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INFORMATION FOR OBSERVERS
I FRIC meeting: September 2006, L ondon

Project: Revenue recognition in respect of initial feesreceived by a
fund manager (Agenda Paper 6)

INTRODUCTION

1. InitsMay meeting, the IFRIC agreed to take on a project to consider when
revenue should be recognised in respect of initial fees received by afund
manager. These feesaretypically received by afund manager when an investor
makes an investment in afund, and are non-refundable regardless of how long
the investor chooses to remain invested.

2. This paper considers how revenue in respect of these arrangements should be

recognised.

3. OncethelFRIC hastentatively agreed how revenue should be recognised in
respect of this type of arrangement, the staff intends to develop the arguments
used to support this treatment into principles which may be applied to other
situations.




ARRANGEMENTS CONSIDERED BY THIS PAPER

4.

As discussed above, this paper considers only the example of revenue
recognition in respect of initial fees received by fund managers. In these
situations, afund manager may receive afee from an investor at the point at
which theinvestor choosesto invest in afund. Thisfee (for example 5% of the
initial investment) is non-refundable. Subsequent to the receipt of thisfee, the
fund manager will receive an ongoing fee from the fund (say 1% of the fund

assets per annum) for ongoing fund management.

The question considered by this paper is whether the initial fee should be
recognised as revenue upfront, or whether it should be spread over the life of the

investment.

Whilst the paper only considers the above example, to the extent that the
conclusions reached may differ depending on the distribution route, it also
discusses alternative distribution routes commonly used by fund managers. In

particular, the following distribution routes have been identified :

e The fund manager provides both the distribution and ongoing
management charge (ie the fund manager receives the upfront fee of

5% and the ongoing 1% fees).

e One fund manager (or other distributor) provides the distribution and
another the ongoing fund management (ie one fund manager receives

the upfront fee of 5%, and another receives the ongoing 1%).

e A fund manager (or other distributor) provides the upfront distribution

but there is no ongoing fund management.

e One fund manager (or other distributor) receives part of the upfront fee
(for example 3%) with the remainder (for example 2%) remaining with

the fund manager who will provide the ongoing services.

KEY DECISION POINTS

7.

This section identifies the key decisions which need to be made in deciding
when revenue from theinitial fee should be recognised. Each of these key

decision pointsisdiscussed in further detail later in this paper.



What isthetransaction? (see para 19 —27 and 73 - 77 below)

8.

10.

11.

IAS 18.13 requires that revenue recognition criteria be applied separately to
each transaction. It states that in certain circumstancesit is necessary to apply
the criteria to identifiable components of a single transaction. Conversely, the
recognition criteria should be applied to two or more transactions when they are
linked in such away that the commercial effect cannot be understood without

reference to the series of transactions as awhole.

In the case of fund managers, the initial fee is paid by the investor to the fund
manager, whereas the ongoing fee is paid by the fund to the fund manager. The
fund management industry therefore considers that there are two separate

transactions.

In concluding on how the revenue should be recognised, it will be necessary
to consider in which circumstances ongoing fees paying for ongoing
services should be consider ed as separ ate from initial fees, and in which
circumstances they should both be considered as part of onethrough life

transaction.

It should be noted that for ssimplicity, this paper principally discusses whether
the entire initial fee relates to upfront services, or the entire initial feerelatesto
ongoing services. The IFRIC may conclude that a mixed model exists whereby
some of the upfront fee relates to separately identifiable upfront services, some
to fund management services which are provided upfront but are not separately
identifiable from ongoing fund management services, and some to ongoing fund

management services.

What isthe service? (para 28 — 72 below)

12.

13.

IAS 18 requires that revenue be recognised in line with the rendering of

SEervices.

The staff considers that, because the investor can cancel the arrangement at any
time, receipt of the ongoing fee cannot be considered as probable before it is
received or receivable. Sinceit isreceived equally over the period that regular
ongoing services are provided, it should be recognised asiit is received or

becomes receivable.



14.

15.

