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Agenda

- Performance Fee and the need for High Water Mark

- Hurdle Rate

- Equalization

- Mutual Fund Performance Measures

- PMS

- Private Equity/Venture Capital



Certain Complexities With Performance Fee



Question

- As performance fee, a fund charges you 10% of all profits earned

- You invest Rs 100 in the fund

Q1

- In the first three months, your investment does well and its values soars to Rs 120

- As agreed, you pay Rs 2 as performance fee to the fund

Q2

- In the subsequent three months, the investment does not do so well and its value falls to 110

- Understandably, you are not required to pay a performance fee for Q2

Q3

- In the third quarter, your investment does well again and it soars to Rs 130

- Question – how much performance fee do you owe the fund manager in Q3

- Please take 2 minutes to think about this before you answer



Analysis

- From inception to Q3, the investor has made a net gain of Rs 30. 

- The total performance fee charged during this entire period should be 10% of 30 = Rs 3

- ……but performance fee is charged on a quarterly basis and one could end up collecting Rs 4 if 

the performance fee is applied without sufficient thought



High Water Mark 

- Using the High Water Mark framework resolves this issue

- Going from inception to the end of Q1, in the above illustration, HWM is set as the higher of the 

investment value at inception and the value at the end of Q1. At the end of Q1, therefore, HWM is 

set at 120.

- Going from Q1 to Q2, HWM is now reset as the higher of the current HWM (which is Rs 120) or the 

current value of the investment. The HWM therefore remains at 120

- Going from Q2 to Q3, HWM is now reset as the higher of the current HWM (which is Rs 120) or the 

current value of the investment. The HWM therefore is reset to Rs 130

- This ensures that performance fee is only paid on net gains for a given period



Complications 

Please take a few minutes to consider the following complications

- In the given illustration, what if an investor would like to invest at the end of Q2? The investment is 

made when the current value of the portfolio is 110 while the HWM is 120.

- More specifically, how much does this new investor pay at the end of Q3? Re 1 or Rs 2?

- What if an investor wants to withdraw at the end of Q2?



SEBI on HWM

SEBI circular dated 5/Oct/2010



SEBI on HWM

Illustrative example



SEBI on HWM

Note that SEBI’s circular does clarify on interim contributions and withdrawals



Source: Slide 4 of presentation 

https://www.hdfcsec.com/hsl.docs//Monthly%20Product%20Deck%20Apr'2

2-202204181151577558814.pdf

• In many fund structures 

(mutual funds most 

notably), the fee charged 

by a fund manager is a 

fixed fee (usually a 

percentage of the AUM)

• In other fund structures 

(notably PE/VC and 

hedge funds), the fee 

also includes a 

component which is 

linked to performance. In 

the example, this 

component is set at 15% 

of any returns in excess 

of 9%



Hurdle Rate

A hurdle rate is the minimum amount of profit or returns a fund must earn before it can charge an 

incentive fee.

SEBI circular on Hurdle Rate



Hurdle Rate & High-Water Mark in Action

• Note the 9% hurdle rate 

and the reference to 

annual high-water mark

• No catch-up means that 

the manager only 

charges 15% of returns 

in excess of 9% in this 

example. i.e., the 

manager does not 

receive any share of 

returns up to 9% 



Preferred return in the context of Cat 1 and Cat 2 funds

Funds such as venture capital and private equity funds typically set terms whereby the fund managers 

are rewarded only after a certain minimum level of returns are achieved. This is operationally achieved 

by setting up a “waterfall” of payments which prioritizes payments.

Simple illustration (More complex variations are also quite common)

First: Pay 100% of the distributions until the investors’ have received back an amount equal to the 

capital they have contributed to the fund

Second: Pay 100% of the distributions until investors’ have received a certain minimum level of 

returns (typically known as “preferred return”) measured by IRR.

