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Executive Summary

Retirement provision, a key pillar of industry growth since the 1970s, will become a
slowly dwindling source of new business for asset managers worldwide. In the US,
the looming endgame for defined benefit plans, and further institutionalization of the
defined contribution marketplace, will force all asset managers into strategic overhauls.
The American participant-driven 401(k) model will find little traction outside the US,
where a variety of reform initiatives will complicate asset-gathering efforts. Wealthy
and mass-affluent individuals will become more important to investment firms.

An unfolding global market for investment services also will provide new business
to fund managers, with a wider proportion of the world’s economy seeking professional
assistance for portfolio management. Asia and Australia will account for the majority
of net new business in fund management by 2012, representing 30% of global AUM.
Product sets also will globalize as securities exchanges merge and cross-border capital
flows accelerate. Institutional investors worldwide will adopt global equity benchmarks.

Investors worldwide will demand outcome-oriented advice, as retail and institutional
customers seek customized solutions. Focus will shift from accumulation to yield,
especially as baby boomers retire, profoundly impacting product development and business
strategy. But advice needs will remain driven by local factors, frustrating attempts to
create any type of global service model, particularly one based solely on the US experience.
Packaging and distribution dynamics will evolve differently, and at different speeds, from
region to region.

Large financial houses increasingly will avoid directly managing money, finding it safer and
more lucrative to assemble unaffiliated products. These distributors will flex their muscles
as professional buyers, driving a wide majority of mutual fund flows worldwide by
2012, upending traditional wholesaling and sharing power with gatekeepers. Professional
buyers will break the bonds between fund managers and their customers, transforming
asset management into a fully wholesale industry. Maintaining asset management
brands will become more elusive, as distribution dynamics favor expert selection.

Professional buyers will fuel demand for pure-play asset managers, undermining
any true industry consolidation. A higher proportion of business will atomize among
boutiques, spurring more complex ownership structures designed to retain talent. To compete
more effectively, captive asset managers will seek to amicably negotiate a greater
degree of autonomy from their parents, especially in Europe and Japan, where asset-
management spinoffs will become more common among financial conglomerates.

More complicated investment solutions will involve a wider range of financial products
and services. This will create clumsy coalitions between firms that can deliver superior
performance, and those skilled at packaging it for consumption. Fewer firms will argue
convincingly that they can offer both with equal skill. Some firms will elect the riskier, higher-
margin, and talent-dependent role of alpha creation. Others, seeking less volatile, if less
profitable, earnings, will migrate toward the more industrial components of product assembly,
packaging and distribution.

Alternative investments already have entered the mainstream, and will account for
51% of the industry’s revenue by 2012. Non-correlated alpha continues to remain the
primary destination of reallocated assets from giant, if shrinking, DB plans, as final-salary
schemes ensure they can meet obligations to retiring baby boomers. Significant future
growth will come from products such as long-short vehicles, all-capitalization funds
and concentrated portfolios. Not only can long-only managers more easily improvise
such extension strategies, but also these disciplines are more digestible for institutional
investors souring on higher-fee, opaque, and often index-tracking hedge funds. Extension
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products also anticipate the converging market of traditional and alternative investments.
Plentiful sources of cheap beta will continually challenge the proliferation of hedge funds.
At least 2,000 hedge funds and funds of hedge funds, roughly 20% of the current
total, will wither away by 2012, especially as shrinking levels of liquidity expose their
true value to investors.

Continued acceptance of the portable-alpha portfolio construction model also will reshape
the beta end of the industry, with exchange-traded funds maintaining their breakneck
growth rates from professional buyers seeking cheap market-matching exposure. Multiplying
ETF vendors will need to prove that their indexing innovations add value in order to survive
the inevitable onslaught from industry giants.

Firms offering solely long-only mutual funds will find themselves under the most
pressure to reinvent themselves, unless they can offer long track records of sustainable
outperformance. While collective schemes will remain important for the near term, headwinds
impacting their future use will cast shadows on the growth of the products as currently
defined. Mutual fund firms with skills in manufacturing will continue to expand their offers
of institutional products to professional buyers. Those with strong packaging skills, such
as administration and sales, will outsource more of their investment management. US
mutual fund complexes have tripled the assets lodged with subadvisors since 2002, and
by 2012 subcontractors may handle as much as 20% of long-term mutual fund assets.