In order to decide when the initial fee should be recognised, it isfirst necessary

to consider what service it relates to, and when this service is provided.

The staff consider sthat identifying the service for which the upfront feeis
paying isthecritical question which must be addressed in assessing when

revenue should be recognised.

Measurement of revenue (para 81 below)

16.

17.

18.

Depending on what services the IFRIC conclude that the initial fee relates to
and whether the IFRIC conclude that the initial fee and ongoing fees should be
considered as part of one through life transaction, a methodology for the

measurement of revenue will be required.

If it is concluded that the initial fee all relates to upfront services, or if itis
concluded that the initial fee all relates to ongoing through-life services, then
thismay be relatively straightforward. 1n other cases, for exampleif itis
decided that the initial fee relates partly to upfront services and partly to
ongoing services, then amore complex model for the measurement of revenue

may be required.

Paragraph 81 sets out the differing revenue recognition models which may
result depending on whether the IFRIC concludes that the initial fee relatesto an
upfront service or ongoing services, and whether the IFRIC concludes that there
is a separately identifiable upfront transaction or just one through-life

transaction.

WHAT ISTHE TRANSACTION?

19.

IAS 18.13 states :

“The recognition criteriain this Standard are usually applied separately to each transaction. However,
in certain circumstances, it is necessary to apply the recognition criteria to the separately identifiable
components of asingle transaction in order to reflect the substance of the transaction. For example,
when the selling price of a product includes an identifiable amount for subsequent servicing, that
amount is deferred and recognised as revenue over the period during which the serviceis performed.
Conversely, the recognition criteria are applied to two or more transactions together when they are
linked in such away that the commercial effect cannot be understood without reference to the series
of transactions as awhole. For example, an entity may sell goods and, at the sametime, enter into a
separate agreement to repurchase the goods at a later date, thus negating the substantive effect of the
transaction; in such a case, the two transactions are dealt with together.”



20.

21.

22.

23.

24,

25.

26.

In the case of afund manager, the initial feeis paid by the investor to the fund
manager at the point at which the investor initially investsin the fund. The

ongoing feeis paid on aperiodic basis by the fund to the fund manager.

Since the initial fee has a different counterparty (the investor) to the ongoing fee
(the fund) the staff considers that the two should initially be considered as
separate transactions.

Differing views exist as to whether these two transactions should be considered
together for the purpose of considering the revenue recognition criteriain IAS
18.

Supporters of the view that the two transactions should be considered separately
note that fund management has a different fact pattern from insurance contracts
and health clubs, where the upfront fee and the ongoing fee are both part of the
same agreement with the same counter-party. They note that theinitial fee
relates to upfront services provided at the time that the initial feeispaid. The
ongoing fee relates to ongoing management services provided subsequent to the

initial investment

Others believe that, from a customer perspective, the commercial effect of the
initial transaction cannot be understood without reference to the transaction as a
whole. Supporters of this view argue that the customer’s main point of
reference isthe total fee over the life of the investment, and as such that the
commercial effect of theinitial and ongoing fees cannot be understood

separately by the customer.

The staff considers that, the decision as to whether the two should be considered
together or not is, at least in part, influenced by what service the initial feeis
paying for. For example, if it is concluded that thereis an upfront servicein
providing investment advice and that is paid for by theinitial fee, then it would
be more likely that the investor could understand the commercial effect of the
initial fee (for investment advice) separate from the ongoing fee (for fund

management).

Since the question of what the transaction isis so intertwined with the issue of
what service the payment isfor, the staff considers that this question cannot be
resolved without reference to the question of “what is the service?’



27.

The staff has therefore deferred concluding on whether the transactions should
be considered together or separately until the IFRIC has concluded on what
service theinitial feeis paying for. Thisissueisre-considered in paragraphs 73

— 77 of this paper.

WHAT ISTHE SERVICE?

28.

29.

IAS 18 requires that revenue is recognised in line with the provision of services.
In order to recognise revenue upfront in respect of theinitial fee received, itis
therefore necessary to demonstrate that there is an upfront service provided to

the customer by the fund manager.