Third: Pay 100% of the distributions until the fund managers (sponsors) have received 20% of the 

profits distributed towards performance fee (catch up)

Thereafter: 20% to the fund managers and 80% to the investors



Preferred Rate in the context of Cat 1 and Cat 2 funds

Simple Numerical Illustration

• Catch up after capital has been fully returned and IRR of 8% achieved which takes place in 

2026-2027 in this illustration

• In 2028, the Rs 5.5 shown in the table below is calculated as sum of 20% of 27.5 (profits 

distributed until previous year).



What is Equalization and why is it necessary?

While there are a few reasons why equalization is necessary, we share below the most obvious 

reason.

Source: https://www.mainstreamgroup.com/assets/uploads/2020/03/Mainstream-Equalisation-

whitepaper-Mar-20-.pdf



Objectives of Equalization

No single methodology of equalization fulfils all the objectives. 

Source: https://www.mainstreamgroup.com/assets/uploads/2020/03/Mainstream-Equalisation-

whitepaper-Mar-20-.pdf



Different kinds of equalization

Series of shares

Equalization factor/Depreciation deposit

Equalization share adjustment



Series of Shares

• Relatively simple idea which involves issuing a fresh series of shares periodically (say, every 

month)

• At the end of an accounting period (say, a quarter), after the fee has been separately calculated 

and applied to each series, they are ready to be merged with the main series

• In the illustration below, the new series launched in February and March are ready to be merged 

with the lead series at the end of March once the fee for the first period has been applied

• Merger involves exchanging the shares issued in February for shares issued in January in an 

equivalent value

• Challenges: A rapidly expanding fund might have to issue a large number of different series 

requiring different NAVs to be calculated and published before they are ready to be merged.



Series of Shares

• Illustrative numerical example



Equalization factor/Depreciation Deposit Approach

• New investors entering in the middle of an accounting period invest at the GNAV. Subsequently, if 

the fund value is unchanged, the difference between the GNAV and NAV (known as the 

equalization factor) is refunded to the investor in the form of additional units.

• In the illustration below, if the fund NAV remains at 108, the investor is refunded by issuing an extra 

0.01851 units (calculated as 2 divided by 108)

• If the GNAV drops to, say, 105 in March in the below illustration, then the equalization does not 

apply. However, if the GNAV rises to 110 subsequently, the equalization will apply



Equalization share adjustment method

• Performance fee accrued monthly but payable yearly

• Loss carry forward for each participating share to ensure that if the NAV decreases and 

subsequently increases, there will be no performance fee applicable for any such subsequent 

increase

• Deficit subscription adjustments: When investments are made when the NAV is below the HWM, 

performance fee due to any subsequent increase in the NAV up to the HWM which is applicable to 

new investors will be charged by redeeming for no consideration, an amount of units which is equal 

to the performance fee

• The illustrative example below assumes that an investor invests when the GNAV is 90 and the 

HWM if Rs 100



Mutual Fund Performance Measurement

- Point to point or absolute returns

- Compounded Annual Growth Rate (CAGR)

- XIRR 

(Please refer to the spreadsheet for illustrations)

Source: https://www.tatamutualfund.com/about-us/blog/how-calculate-mutual-funds-returns-sip-

lumpsum-investments



Mutual Fund Performance Measurement

- Performance is typically measured and 

reported both in absolute terms and 

relative to an index

- Screengrabs from ICICI Prudential Long 

Term Equity fund show that the 

benchmark for the scheme is NIFTY500 

TRI



Mutual Fund Expenses

- SEBI caps how much a mutual fund can charge the investors for expenses

- However, mutual funds have been allowed to charge up to 30 bps more, if the new inflows from 

retail investors from beyond top 30 cities (B30) cities are at least (a) 30% of gross new inflows in 

the scheme or (b) 15% of the average assets under management (year to date) of the scheme, 

whichever is higher. This is essentially to encourage inflows into mutual funds from tier - 2 and tier -

3 cities.

- Source: AMFI



PMS Performance – A note on TWRR

- SEBI requires PMS funds to calculate returns using the time weighted rate of return method

- Source: https://www.sebi.gov.in/sebi_data/faqfiles/oct-2020/1603946323909.pdf



Thank You
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