Both individual and institutional clients will boost their demand for performance-based
fees, forcing asset managers to develop a more complicated chemistry of asset-based
and incentive revenue. Blending cyclical and noncyclical revenue streams to stabilize
earnings will prove to be a critical survival skill for fund managers, and further accelerate
true convergence strategies.

Putnam Lovell Strategic Analysis | DECEMBER 2007
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Introduction

Overseeing at least 60% of an estimated $100 trillion of investable assets worldwide, the global
fund management industry is a stellar sector within the financial services marketplace. During

the past decade worldwide assets under professional management and revenues grew at roughly
9% compounded annually, according to some estimates. Profits have remained healthy. Although
they vary, depending on market conditions and the types of portfolios offered, pre-tax margins
now hover between 30% and 40%.

Exhibit 1: Estimated EBITDA Margins Among Fund Managers Worldwide

Institutional worldwide 32% 41% 39% 33% 35% 43% 45% 57%

Mutual funds worldwide 51% 41% 27% 28% 29% 29% 39% 47%

Diversified worldwide 28% 21% 22% 24% 35% 55% 41% 54%
US mutual fund 47% 44% 37% 39% 37% 40% 40% 39%
US diversified 42% 38% 41% 40% 39% 34% 36% 35%
UK all 35% 29% 19% 33% 36% 35% 34% 41%

Note: Linear extrapolation used for some data points. Public company margins reflect end of year and November 15 for
YTD 2007. Source: Jefferies Putnam Lovell

As fund management revenues directly rely on asset valuations that fluctuate with equity market
conditions, it remains a cyclical business. The asset-based fee model has provided stability
during bear markets, and ample profits during sunny ones. Despite its reputation for requiring
expensive intellectual capital, the industry’s physical capital requirements are minimal. Average
non-compensation working capital needs are roughly $200,000 to $400,000 per $1 billion managed,
and drop dramatically as asset levels rise. Additional business yields high marginal profit, although
it also may overtax a fund manager’s investment process.

Maintaining that growth, however, will be a challenge for an industry in the midst of dramatic shifts
in its very foundation. Until now, fund managers have relied on retail and institutional customers
largely gathered through pension schemes and retirement-linked products. Tax advantages and
government subsidies encouraging savings have lubricated growth around the globe. Even with
a punishing, if short-lived, bear market earlier this decade, the past quarter century has been
a belle époque for asset managers.

The terrain ahead is more difficult. This report describes 10 trends that are irreversibly changing
asset management worldwide:

e the waning influence of retirement-linked products;

e globalization and the rise of Asia;

e increasing demand for outcome-oriented portfolios;

e the growing power of professional buyers and assemblers;

e recognition of the advantages pure-play fund managers appear to have;
e arenewed focus on core competencies;

e the convergence of traditional and alternative products;

o proliferation of cheaper beta products;

Jefferies
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e mounting pressure on long-only retail fund complexes;

e expanded use of performance-based fees.

All of these forces will exert competitive stress on fund managers—especially if long-term
interest rates rise once again. The composition of the industry’s assets—and the sources of its
revenues—also will shift significantly.

Exhibit 2: Global Asset Management Industry AUM and Revenues by Source

8%

88%

2006E AUM 2012E AUM 2006E revenues 2012E revenues
M Active long-only M Passive
W Alternatives management Extension strategies

Alternative performance-based fees

Source: Jefferies Putnam Lovell

The core elements of asset management remain lucrative, and firms that adapt to changing
headwinds will continue to reward their shareholders. But the developing transformation in
global fund management will expose those insulated players who have grown only at the expense
of investor inertia—which is evaporating.

The Weakening Influence of the Retirement Subsidy

Retirement schemes and retirement-linked investments are responsible for the majority of the
fund management industry’s growth for the past 25 years. Much has been written about the
imminent retirement of the post-Second World War baby boomers and the resulting demographic
time bomb that has developed in most major economies, particularly in Western Europe and China,
where birth rates have plummeted. Throughout the world, governments and corporations seek
to shed retirement provision obligations. A growing number of state-sponsored social security
schemes no longer fully guarantee benefit levels, and the number of frozen and terminated
defined-benefit plans is rising worldwide.