This section considers what services a customer pays for when they pay an
initial fee as part of an arrangement with afund manager. Once the IFRIC has
concluded as to which service the upfront fee relates to, the paper re-considers
whether the initial fee and ongoing fee should be viewed together for the
purposes of recognising revenue or whether they should be considered
separately, and the practical implications of that assessment.

Differing views

30.

31.

32.

There are at |east two differing views as to whether an upfront service existsin
the case of fund managers. View 1 suggests that there are upfront services
which are provided separately from the ongoing fund management services.
View 2 suggests that the upfront activities of the fund manager amount to
advertising, selling, regulatory and administrative activities, which are not

services performed on behalf of a customer.

Supporters of view 1 list a number of services which are provided upfront.
Supporters of view 2 believe that the initial fee is an advance payment for

ongoing fund management services.

In considering what the initial fee relatesto, the staff have considered the

following potential services:
Services relating to the provision of upfront investment advice.
Services relating to the creation of units in the fund and brokerage.
Services related to the payment of a sales commission.

Services connected to ongoing fund management.



33.

Each of these servicesis considered separately below

Upfront investment advice

34.

35.

36.

37.

38.

39.

40.

Supporters of view 1 argue that fund managers offer an advisory service which
takes place upfront. This service includes identifying customer needs,
identifying the best investment to meet those needs, educating the customer
about the investment and its risks, and assisting them in acquiring units in that
Investment.

Supporters of view 1 note that some investors pay investment advisors on a per
hour basis rather than as part of acommission. The fact that these investors are
willing to pay for this service in return for areduction in the initial fee suggests
that these investors view the investment advice as a service which they are

willing to pay for, and that they view theinitial fee as relating to that service.

They aso compare the investment advice to services provided by professional
firms under contingent fee arrangements. In this case, a customer may enter
into a contract with a professional services firm on the basis that afee only
becomes payable if certain conditions are met (for exampleif atransaction is
secured). The contingent fee is recognised at the point at which the contingent

event occurs (ie when the transaction is compl eted).

In the case of an investment advisor, it will be made clear to an investor when
they start discussions with the advisor that the fee for the advisor servicesis
payable if atransaction is secured. Thereis no difference between this situation

and that of any other contingent fee arrangement.

Supporters of the view that the provision of upfront investment adviceisa
service aso note that the upfront fee is often lowered in situations where less
adviceisrequired (for example in the case of tracker funds or where the

investment is sold direct through a website.)

Supporters of view 2 argue that a potential customer may walk into an IFA or a
fund manager and obtain the same investment advice and, if they do not enter
into the fund, will not be required to pay for the advice.

They believe that thisis asimilar example to a potential customer who walks
into a computer shop and receives advice about the best computer for them, but

does not have to pay until the point at which they acquire acomputer.



41.

42.

Supporters of thisview believe that this kind of advice isaform of advertising.

This view is supported by the fact that in some situations, investors will pay an
upfront fee without receiving detailed investment advice. For example, an
investor buying into afund advertised in a newspaper will not necessarily

receive or require investment advice.

Services relating to the creation of unitsin the fund and brokerage

43.

46.

47.

48.

49.

Supporters of view 1 also point to activities involving the creation of units and

brokerage as being services to the customer.

Supporters of this view note that, if the customer wished to acquire awell
balanced portfolio of investments, they could do this themselves by
investigating the market and potential investments, and acquiring shares
individually. The fund manager provides a service by compiling a well
balanced and regulated investment on behalf of the investor.

Theinitial fee pays for the intellectual capital invested in compiling the
portfolio aswell as a brokerage fee to enter the fund. The customer benefits
from not having to undertake the research or incur the brokerage fees to compile

the portfolio themselves.

Supporters of this view argue that this service is aservice related to the selling

of the units, which is separate from the ongoing management of the units.

Supporters of this view also note that there is a service element in ensuring that
the service is provided to a pre-agreed deadline to ensure that the investor is
able to obtain the price quoted for the units at the correct time on the correct
date.

