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Reframing the Discussion on Fees: The Changing Shape 

Over the past 20 years, total hedge fund assets have grown 
significantly, from first being the near exclusive domain of high 
net worth individuals, then to enterprising endowments and 
foundations, to now being standard allocations for pension 
funds, insurance companies and other institutional investors. 
Despite the expanding investor base, the standard “2 & 20” 
hedge fund fee model had been largely accepted as the price 
of admission until the Global Financial Crisis. In the years 
that followed, investors began questioning the efficacy of the 
2 & 20 model in light of the growth of the asset class. More 
recently, where the broader markets have outperformed most 
hedge funds, there has been both increased scrutiny on fees 
and increased experimentation with alternative fee models. 

While recent media headlines are attention grabbing, they do 
not paint the full picture. In addition to the standard media 
coverage, several fee-related studies have been published, 
typically from the perspective of managers, or “hedge fund 
service providers” (i.e. banks, accounting firms and manage-
ment consultants). In late 2016, several surveys were published 
from several industry sources that highlighted reductions in 
hedge fund fees. 

The Alignment of Interest Association (“AOI”) views the trends 
reported in these publications and by the media as largely 

positive, but believes that there is a dearth of information 
regarding the investors’ perspective and that simple reduc-
tions in fee rates tells only one part of a much larger story. 
Included in these pages are a myriad of views from many of 
AOI’s members, based on direct feedback and the investor 
discussions that AOI facilitates. AOI’s members continue to 
see merit in the hedge fund asset class, but not without more 
significant changes to the fee model than simply a discounted 
rate.4 Based on first-hand experience of AOI members, this 
paper illustrates several alternative fee models with the goal 
of increasing investor-manager alignment on fees consistent 
with current performance realities and political pressures to 
jettison hedge funds from investor portfolios. This paper re-
flects AOI’s continuing goal of extending the discussion that 
started with the release of the AOI Principles in December 
2014. In this case we look to address ways to re-think the 
“shape of fees,” giving fair and balanced consideration to the 
needs of both investors and managers. Hedge fund investors 
understand that the levels of fees are largely determined by 
supply and demand factors, but they believe that the shape 
of fees should be driven by the evolution of the industry. With 
that in mind, there are a number of “levers” (e.g. manage-
ment fees, incentive fees, lock-ups, minimum commitment 
levels, hurdles, crystallization periods, clawbacks, etc.) that 
can be altered to create a better “win-win”scenario for both 
managers and investors. 

 ◆ The ‘shape’ of fees matters more than any individual rate. 
Investors look at fees in the context of a partnership that 
will put the right kinds of incentives in place. This means 
looking beyond traditional fee structures while taking into 
consideration total assets under management (“AUM”), 
strategy, tenure, cost, competitive pricing and other factors. 

 ◆ New structures are being implemented. Some suggestions 
for achieving better alignment include: tiered management 
fees (declining management fees based on AUM growth), 
management fees treated as an advance on performance fees, 
founder share class fees, hurdle rates, loyalty structures and 
clawback mechanisms. In the section From the Investor’s 
Seat: Examples of Recent Alternative Fee Structures Sub-
mitted by AOI Members, AOI shares examples of several of 
these innovative structures that have been implemented by 
our members. 

 ◆ Greater transparency and innovation around the structure 
of fees can lead to better and potentially longer-term rela-
tionships. In the table Benefits and Potential Drawbacks of 

Alternative Fee Structures, AOI examines the pros and cons 
of the various models. 

 ◆ Timing and loyalty matter. Early investors and long-term 
investors deserve special consideration. However, while 
we welcome managers that offer rate discounts for those 
constituencies, AOI members generally believe that rate 
discounts for longer lock-ups or early stage investment reflect 
alignment for improved business stability of the manager, 
and are therefore not purely a base fee reduction.

 ◆ Total share of performance or alpha is a burgeoning para-
digm through which an increasing number of investors are 
viewing the level of fees. In this low return environment, 
high management fees and traditional performance fees 
place a disproportionate risk that investors will receive a 
smaller than expected share of performance or alpha. The 
goal of this approach is to isolate the actual investment 
value added from the hedge fund relationship and share 
that outperformance more equitably.
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It is clear that the industry is changing amid the various pressures facing both hedge fund managers and investors alike. There 
is no one standard fee structure that is perfect for all, but there is clearly an industry push toward attaining a better alignment 
of interests between managers and investors through lower fees and/or better aligned fee structures that protect investors from 
downside risk while allowing managers to achieve appropriate compensation for strong returns either in the absolute or relative 
to a benchmark.

Through this paper, AOI has attempted to create a starting point from which to discuss, monitor and potentially alter fee structures 
going forward. AOI hopes to collaborate with other participants in the hedge fund community to promote an enhanced approach 
to achieving better economic alignment.

About AOI

The Alignment of Interests Association (“AOI”) is a non-profit, 
investor-driven organization focused on strengthening the 
alignment between hedge fund industry participants. Its 
mission is to foster investor collaboration, provide an inde-
pendent forum for the exchange of ideas and contribute to the 
sharing of educational resources among investors. AOI aims 
to advance the level of communication between institutional 
hedge fund investors and has facilitated the sharing of ideas 
on ways to improve the industry for the long-term benefit of 
all its participants.
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 ◆ Joel Hinkhouse, Teacher Retirement System of Texas
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About the AOI Principles:

Many of the concepts in this paper reference the original AOI 
Principles. In 2014, AOI’s members collectively authored 
the AOI Hedge Fund Investing Principles, a document that 
outlines suggested best practices in relation to aligning the 
interests of managers and investors. The concepts outlined in 
this document are intended to serve as a basis for continued 
discussion between investors and their hedge fund managers. 
The points included in the AOI Principles were developed 
though the collective contributions of hedge fund investors 
involved with AOI, and represent some of the ideas exchanged 
between participants throughout the past several years.

For further information or to join AOI, please visit:

WWW.ALIGNMENTOFINTERESTS.ORG

Or email: contact@altaoi.org

http://WWW.ALIGNMENTOFINTERESTS.ORG
mailto:contact%40altaoi.org?subject=

