frequently change investment strategies 
and indexes to adapt to a changing economic envi-
ronment may question whether performance fees 
can be successfully adapted to their business model).

Choosing a Performance Adjustment 
Schedule and Establishing Upward and 
Downward Limits

Establishing a performance adjustment sched-
ule (that is, the level of difference between the fund’s 
investment performance and the benchmark index 
which will, in turn, determine the amount of the 
performance adjustment) is one of the most impor-
tant and difficult tasks in designing a fulcrum fee 
arrangement. Here also, modeling of the contem-
plated schedules can be very important.

As stated in the Senate Report on the 1970 legis-
lation that amended Section 205, the main principle 
that applies to the design of a performance fee sched-
ule is that the resulting advisory fee must “provide 
for increases and decreases in compensation that 
are proportionate to each other.”19 This means that 
the upside performance adjustments must equal, in 
absolute terms, the downside performance adjust-
ments. In other words, the adviser must be penalized 
for bad performance to the same extent as it may be 
rewarded for good performance. Applying this prin-
ciple, the SEC Staff has refused to grant no-action 
relief in cases where the proposed fee schedule pro-
vided for potential fee increases greater than poten-
tial fee decreases.20 However, the Staff has granted 
relief when a fee can decrease at a rate faster than it 
can increase.21

Performance adjustment fee schedules can be 
continuous (that is, any performance difference 
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would affect the performance adjustment) or can 
provide for “breakpoints,” also called “null zones” 
(that is, the performance adjustment changes only 
when certain levels of performance differences have 
been reached).

In the 1972 Interpretative Release, the SEC 
indicated that, in structuring a performance adjust-
ment schedule, it is important to ensure that perfor-
mance adjustments are attributable “to the adviser’s 
skill, or lack of skill, rather than to random fluc-
tuation.” Thus, attention should be given to ensure 
that adjustments are due to meaningful differences 
between the fund’s performance and the record of 
the benchmark index. The SEC indicated that, as 
a rule of thumb, the maximum or minimum per-
formance adjustment should be reached when the 
difference in performance is at least 10 percentage 
points (although one could imagine different adjust-
ments under reasonable circumstances). Further, it 
indicated that fund directors should consider what a 
meaningful difference would be under the proposed 
schedule, taking into account the fund’s size, vola-
tility, diversification, and variability of performance 
differences. Fund directors may wish to seek expert 
advice on these considerations before reviewing pro-
posed arrangements.

In 2015, the American Institute of Certified 
Public Accountants (AICPA), released a summary of 
financial statement review comments issued by SEC 
Staff that included commentary on performance 
adjustments.22 According to the AICPA summary, 
the SEC Staff has objected to (1) advisers attempt-
ing to limit performance adjustments to a multiple 
of the base fee because the result of such limitation 
results in the incentive adjustment being tied to cur-
rent level net assets rather than the average net assets 
over the period (see a discussion of these issues, 
relating to “bifurcated” fulcrum fee arrangements, 
below); and (2) fulcrum fee arrangements where the 
maximum negative performance adjustment was less 
than the maximum positive incentive adjustment.23

Funds generally set maximum performance 
adjustment percentages in their performance 

adjustment schedules. For example, the maximum 
performance adjustment might be set at an annual 
rate of 0.50 percent of average net assets over the 
performance period. Such maximum adjustments 
are consistent with Section 205 and have been rec-
ognized as such by the SEC and the Staff. Similarly, 
the registration statement forms for open-end and 
closed-end management investment companies, 
Form N-lA and Form N-2, recognize the legitimacy 
of a maximum adjustment, indicating that registrants 
using fulcrum fees may display in the statement of 
additional information examples including calcu-
lations showing the maximum and minimum fee 
percentages that could be earned under the arrange-
ment.24 However, a fund may not be able to impose 
an absolute dollar limit on the performance adjust-
ment amount or impose a similar limit expressed as 
some percentage of current net assets, for example, 
0.10 percent of current net assets.