Opponents of this view believe that the service provided at this point islittle
more than an administration activity for the fund manager. The associated acts,
including creating and registering units, registering the unit holder, complying
with regulatory requirements around the selling of units, sending out contracts,
sending out information to the unit holders etc, are administrative requirements

of the fund and are not services.

They argue that a company in which an investor buys shares will undertake

many of these acts when a share isissued to an investor, but that these acts will



be viewed as administration costs of the entity rather than being services

provided to the investor’.

A sales commission

50.

51.

52.

53.

Some argue that the upfront feeis largely afee paid to cover the upfront

commission of the selling party.
[Paragraph omitted from observer note].

Supporters of this view argue that the investors are aware that the initial
payment is merely paying to cover the costs of selling and acquiring the fund
and that it is effectively are-charge of these costs to them.

Opponents of this view believe that a sales commission does not represent a
service provided to the customer and therefore is not something that should

result in the recognition of revenue.

Services connected to ongoing fund management

54.

55.

56.

57.

Supporters of view 2 believe that theinitial feeis a payment for the ongoing
fund management services. They believe that an investor isonly interested in
one “through-life” investment management service which commences at the
beginning of the investment and exists throughout the investment. Based upon
thisview, the initia fee should be spread over the life of the investment.

Supporters of this view aso point to key features documents which do not
distinguish between upfront and ongoing fees when presenting examplesto
demonstrate the effects of the fees on the investment over time.

They note that an investor who wishes to invest for 5 yearsis only concerned
with the expected value of their investment after 5 years. The service which
they receive and pay for is an investment management service over that 5 year

period.

Supporters of view 2 also believe that, since there is no clearly identifiable
upfront service and it cannot be demonstrated that the initial fee relatesto an
upfront service provided to the customer, the initial fee should be recognised on
astraight line basis over the course of the investment. They point to IAS 18.25

! The staff note that the situation in which an entity issues asharein itself to an investor is different to
the one where afund manager assistsin issuing a unit in afund (which is separate from the manager) to
an investor.



58.

which states that “when services are performed by an indeterminate number of
acts over a specified period of time, revenue is recognised on a straight-line
basis’.

Opponents of thisview believe that investors clearly understand that the initial
fee relates to upfront services. They note that if theinitial fee did relate to

ongoing services, then presumably it would be refundable if those services were

not performed.

Staff analysis

59.

60.

61.

62.

63.

64.

The staff considers that some of the upfront services identified share many of
the features of advertising and administrative activities. In particular, many of
the services described as customer advice are similar in nature to those which
are used by asalesteam for aproduct. For example, a car salesperson will
understand his customer and his customer’ s needs, identify the correct vehicle

for them, and then explain the features of that vehicle to them.

Similarly, many of the items described as brokerage and setup have smilar

features to administrative activities.

On the other hand, the staff notes that investors are willing to pay for these
upfront servicesin other situations (for example, investors do pay for
investment advice on an hourly rate, and do pay brokerage and setup fees for
other types of investment). The staff also believes that, just because some of the
upfront activities are not services to the customer, this does not mean that none

of the upfront activities are services to a customer.

From a customer perspective, the staff considers that investors are primarily
interested in the through life cost of the investment. However, this does not
necessarily mean that the service is provided equally over thelife of the

investment, or that there is no upfront service.

The staff believes that there are differing views as to whether the investor
believes that they are paying for upfront services or ongoing services, or are
simply reimbursing sales commissions which have been incurred in selling the
fund.

The staff considers that the above demonstrates there are arguments both for and

against the existence of an upfront service. The staff also considers that there

10



65.

66.

67.

68.

69.

are arguments which can be made in support of the view that the initial fee

relates to the ongoing service.

If the IFRIC can not conclude on what the initia fee relates to, then the staff
suggests that the IFRIC may wish to consider the relationship between the
delivery of services and the ongoing obligations of the fund manager.