Changes to future methods of retirement provision will wield a significant impact on fund managers
that previously relied on retirement-linked investments for asset growth. The often-discussed
shift from defined benefit plans to defined contribution schemes has been far from universal or
effective. Most of the growth in participant-directed defined contribution assets has come from
the United States and Australia, with such schemes only recently gaining favor (and to a lesser
degree) in the United Kingdom. Nations with large civil-service or union-organized (i.e., industry-
fund) plans have found it politically difficult to make the transition. In Japan—a country where the
traditional retirement age is 60, life expectancy is the highest in the world and the demographic
crisis is painfully acute—poor tax incentives and cultural resistance have made it difficult to
introduce defined contribution plans. In short, America’s 401(k) plans and their emulators are
unlikely to solve a global retirement crisis.

Putnam Lovell Strategic Analysis | DECEMBER 2007
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Exhibit 3: Global Transition to Defined Contribution Plans
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Centralization initiatives drive Many new pension reform initiatives are avoiding participant-directed, mutual fund-based
more recent pension reforms solutions. Governments are now introducing retirement provision measures that blend

compulsory contributions with centralized, often state-administered, asset management. The
former is obviously a positive result, but the latter represents a negative development for fund
managers. Large government pension systems increasingly will provide fund managers a
conundrum by offering marquee mandates—but with low management fees and investment
limitations imposed by politicians spooked by isolated meltdowns among riskier asset classes.
Latin America’s privatized defined-contribution social security systems—state-mandated but
privately administered—already offer such razor-thin pricing that a growing number of fund
managers are avoiding the business altogether.

Existing participant-directed systems are starting to show their age. Australia’s superannuation
schemes, supported by mandatory contributions, are facing stiff competition from so-called
industry funds that leverage a large union-organized customer base to offer competitive lower-
cost investment solutions. America’s defined contribution plans face related pressures. While
401(k) assets will continue to grow, their largest accountholders—older, longer-tenured
workers—are due to retire shortly. Consequently, 401(k) recordkeepers and the fund managers
who service them will find themselves administering larger numbers of smaller accounts, a less
profitable proposition.
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Exhibit 4: US 401(k) Participants by Age and Account Size, 2006E
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Source: Investment Company Institute

Mutual funds, offering daily pricing, have traditionally been the investment vehicles of choice
in 401(k) plans. But this is also changing. New US regulations favor the use of larger default
options to accept automatically enrolled participants. Such options must be asset-allocation
solutions—lifecycle funds, balanced vehicles or managed accounts—and their likely size within
401(k) plans will encourage sponsors to use more cost-effective institutional options, such as
commingled funds or separate accounts. This will contribute to institutionalization of defined
contribution investing, further eroding the previously cozy relationship between mutual fund firms
and recordkeepers. A number of mutual fund companies are selling out their recordkeeping
platforms to larger, open-architecture administrators and exposing their investment skills to a
highly competitive open market.
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Exhibit 5: US Defined Contribution Assets by Vehicle Type
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Sources: Empirical Research Partners, Merrill Lynch, Chatham Partners

Perhaps the most important change, in America and beyond, involves the so-called Generation Y,
born after June 1976. In many countries, there will be fewer Generation Y members than baby
boomers. Additionally, they will save less. Many demographers agree that Generation Y will
tend to prolong its adolescence—partly due to the education debt it will amass, especially in the
United States—and therefore be slower to marry, have children and buy homes, all of which
are traditional life events that typically precede significant saving for retirement.

Exhibit 6: Household Financial Assets Held in Risk-Bearing Investments, most recent data
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Sources: UNU-WIDER (Honohan), based on secondary sources (many dating from 2002) as cited in “Household
Financial Assets in the Process of Development,” Research Paper 2006/91

Surveys already indicate at present, Generation Y members in multiple countries are less
interested in fund management products. Those that do invest actually tend to be more
conservative than baby boomers, because many younger savers typically still have short-term
cash needs, especially when building families.

Jefferies
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Exhibit 7: Fund Managers’ Perceptions on Gen Y’s Lack of Interest in Investment Products, 2007

Other
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Source: “Beyond the Baby Boomers: the Rise of Generation Y,” Bernard Salt, KPMG International

The retirement-linked market certainly will not disappear, but it will become less profitable.

Consequently, fund managers worldwide must seek new assets from new sources to maintain
current margins and growth rates. Sovereign funds are the targets of the moment. These

investors are typically government reserve funds built through foreign exchange receipts,

petrodollars or privatizations. Investment banks seem to agree that sovereign funds currently hold
between $2 trillion and $3 trillion, and should approach $10 trillion in size by 2012—reflecting a
compound annual growth rate of 26%, among the fastest short-term expansion rates expected
for any asset pool worldwide.