We understand that fund rating agencies look 
favorably on fund performance fee arrangements as 
a means to align the interests of advisers and funds, 
and may favor meaningful performance adjustment 
variations. In practice, however, it is very important 
for advisers and fund boards to understand that, with 
a “bifurcated” fulcrum fee arrangement designed to 
comply with Rule 205¬2(c) under the Advisers Act 
(that is, an arrangement for which the fulcrum fee is 
calculated based on net assets averaged over the most 
recent subperiod of the performance period, while 
the performance adjustment is calculated based 
on net assets averaged over the entire performance 
period), the maximum and minimum adjustment 
would apply only to the performance adjustment. As 
a result, by using different asset bases to calculate the 
fulcrum fee and the performance adjustment, the 
actual advisory fees paid by the fund will often dif-
fer materially from the predictable annual fee rates 
obtained by adding a static fulcrum fee rate to a per-
formance fee rate.

Assume, for example, a fulcrum fee arrange-
ment with: (1) a 36-month performance period; 
(2) a fulcrum fee rate of one percent of average 
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daily net assets on an annual basis (computed on 
annualized average net assets over the most recent 
month); and (3) a performance adjustment sched-
ule with two breakpoints, reaching a maximum or 
minimum adjustment of 0.50 percent of average 
daily net assets on an annual basis when the fund’s 
performance exceeds or lags the benchmark index 
by more than 10 percentage points over the perfor-
mance period.

Under these circumstances, one might expect 
the fund advisory fees to be as shown in Exhibit 
1. However, this scenario would occur only if the 
fund’s net assets remain constant over the entire per-
formance period. In reality, however, a fund’s assets 
will almost always increase or decrease, sometimes 
dramatically over the performance period. Changes 
in asset levels can impact the calculation of advisory 
fees under a fulcrum fee arrangement in material 
and often unforeseen ways.

For example, assume that over the duration of 
the performance period, the fund’s average net assets 
decrease so that during the most recent month, they 
average $100 million, while over the entirety of 
the performance period they average $250 million. 
Under this scenario, the advisory fees that would 
actually be paid would be as are shown in Exhibit 
2. Opposite results would occur if the fund’s assets 
increase over the performance period. This scenario 
is shown in Exhibit 3.

The actual fees in both declining and rising asset 
environments are remarkably different from the the-
oretical fee rates shown in Exhibit 1. The advisory 

fees actually paid by a fund will depend on a variety 
of factors that are largely unpredictable in advance. 
In general, the longer the performance period and 
the greater the amplitude given to a performance 
adjustment schedule (that is, the greater the poten-
tial change in the fee rate under the schedule), the 
more the advisory fees will depend on shareholder 
activity in the fund. As illustrated, in certain circum-
stances, the actual advisory fees to be paid during 
a month could be negative, with the result (under 
current SEC Staff interpretations), that the adviser 
would be required to pay the negative amount into 
the fund.25 Members of the SEC Staff have in the 
past expressed the view that a bifurcated fulcrum fee 
may require a fund’s adviser to reimburse the fund 
when the fund experiences a significant asset decline 
and poor performance, resulting in a lower base 
fee that is inadequate to cover a negative incentive 
adjustment.26

In our experience, this scenario happens with 
some regularity. In practice, advisers will bear the 
costs of large negative adjustments, while expense 
waivers and caps, commercial pressures, or fund 
board requests, may prevent them from fully real-
izing the benefit of large positive adjustments. 
There is little in the administrative history indicat-
ing that the SEC and its Staff fully appreciated the 
consequences of these bifurcated arrangements at 
the time the rules were adopted. Given the impact 
of changes in net assets, as well as the potential for 
required payments by the investment adviser, both 
fund boards and advisers should carefully consider 

EXHIBIT 1: Typical Fulcrum Fee Arrangement
% Point Difference 

between Performance  
of  Fund and Index

Fulcrum Fee 
(annualized)

Performance 
Adjustment 
(annualized)

Expected Total Advisory 
Fee (annualized)

10% 1.00% 0.50% 1.50%
5% 1.00% 0.25% 1.25%
0% 1.00% 0.00% 1.00%

-5% 1.00% -0.25% 0.75%
-10% 1.00% -0.50% 0.50%
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the potential impact of various economic scenar-
ios on a proposed fee schedule. Modeling what 
the fees would be under various combinations of 
fund size and performance can provide a clearer 
picture of the practical consequences of a pro-
posed fee schedule. This picture, in turn, can help 
a fund’s board and adviser to realistically assess the 
impact of substantial negative performance (and 
the resulting negative performance adjustment) 
on the ability of the adviser to continue devoting 
sufficient resources to managing the fund, particu-
larly in cases where the performance adjustments 
are meaningful and the performance periods are 
relatively long.