The staff notes that the initial fee is payable after the upfront investment advice
and brokerage have been completed. As soon as the upfront fee becomes
payable, it is not refundable, even if the investor leaves the fund after avery
short period of time, or if the fund manager failsto perform satisfactorily (for

example if the returns from the fund are not satisfactory).

Thisisin contrast to the ongoing fee which the investor can avoid (by leaving

the fund) if the fund manager fails to perform.

Under normal circumstances, if an entity (entity A) pays afee to another entity
(entity B) for an ongoing service, then that fee will be refundable (either
contractually or in law) if entity B failsto perform the service.

The staff considers that the IFRIC may conclude that since the fund manager
has no legal or contractual obligation to perform any ongoing service after
receipt of theinitial fee, and since the fee is non-refundable even if the fund
manager fails to perform an ongoing service then, in the absence of evidence to
the contrary, this gives an indication that the initial fee does not relate to the

ongoing service and instead relates to the initial service.

Conclusionsasto what servicetheinitial feeispaying for

70.

71.

72.

As discussed above, by considering the activities of the fund manager and the
relationship with the investor, arguments can be found both for and against the

assertion that the initial fee relates to an upfront service.

The staff considers that the question of what service theinitial fee relatesto is
central to concluding how the fee should be accounted for and so that the IFRIC
will have to conclude whether the initial fee relates to an upfront or an ongoing
service (or amixture of both).

The staff considers that if the IFRIC is unable to conclude based on a
consideration of the activities of the fund manager as they relate to the investor,

then the IFRIC may wish to consider the relationship between the obligations

11



and liabilities of the fund manager and the services provided by the fund
manager. For example, the IFRIC may wish to consider whether the fact that
the initia feeis non-refundable and that there are no future obligations on the
fund manager as a result of receiving the fee indicates that theinitial fee relates

to the upfront services.

The staff asksthe |FRIC to consider:

a) Whether it believesthat theinitial feerelatesto an upfront or an ongoing

service?

b) If thel FRIC concludesthat the upfront feerelatesto an upfront service,
whether thisconclusion isbased solely on considering the activities of the
fund manager or whether it isbased on considering the lack of a present

obligation?

REASSESSMENT OF WHAT ISTHE TRANSACTION?

73.

74.

75.

76.

Asdiscussed in paragraphs 19 — 27 above, the staff considers that the initial and
ongoing fees are two separate transactions (since they have different
counterparties). To conclude whether they should be considered together for the
purposes of applying the revenue recognition criteriain IAS 18, it is necessary
to consider whether the commercial effect of the transactions can be understood

without reference to each other.

If the IFRIC concluded under paragraph 72 above that the service provided
relates to an ongoing through-life investment management service, then the staff
considers that it would be impossible to understand the ongoing service relating
to theinitial fee separately from the ongoing services relating to the ongoing
fee. The commercial effect of the transactions could not therefore be
understood in isolation, and the transaction (incorporating the initial payment
and the ongoing fee) must be seen as being one through-life fund management

transaction.

If, on the other hand, the IFRIC concluded that the initial fee relates to services
provided upfront, then it will be necessary to consider whether thereisa

separately identifiable transaction upfront.

The staff notes that :

12




77.

the parties to the upfront fee are different from the parties to the ongoing fee

arrangemen.

the ongoing fee is for an ongoing management service. To the extent that an
upfront service exists, it is not an ongoing management service and so its

commercial effect can be understood separately from the ongoing service.

The staff therefore concludes that if the IFRIC considers that the initial fee

relates to an upfront service, then the provision of and payment for that upfront

service should be considered as a separate transaction from the ongoing fee for

the ongoing management service.

Do the IFRIC members believe that:

theinitial feerelatesto a separ ately identifiable upfront service; or

theinitial fee and ongoing fees both relate to one ongoing through-life

service?

PRACTICAL CONSIDERATIONS

78.

The staff considers that there are a number of practical implications associated

with choosing a model for revenue recognition. These practical implications are

discussed in detail in Appendix 1 to this paper. The key issues are summarised

below :

Deferring revenue and recognising it over the expected life of the
investment may result in the smoothing of income, with credits deferred in
the balance sheet when the business is performing strongly, and released

when the businessis performing poorly.