Nevertheless, sovereign funds will not farm out most of their assets to money managers. Many
hold foreign exchange reserves and therefore will have high liquidity requirements. Also, many
governments indicate they see such vehicles as instruments of domestic policy. While they are
globetrotting now for purchases, the largest sovereign fund investments likely will focus on local
infrastructure, business, and finance—all of which likely will be managed internally.

Asset managers will need to trawl bifurcating individual saving markets, increasingly intermediated
by institutional advisors, for new clients. On one end, a mass-retail marketplace, catering mostly
to younger individual investors, will continue to grow, populated by enhanced-deposit savings
products and guaranteed-yield structured notes—especially in Europe, where cultural and age-
based risk intolerance will combine. These products will favor packagers—who will help create
the desired capital guarantees and risk protection—over the actual fund managers, who will
frown at the lower margins such cash-plus vehicles will generate.

The rich—and, to a lesser extent, the mass affluent, with portfolios exceeding US$100,000—are
the groups that hold out hope for further expansion of the fund management industry. Wealthy
individuals continue to diversify out of illiquid businesses and properties into a broader range
of traded securities, boosting the size of their investable portfolios. The number and net worth of
dollar millionaires will balloon even faster in emerging economies. Concerned about absolute
returns, but in general more risk tolerant, wealthy individuals are more apt to ask for more
sophisticated, higher-fee products. Consequently they should exert a greater influence on fund
management revenues during the next five years. The mass-retail marketplace for investment
services, centered on less profitable and more deposit-oriented products, has been shrinking,
and likely will remain static for the near term.

Putnam Lovell Strategic Analysis | DECEMBER 2007
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Exhibit 8: CAGRs of Investable Assets by Wealth Cohort, 2001-06
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Source: Boston Consulting Group

Retirees in many countries will form a greater proportion of these wealthy individuals, as well as a
wider cohort of mass-affluent investors, and therefore represent two key opportunities for fund
managers. First, distributors will target recent retirees, newly armed with lump-sum distributions
from their accumulated retirement savings, shortly after they leave employment. In Japan, the
Nomura Institute for Capital Markets Research believes pension schemes will distribute nearly
$500 billion before 2009; in the US, the individual retirement account marketplace (which consists
of both post-retirement savings and assets rolled out of corporate schemes following job changes)
is already larger than the defined contribution marketplace. Regulations in some jurisdictions
still impede true growth: in the United Kingdom and other European countries, for example,
retirees must place at least a substantial portion of their lump-sum payments into an annuity.
Regulatory reform could unleash even more opportunities in the marketplace.

The larger bonanza will involve the estates baby boomers leave their children. Estimates
regarding the size of this wealth transfer vary but the minimum is widely considered to be
US$20 trillion. Heirs likely will reallocate these assets after transition, creating another
opportunity for fund managers to gather new business. The resulting and complicated estate
planning and tax questions place significant power in the hands of advisors—fund managers
or, more likely, closer family intermediaries such as lawyers, accountants, financial planners,
brokers and private bankers. During the next five years, fund managers will need to spend
more time learning about gatekeepers to these asset pools, and less time lining up outside
large pension and sovereign funds. Getting to know these new clients and intermediaries will
consume significant management and servicing time, particularly because many of these
customers will reside in foreign countries.
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Globalization and Asia’s Ascent

New assets for professional management are more likely to be found outside the United States,
among economies where investment products can continue to cannibalize deposits, property
and other heretofore untapped capital pools. The US already represents the minority of
professionally managed assets worldwide. Expected asset growth rates elsewhere in the
world will continue to outstrip America’s for the foreseeable future.

Growth rates will be robust in Latin America, especially as Brazil—home to two-thirds of that
region’s managed assets—eases currency controls on foreign investment, opening the marketplace
to global fund managers. Fueled by its uniqgue and compulsory retirement system, Australia’s
managed funds industry will continue to grow well above global median rates, although
expansion will cool as a commodity-driven bull market loses steam and baby boomers leave
the superannuation system. Wealthy Europeans will continue to expand their use of portfolio
management capabilities.