Launching a Fulcrum Fee Arrangement  
and Other Transitional Issues

As expressed in the 1972 Interpretive Release, 
the SEC’s concern in relation to the launch of a 
fulcrum fee arrangement is that performance com-
pensation should be based only upon performance 
results obtained after the arrangement takes effect. 
In other words, performance adjustments should 
not be based on performance results that are already 
known at the time the arrangement is implemented. 
For this reason, new fulcrum fee arrangements typi-
cally include a “build-up” period, during which only 
the flat fulcrum fee portion of the total advisory fee 
is payable. After a sufficiently long period (generally 

EXHIBIT 2: Monthly Fulcrum Fee Calculation—Declining Net Assets

% Point 
Difference 
between 

Performance of 
Fund and Index

Actual Fulcrum Fee 
(expressed as a dollar 

amount for the month and 
corresponding rates) Performance Adjustment

Actual Total Advisory 
Fee (expressed as a dollar 

amount for the month 
and corresponding annual 
rate of current average net 

assets)
10% $83,334 [1/12th of 1.00% 

of $100 million on a 
monthly basis (or 1.00% as 

an annual rate)]

$104,167 [1/12th of 0.50% 
of $250 million on a 

monthly basis (or 0.50% as 
an annual rate)]

$187,500, which amounts 
to 2.25% of current average 
net assets on an annual basis

5% $83,334 [1/12th of 1.00% 
of $100 million on a 

monthly basis (or 1.00% as 
an annual rate)]

$52,084 [1/12th of 0.25% 
of $250 million on a 

monthly basis (or 0.25% as 
an annual rate)]

$135,418, which amounts 
to 1/12th of 1.625% of 

current average net assets on 
an annual basis

0% $83,334 [1/12th of 1.00% 
of $100 million on a 

monthly basis (or 1.00% as 
an annual rate)]

$0 $83,334, which amounts to 
1.00% of current net assets 

on an annual basis

-5% $83,334 [1/12th of 1.00% 
of $100 million on a 

monthly basis (or 1.00% as 
an annual rate)]

-$52,084 [1/12th of -0.25% 
of $250 million on a 

monthly basis (or -0.25% as 
an annual rate)]

$31,250, which amounts to 
0.375% of current average 

net assets on an annual basis

-10% $83,334 [1/12th of 1.00% 
of $100 million on a 

monthly basis (or 1.00% as 
an annual rate)]

-$104,167 [1/12th of 
-0.50% of $250 million on 
a monthly basis (or - 0.50% 

as an annual rate)]

-$20,833, which amounts 
to -0.25% of current 

average net assets on an 
annual basis
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12 months), the performance adjustment starts 
being applied.

Another transitional problem arises when a ful-
crum fee arrangement terminates and is replaced 
by another fee arrangement. In that case in order 
to avoid a situation in which a new fee arrange-
ment could result in higher fees than could have 
been earned under the original contract, the new 
contract should provide that the fee payable until 
the end of the computation period covered by the 
original contract (that is, the duration of the perfor-
mance period), shall not be higher than the amount 
that would have been payable under the original 

arrangement, had the computation period expired 
by its terms.27 In the case of a change of the index 
in a fulcrum fee arrangement, a new index may 
be added on a prospective basis and the old index 
removed from the performance adjustment calcula-
tion formula gradually over the time of the perfor-
mance period.

Changes in an advisory fee arrangement require 
the approval of a fund’s board and its shareholders per 
the requirements of Section 15. The SEC Staff has 
granted no-action relief permitting the amendment 
of a fee arrangement without shareholder approval 
where the amendment was such that under no set of 

EXHIBIT 3: Monthly Fulcrum Fee Calculation—Rising Net Assets
% Point 

Difference 
between 

Performance 
of Fund and 

Index

Actual Fulcrum Fee 
(expressed as a dollar 

amount for the month and 
corresponding rates) Performance Adjustment

Actual Total Advisory 
Fee (expressed as a dollar 

amount for the month 
and corresponding annual 
rate of current average net 

assets)
10% $250,000 [1/12th of 1.00% 

of $300 million on a monthly 
basis (or 1.00% as an annual 

rate)]