If the fee is recognised upfront, then entities operating in an environment
without strong competition may be motivated to charge increased upfront

fees and reduced ongoing fees to accel erate the recognition of revenue.

Deferring initial fees reduces visibility of the amount of new business being
generated by afund manager in aperiod. It aso reduces visibility of
ongoing fee trends, and may therefore reduce the usefulness of the financial

information to preparers.

13




e |If fund managers are able to recognise revenue in respect of upfront

activities provided on behalf of other fund managers funds but not in

respect of the same upfront activities provided for their own funds, then they

may beincentivised to sell products other than their own to accelerate

revenue recognition.

79. 1AS 18.35b requires disclosure of the amount of each significant category of

revenue recognised during a period. The staff considersthat, if initial feesare

recognised as revenue as received, then separate disclosure of initial revenue

and ongoing revenue would a so be required.

80. If initial fees are recognised, and disclosed separately from ongoing fees, this

would allow users of accounts to understand a fund’ s ability to attract new

members and to receive ongoing fees from those new members. Thiswould not

be possible if the fees were not recognised or disclosed upfront.

MEASUREMENT

8l. The gtaff considers that there are four possible models which could be used for

the measurement of revenue depending on what the IFRIC concludes that the

initial feerelatesto. These models are summarised below.

Scenario Approach to revenue Staff comments
recognition

1. Theinitial fee Revenue is recognised

relatesto a separately | upfront.

identifiable upfront

service.

2. Theinitial fee Revenue is recognised on

relates wholly to
ongoing fund

management services.

astraight line basis over
the estimated average

investment period.

14




3. Theinitial fee Revenue is recognised Robust guidance may be

relates to ongoing fund | using a percentage of required as to which upfront
management with completion method based | costs may be included in the
some of this service on the costs of services percentage of completion
provided upfront (but | provided to date. computation.

not as a separate

service).

4. A separateinitial In this situation, revenue | Guidance may be required asto
serviceisidentified should be recognised how the fair value of the

but only part of the upfront to the extent of revenue should be estimated.
initial feerelates to the fair value of the

that initial service. service provided. Any

additional amounts
received should be
recognised on a straight
line basis over the
expected average life of
the investment.

CONCLUSIONS

82.

83.

85.

The staff considers that there are plausible arguments supporting both the view
that the initial fee relatesto upfront services and that it relates to ongoing

Services.

In order to conclude on the recognition of revenue, it is necessary to identify

which servicestheinitia feerelatesto.

One approach to concluding on thisissue may be to consider what further
obligations the fund manager has in respect of the initial fee after receipt.
Specifically, the IFRIC may conclude that since the fund manager has no further
obligations to perform a service after receipt, then theinitial fee must relate to

the upfront services.

The staff considers that if the IFRIC concludes that the initial fee relates to

upfront services, then it should be regarded as a separate transaction and the

15




86.

initial fee should be recognised upfront. If itisconcluded that theinitial fee
relates to ongoing services, then it should be regarded as part of one through-life
transaction and should be deferred and amortised over the expected life of the

investment.

Differing models may be required if the IFRIC concludes that part of the initial
fee relates to a separate upfront service or that it relates to upfront services, the
commercial effect of which cannot be understood without reference to the

ongoing fund management service.

16



APPENDI X 1: Practical implications of differing revenue recognition

models for upfront revenue recognition

INTRODUCTION

87.

88.

89.

90.

The staff considers that there are a number of practical considerations which
should be borne in mind when considering whether to recognise revenue upfront
or whether to amortise it over the expected average life of the investment.

Whilst thisis not an exhaustive list, the staff have considered below what it
believesto be the most significant of these issues as they relate to fund
managers.

In particular, the staff considered :

a) The smoothing effect of the deferral of revenue;
b) Potential manipulation if revenue is recognised upfront;
¢) Vighility and understandability of financial reporting; and

d) Impacts on the business model.

A more detailed discussion of each of these issuesis set out below.