It is Asia—extending from Japan to the Arabian Peninsula—that will fuel much of the near-term
growth for the global fund management industry. Asian investors comprise the fastest-growing
proportion of net new flows to mutual funds worldwide. Many Asian regulators permit the sale
of Dublin and Luxembourg cross-border funds, and Far East domiciles now represent at least
30% of recent inflows to Europe’s primary fund-administration hubs, according to Lipper FERI.
China’s mutual fund marketplace alone has exploded in size, nearly doubling year-over-year
since inception. McKinsey argues that by 2012, China’s asset management industry will hold
USS$1 trillion, at current exchange rates, in collective schemes alone, and represent the world’s
fourth-largest marketplace for investment management services.

Exhibit 9: Mutual Fund Net New Inflows by Region

Z0)

MF net flows (US$bn)

|7

2006 YTD Sep-07
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Source: Strategic Insight Global

Several trends will drive growth in Asia’s markets. As overall economies prosper, the number

of wealthy individuals created will rise dramatically. Asia’s affluent have started to shift their
portfolios from illiquid assets, namely property, into securities. As traditional family businesses
grow, many will issue shares on more vibrant regional exchanges, further fueling liquid wealth.
By 2012 these forces, along with the rise of sovereign funds, will raise the region’s share of
professionally managed assets to 30% from current levels of around 23%.

Putnam Lovell Strategic Analysis | DECEMBER 2007



After the Belle Epoque

Exhibit 10: Investable Assets Worldwide by Region
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Asia’s influence could prove even stronger should Europeans, who are showing a dwindling
tolerance for risk, begin a large-scale retreat from mutual funds. In 2000, many Europeans
invested in mutual funds at the apex of the technology-stock bubble. This year, strong retail
and institutional interest in enhanced-cash vehicles, which promised safety with higher yields,

evaporated as subprime debt exploded deep within a number of funds. The resulting paranoia
about the asset class contributed to record redemptions in August 2007. Europeans may grow
more wary of retail funds as stand-alone investments, instead turning to structured notes with

guaranteed returns.

Fund managers also will need to globalize their product arrays. Worldwide consolidation among
securities exchanges and swelling cross-border capital flows are fueling greater interest in
global portfolios. Despite a hefty appetite for alternative investments, global equities remain
the primary asset class sought by institutional investors worldwide. One of the largest defined
benefit plans in the world, the California Public Employees’ Retirement System, reportedly is
mulling using global benchmarks for all its equity portfolios. Despite soaring local stock markets,
Chinese retail investors poured nearly $20 billion into foreign securities when first allowed this
year—with firms often selling off their foreign-securities quota within a day. J.P. Morgan
expects this figure to rise to $90 billion by year-end 2008. Even US retail investors, among the
world’s most insular, are placing the majority of their new investments into foreign securities.
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Exhibit 11: Institutional Allocations to Global and International Equities
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As all financial services globalize, many large investment managers dream of securing universal
distribution relationships with multinational banks or insurers. Cerulli Associates, a consultancy,
has argued that roughly half of Asia’s mutual fund distribution relies on the sales efforts of the
three large pan-regional banks alone: Citibank, HSBC and Standard Chartered. Such
distribution, however, can prove cost-prohibitive if not counterproductive. Open architecture
is a global phenomenon at a base level—regulators and customers worldwide want distributors
to provide access to best-of-breed product, regardless of whether it carries a house label.
But its implementation remains subject to intensely local distribution dynamics. Customers in
different countries have different appetites for risk, yield, and tax efficiency, with each set seeking
different characteristics from their fund managers. These different forces have tempered, or
even reversed, the march of open architecture in a number of countries worldwide—thus
frustrating the creation of a true global service model.

Nevertheless, multiple opportunities exist on a number of fronts. Even distributors wedded to their
own brand names and product packaging are more willing to consider white-label subadvisors
for higher-alpha products for which they are unlikely to have in-house skills. This is particularly
true in Europe and Asia, following implementation of the UCITS Il protocol, which made it easier
to use subcontractors for portfolio management. UCITS lll itself has aided globalization. Nearly
40 countries worldwide permit the cross-registration of UCITS products for sale, allowing fund
managers to leverage their Dublin or Luxembourg fund ranges in multiple countries, notably
excluding North America.