$104,167 [1/12th of 0.50% 
of $250 million on a 

monthly basis (or 0.50% as 
an annual rate)]

$354,167, which amounts to 
1.42% of current average net 

assets on an annual basis

5% $250,000 [1/12th of 1.00% 
of $300 million on a monthly 
basis (or 1.00% as an annual 

rate)]

$52,084 [1/12th of 0.25% 
of $250 million on a 

monthly basis (or 0.25% as 
an annual rate)]

$302,084, which amounts to 
1.21% of current average net 

assets on an annual basis

0% $250,000 [1/12th of 1.00% 
of $300 million on a monthly 
basis (or 1.00% as an annual 

rate)]

$0 $250,000, which amounts to 
1.00% of current net assets 

on an annual basis

-5% $250,000 [1/12th of 1.00% 
of $300 million on a monthly 
basis (or 1.00% as an annual 

rate)]

-$52,084 [1/12th of -0.25% 
of $250 million on a 

monthly basis (or -0.25% as 
an annual rate)]

$197,916, which amounts to 
0.79% of current average net 

assets on an annual basis

-10% $250,000 [1/12th of 1.00% 
of $300 million on a monthly 
basis (or 1.00% as an annual 

rate)]

-$104,167 [1/12th of 
-0.50% of $250 million on a 
monthly basis (or - 0.50% as 

an annual rate)]

$145,833, which amounts to 
0.58% of current average net 

assets on an annual basis
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circumstances could the fee under the new formula 
exceed that under the prior formula (not just dur-
ing the remainder of the earlier arrangement’s per-
formance period).28 The SEC Staff also has granted 
relief permitting a fund to implement a fulcrum fee 
arrangement without obtaining shareholder approval 
where it was represented that the maximum advisory 
payable in case of a positive adjustment would never 
exceed the prior (flat) advisory fee rate.29

Using a Fulcrum Fee Arrangement with a 
Multiclass Fund

When a fund offers several classes of shares, 
each class usually must pay the same percentage of 
investment advisory fees. Rule 18f-3 under the 1940 
Act, the rule that allows funds to have a multiclass 
structure, provides that each class “may pay a differ-
ent advisory fee to the extent that any difference in 
the amount paid is the result of the application of 
the same performance fee provisions in the fund’s 
advisory contract to the different investment per-
formance of each class.”30 Consequently, funds can 
calculate performance adjustments based on the per-
formance of each class of shares individually (which 
likely would result in a different performance adjust-
ment for each class).31

In the 1972 Interpretative Release, which 
preceded the adoption of Rule 18f-3 by almost 
23 years, the SEC explained that fund boards 
should consider the same factors in arriving at a 
fair fulcrum fee that they take into account when 
establishing the advisory fee under investment 
advisory contracts that do not involve incentive 
compensation.32

Of course, funds may decide to pay the same 
advisory fee for each class. In that case, the per-
formance adjustment rate, calculated on the 
performance of a single class, would apply to all 
classes, even though other classes may have per-
formed differently and thus would have generated 
a different performance adjustment rate had they 
been used for the computation. The SEC release 
adopting Rule 18f-3 provided specific guidance 

regarding the factors that may be considered by a 
fund’s board of directors in determining whether 
it is appropriate to calculate a fund’s performance 
adjustment based on the performance of a single 
class of shares.33 The SEC stated that, to approve 
the use of a single class of shares for calculating a 
performance fee, a fund’s board must consider all 
relevant factors, including:

1. The proposed performance fee schedule;
2. The effect that using one class instead of another 

would have on the fees to be paid;
3. The anticipated relative size of each class;
4. The expense ratio of each class;
5. The effect of any waiver or reimbursement of 

expenses on the performance of each class; and
6. The nature of the index to which the fund’s per-

formance will be compared.