A) SMOOTHING OF INCOME

91.

92.

The deferral of revenue and its recognition over the expected average life of the
investment will result in revenue being recognised a number of years after the
initial fees have been received by an entity. At itssimplest level, this deferral
will result in the smoothing of revenue, and may conceal ongoing fluctuationsin
the fund’ s performance.

Supporters of the upfront recognition of initial fees also point to the following
example:

e Suppose fund A has deferred revenue of $500m on its balance sheet which it
is recognising on a straight line basis over the expected average investment
period of 10 years.

e Fund A istherefore recognising $50m of revenue pa.

17



93.

9.

95.

96.

97.

e Suppose that the fund manager leaves, and the fund is unable to attract a
fund manager of asimilar quality. Following this adverse change in the
fund manager, the average investment period is assessed to have reduced to

4 years.

e The fund will now amortise its deferred revenue over a4 year period and so

will recognise $125m pa

Supporters of the upfront recognition of initial fees consider that in this type of
example, adverse developmentsin the fund, and a deteriorating performancein
the fund will lead to an increase in revenue recognised in the short term. This
does not reflect the commercial substance of what has happened within the
fund.

Supporters note that thistype of example means that not only will the deferred
recognition of revenue result in the smoothing of revenue over a period of time,
but it will also result in credits being deferred in the balance sheet when the
fund is performing well, and being released to profit when the fund is

performing poorly.

This deferral and amortisation will be influenced by the fund manager’s
expectations of customer behaviour, which in turn will be driven by the
manager’ s optimism about the market, the fund performance, customer
behaviour, etc. Similar funds may therefore have very different expected lives

based upon their level of optimism about future performance.

Supporters of the upfront recognition of revenue believe that the deferral of
revenue may result in the recognition of revenue in inverse proportion to the
performance of the fund, which will result in fund managers publishing results

that do not reflect their current performance.

For this reason, the staff understands that analysts prefer the upfront recognition

of initial feesto the deferred recognition of initial fees.

B) POTENTIAL FOR MANIPULATION

98.

In some situations, if entities are able to recogniseinitial fees as revenue

upfront, there may be an incentive to alter the charging structure so that the
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99.

initial fee isincreased, and the ongoing fee is reduced to accelerate the

recognition of revenue.

This manipulation of reporting may result in a situation where an entity is
forced to continue to obtain new business to bolster reduced margins, and

potential losses in their ongoing fees and work.

C) REDUCED VISIBILITY

100. Analysts and users of accounts may argue that in the case of afund manager,

101.

102.

103.

some of the key metrics which may be helpful in assessing fund performance
include :

o How well the fund manager attracts new business.
e How well the fund manager retains and devel ops existing business.

If initial fees are spread forwards, and ongoing fees are recognised as received,

thisinformation will not be visible to users of the accounts.

For example, if afund manager which is amortising revenue over 10 years
ceases to generate any new business, then revenue from initial feeswill fall by
10% pafor 10 years. This trend, whilst negative, may mask the true issue which

is that the fund has ceased to generate any new business.

If amodel is used whereinitial fees are recognised upfront and are disclosed
separately, then analysts and users of accounts will be able to view useful
information about trends in new business which is being generated, as well as
trends in ongoing income.

D) INCENTIVISATION OF FUND MANAGERS

104.

105.

A fund manager (“A”) may sell its own products, as well as products which
have ongoing fund management services provided by another fund manager
(“B").

If A sellsits own products, it will receive a5% initial fee, followed by a 1% pa

management charge. If it sells B’s products, it will only receive the 5% initial
fee.
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106.

107.

If A isrequired to spread the fees in respect of its own fund forward, but not
those in respect of funds sold on behalf of B, then this may result in A being

incentivised to sell the product of B to advance its revenue recognition.

Not only does this example demonstrate that spreading the fee forward may
result in inconsistent treatments, but some fund managers believe that it may
also result in a situation where fund managers are incentivised to undertake less

than optimal transactions to avoid negative accounting consequences.
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