Globalization will force successful fund managers to scour the world for additional skills to add
to global product arrays, and additional means to tap local clients, particularly given the scarcity
(and, therefore, high expense) of truly global distributors. Global asset managers are purchasing
local fund management operations—particularly in Asia—to access local portfolio managers and
their clients. Such expansion will prove expensive in terms of management time and shareholder
capital. Multiple offices, compliance obligations to multiple jurisdictions, conflicting employment
protection laws and logistics support all add fixed costs to an industry that typically shuns them.
But the long-term growth that globalization can provide will compel fund managers large and
small to venture outside their home markets.
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After the Belle Epoque

Exhibit 12: Fund Managers’ Perceptions Regarding International Expansion Effects, 2007
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Globalization has profound repercussions for fund management, which—thanks to minimal capital
requirements and (often overestimated) scalability—naturally enjoys thick profit margins but

rarely finds operational efficiencies, forcing most firms to rely on increased revenue for long-term
earnings growth. Firms seeking to maintain their current rate of expansion, particularly those in
America, will need to widen their horizons to generate asset gathering. Currently US and UK

asset managers receive, on average, about 27% of their client assets from outside their home

borders. Truly global firms will need to hike such exposure to 40%, if not 50%, in the near term
to maintain healthy growth rates.

Exhibit 13: Foreign Client Assets Managed by Asset Managers Headquartered in the US
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Demand for Outcome-Oriented Portfolios

There are few global constants for fund managers, but the imminent retirement of global
baby boomers—already underway in Japan, and about to begin in many other developed
economies—means that previously vague future aspirations among retail and institutional
investors will become explicit needs with frightening speed. In the corporate arena, defined
benefit schemes face a growing number of fixed obligations to retirees. These funding issues
are particularly acute in the UK and Continental Europe, where a transition to defined contribution
systems came later, and proved weaker, than a similar move in the US. Growing concerns about
long-term solvency among retirement plans have raised interest in liability-driven investment
(LDI) strategies, although different surveys provide different measures of institutional appetite
for such solutions. As the United States implements more stringent funding requirements as
part of the Pension Protection Act, interest in LDI is expected to rise.

Exhibit 14: Pension Plan Sponsor Strategies for Funding Retiree Obligations, 2006
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LDl is nothing new. Long-only managers and pension consultants have offered actively
managed long-dated bond portfolios, blended with actuary-driven asset-liability modeling, for
years. But traditional asset managers face mounting competition from investment banks—who
provide interest-rate swaps to sponge away funding risk—and insurers, who increasingly offer
institutional-grade annuities in return for chunks of the pension scheme’s assets. Institutional
investors remain wary of any of these three strategies in isolation, particularly given recent,
and seemingly persistent, low risk-free rates in most developed economies. But they appear
more willing to consider more detailed solutions that combine elements of each.

For their part, retirees need investment solutions that provide necessary replacement income,
generally measured as a fixed amount. As life expectancy lengthens and interest rates remain
low, fixed annuities are too expensive to use as staple income solutions. In the UK, there is
growing debate over current rules requiring retirees to spend at least 75% of any lump-sum
pension payment on an annuity. US fund managers have identified retirement income provision

as the single most important product development issue they face, although many first-generation
“retirement income” solutions have proven to be little more than variable annuities dolled up in
designer dresses.
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Exhibit 15: US Fund Managers’ Product Development Priorities, 2007
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Gen X, Gen Y earmark savings An often-overlooked component of demand for outcome-oriented investment solutions is the

for specific purposes fact that younger investors have more direct costs for which they need to save: housing, children,
parental care and—patrticularly in the United States—education. The Federal Reserve reports
that nearly 20% of Generation Y Americans identified soaring education costs, and resulting
debt, as a primary savings motivator; nearly half of Generation Y’s household savings is
earmarked for specific goals.

Exhibit 16: US Household Savings Earmarked for Specific Objectives, 2004
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Sources: US Federal Reserve Board’s Survey of Consumer Finances, Cerulli Associates
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The impact on fund management is quite dramatic, both in terms of manufacturing and
distribution. Outcome-oriented products demand absolute returns: markets may vary, but goals
remain fixed. Consequently, a common denominator for most outcome-oriented funds is their
focus on yield, often guaranteed. Casey Quirk, a consultancy, believes outcome-oriented assets
worldwide should grow at roughly 15% compounded annually, twice as fast as the overall
industry. Assets in US mutual funds that could be defined as outcome-oriented have jumped
dramatically in recent years—more so if one counts lifecycle and lifestyle funds, which promise
to provide a satisfactory retirement portfolio (although one with potentially very variable results).