The SEC noted in the Rule 18f-3 release that 
“it would appear difficult for a board to justify bas-
ing the calculation of a performance fee on the per-
formance of a class with the lowest expenses if the 
result would be that shareholders of another class 
would pay a higher advisory fee than would be war-
ranted given that class’s performance.”34 It should 
be noted that a number of funds nonetheless have 
adopted fulcrum fee arrangements based on the per-
formance of a class with lower expenses and, thus, 
higher performance. Other funds have chosen to 
calculate performance adjustments based on the 
blended performance of each class of shares. In each 
case, the board of the fund would generally have to 
conclude that the proposed fee satisfies the so-called 
Gartenberg standard under Section 36(b) of the 1940 
Act (that is, that the fees that would result from the 
arrangements would fall within the range of what 
would have been negotiated at arm’s length between 
the parties35). Consistent with the factors outlined, a 
decision to approve this type of fee arrangement may 
be justified for a variety of reasons. For example, one 
could argue that the lowest expense share class pro-
vides the best way to assess the ability of a manager 
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to beat the fund’s index, which is not subject to fees 
and expenses. However, in any case, the adviser and 
the fund board should give careful consideration to 
the arrangement before it is implemented.36

Using a Fulcrum Fee Arrangement with a 
Multimanager Fund

Rule 205-1 under the Advisers Act, read liter-
ally, requires that fulcrum fee arrangements be:

1. Linked to a single benchmark for the entire fund;
2. Applied to the entire fund’s performance; and
3. Based on the fund’s performance calculated as the 

change in the fund’s net asset value.

Compliance with these requirements is not eas-
ily accomplished in a multimanager structure, where 
different advisers manage discrete portions of a 
fund’s portfolio against specific, and frequently dif-
fering, benchmarks. The SEC has issued exemptive 
orders permitting

1. The calculation and payment to a subadviser of 
fulcrum fee arrangements for each portion of 
a fund’s portfolio, rather than for the fund as a 
whole, and

2. Computing the performance adjustment portion 
of the fee based on each portion’s gross perfor-
mance rather than on changes to the net asset 
value per share of the entire fund.37

Also, in order to prevent a situation where an 
adviser could earn a performance fee even though 
fund shareholders did not derive any benefit from 
the adviser’s performance after the deduction of 
fees and expenses on that account, advisers have 
implemented “hurdles.” A hurdle requires that 
the difference between the gross performance of 
the fund and the record of the index must equal 
at least a certain amount before a performance 
adjustment is paid. These hurdles are intended to 
compensate for the use of gross, rather than net, 
performance.38

The use of a fulcrum fee arrangement within 
a multimanager fund could also present unfore-
seen issues for the fund. For example, it is possible 
to imagine a scenario in which a poor-performing 
sub-adviser is terminated. Until the end of the per-
formance period, depending on the fulcrum fee 
arrangement calculation formula, and because of 
the transition considerations noted above, it could 
be argued that only the lowest of the historic or cur-
rent sub-advisory fee rate would have to be paid. 
This result does not appear to comport with the fact 
that, if the formalities of Section 15 are followed (or 
a “manager of managers” exemptive order, if appli-
cable), it should be possible to replace an investment 
advisory agreement with a new agreement, including 
one that results in higher fees.

Consistent with the scenario above, and 
because the amount of the performance adjust-
ment is a function of average net assets over the 
performance period, a shorter performance period 
might be more appropriate for a sub-adviser in a 
multi-manager structure where the adviser might 
reduce the amount of assets allocated to an under-
performing sub-adviser. In this unhappy circum-
stance, the sub-adviser’s fulcrum fee, calculated 
on reduced assets, would be subject to a nega-
tive performance adjustment calculated on much 
higher average assets over a longer performance 
period.

Implementing and Managing a 
Fulcrum Fee Arrangement

Disclosing a Fulcrum Fee Arrangement

Disclosing accurately a fulcrum fee arrange-
ment and its functioning may be a difficult exer-
cise, in which one must reconcile the need to 
provide clear, easy to understand disclosure with 
the technical and complex nature of the arrange-
ment. SEC Form N-1A does not provide useful 
guidance and sometimes requires disclosures that, 
if applied literally in the context of fulcrum fees, 
might arguably be misleading to investors. First, 
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the prospectus fee table must disclose manage-
ment fees based on amounts incurred during the 
fund’s most recent fiscal year, which may not be 
indicative of the amount of fees likely to be payable 
for the upcoming year in the case of a fulcrum fee 
arrangement. Second, Form N-1A requires that a 
fund’s statement of additional information include 
a fee schedule. Also, the form indicates that a fund 
may include examples showing fees that an adviser 
would earn at various levels of performance, as 
long as the examples include calculations showing 
the maximum and minimum fee percentages that 
could be earned under the management contract. 
Unfortunately, it is difficult for a tabular fee sched-
ule, by itself, to provide a meaningful description 
of the management fees that may actually be paid 
by shareholders. As illustrated in the Exhibits con-
tained in this article, actual management fees paid 
can vary depending on not only the level of the 
fund’s performance, but also on the level of fund 
assets.39

Consequently, it may also be appropriate to 
disclose a variety of other facts and considerations 
about a fund’s fulcrum fee arrangement in order to 
ensure that the arrangement and its consequences 
are fully explained to investors. It may be appro-
priate to disclose how the fund’s investment per-
formance and the investment record of a fund’s 
benchmark index are calculated. Carefully explain-
ing how the fulcrum fee and the performance 
adjustments are computed and the consequences 
of using different pools of assets to calculate each 
portion of the total fee may also be important. 
In proximity to a tabular fee schedule, it may be 
appropriate to explain that the total fee estimates 
shown on the table assume that the level of net 
assets will remain constant throughout the perfor-
mance period and that actual numbers will vary. 
In the case of a multiclass or multimanager fund, 
extra care could be given to explaining how fees 
are calculated for each class of shares or portion of 
the fund’s portfolio. It may also be appropriate to 
ensure that experienced accountants and attorneys 

review all disclosures of fulcrum fees on a regular 
basis to make certain they continue to be accurate 
and complete.

Conclusion and Recommendations
As explained, mutual fund performance fee rules 

may appear simple and attractive on their face, but 
they are extremely technical, and their application 
to today’s fund structures is extremely complex. The 
fees also do not necessarily generate the results that 
are expected, and can precipitate fund liquidations. 
Advisers and fund boards should carefully consider 
all the implications of performance fee arrangements 
before they implement them. They should also con-
sider how the arrangements are functioning on an 
ongoing basis and whether they are likely to bring 
the anticipated benefits they anticipate of align-
ing the interests of advisers and funds. All profes-
sional service providers to the fund should be aware 
of, and have experience dealing with, fulcrum fee 
arrangements.

Attention surrounding performance fees has 
increased in recent years and some rating agencies, 
such as Morningstar, have been vocal about the ben-
efits of such arrangements.40 The authors’ under-
standing is that these agencies view performance fee 
arrangements as a positive, although it is not clear 
how they consider all of the limitations of these 
arrangements.

While performance fee arrangements have 
recently been touted as way for actively managed 
funds to compete with passive funds, the lack of 
flexibility and guidance makes it difficult to imple-
ment such fees in practice. Funds with performance 
fees still accounted for less than two percent of long-
term mutual funds in 2016.41 In the 13 years since 
this article was first published, the SEC has not pro-
vided any meaningful clarity or guidance around 
performance-based fees or issued guidance help-
ing advisers and funds to address the issues raised 
in computing fulcrum fees. Given that more than 
40 years have passed since the SEC issued its 1972 
Interpretative Release, it may be time for the SEC 
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or its Staff to reexamine the rules and the guidance 
in this area to assess whether the current rules and 
related interpretations have functioned consistently 
with their intended goals, or whether there may be 
ways to allow performance fee arrangements in a 
manner that could better align the interests of funds 
and their advisers. The authors suggest that the fol-
lowing steps could be considered:

■■ Clarify that “negative” fees, while permissible, 
are not necessarily a required component of ful-
crum fee arrangements and that effective upside 
and downside caps on total advisory fees are 
acceptable;

■■ Provide formal relief to facilitate the use of per-
formance fee arrangements in a multi-manager 
context without the need to obtain an exemptive 
order;

■■ Provide specific guidance on the manner in 
which fulcrum fees should be calculated and 
accrued;

■■ Revise the disclosure requirements in the reg-
istration forms to specifically address the 
complexities and peculiarities of fulcrum fee 
arrangements; and

■■ Consider permitting a broader range of perfor-
mance-based fees in a fund context.

Unless and until the SEC undertakes such a 
review, fund advisers and boards considering ful-
crum fee arrangements will continue to grapple with 
difficult issues, while investors and other interested 
parties may continue to be disappointed by the fail-
ure of funds to embrace these complex fee structures.
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