Europe provides one of the most visible examples of retail demand for outcome-oriented
products. Having first invested in mutual funds at the height of the equity market bubble in
2000, many European retail investors have retreated to capital-protected vehicles and, most
recently, to structured notes that offer guaranteed yield and, in some cases, a portion of any
excess return. New issuance of such notes in Europe—patrticularly in Germany—nhas rivaled
net new inflows into equity mutual funds.

Exhibit 17: Annual Issuance of Structured Products Worldwide
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The demand for outcome-oriented solutions also impacts retail-facing distribution of investment
products. In the US, and to some extent Australia, independent financial planners are touting
their autonomy—and their ability to select different components of solutions from various financial
institutions and fund managers—as best suited for creating tailor-made customer solutions.
Relatively recent surveys indicate that US investors with more than $100,000 in liquid assets
are twice as likely to use independent advisors rather than banks or brokerages. Those with
portfolios exceeding $1 million are four times as likely to use independent advisors. Private
bankers in Europe and Asia are using similar arguments as they embrace open architecture
(albeit in measured amounts), although the large, inexpert, retail-facing sales forces in universal
banks—as well as Britain’s brand-fixated independent financial advisors—require highly
packaged solutions, such as structured notes or unit-linked insurance, potentially limiting
opportunities for third-party providers.
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After the Belle Epoque

Professional Buyers and Assemblers

This renewed focus on core competencies in financial services has led many distributors to
recast themselves as packagers and assemblers of third-party portfolios—value-added resellers,
to use the technology industry’s jargon—rather than actual investment managers. Given the
relatively unchecked proliferation of investment products throughout the world, and the rising
complexity of building solutions, unfettered choice is no longer realistic or even desired among
most end-users, especially among retail customers, few of whom still direct their own investments.
This is particularly true among defined contribution plans: recent surveys from Columbia
University, funded by Vanguard Group, argue that participation rates fall 2% for every 10 new
investment options added to a 401(k) plan.

Consequently, packagers—a term that lumps together distributors and assemblers, such as
multi-management firms—increasingly have transformed themselves into professional buyers.
Hiring gatekeeper executives from the pension consulting community, these professional buyers
select third-party fund managers as subcontractors for their proprietary product or service
offerings. These assemblers are less concerned about the investment manager’s brand name,
and more about the quantitative and qualitative screens used to vet the advisors. The packager
sells its own brand name to the customers.

As a result, distribution has become more wholesale and more institutionalized. In several
key markets worldwide, packagers such as private banks, defined contribution schemes and
multi-manager firms select funds for customers, and often repackage them in other financial
products, such as annuities or managed accounts. Traditional broker-sold fund transactions,
handled at an individual level, are now less prevalent and less influential on overall sales.
Already in Australia, a wide variety of central distribution platforms, used by both superannuation
schemes and independent advisors, control all positive net new flows into managed funds.
By 2012, professional buyers will provide the wide majority of all new money that mutual
funds gather worldwide.

Exhibit 18: Estimated Mutual Fund Net New Flows by Packaging Type, 2006
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Professional buyers will reshape More powerful professional buyers will transform fund distribution in several ways:
fund distribution globally

¢ As they focus on best-of-breed products for each asset class, professional buyers drive a
final nail of disintermediation into fund complexes. Individual advisors previously tended to
concentrate their selections among a few fund companies they knew well. But professional
buyers will maintain deeper research about more vendors, and will pick and choose from a
larger menu of unaffiliated managers.

e Centralizing manager selection within a home-office fund selection group, as most distributors
and assemblers will do, makes traditional wholesaling methods obsolete. Large sales
forces, armed with high-touch wholesalers eager to woo individual advisors or brokers with
handholding advice, helped poorly performing complexes retain assets in the US and UK.
Professional buyers need no such help; they instead want detailed explanations of
investment technique. Branch-level wholesaling that helped shape some of America’s
larger fund complexes will no longer prove as effective as strong consultant-relations
teams staffed with highly qualified CFAs.

o As professional buyers seek to differentiate themselves from one another, they will rely on
more proprietary fund selection techniques and weaken some of the influence of buy-rating
providers such as Morningstar and Lipper. (Further moves toward so-called unconstrained
strategies, where managers enjoy more tactical latitude in security selection, also will chip
away at rigid buy-rating style boxes.)

e Perhaps most importantly, by centralizing distribution for large organizations with a single
decision-making unit, professional buyers can wield their pricing power fully, particularly on
platforms where the home office pre-selects investment options for all advisors. Couple this
with the subadvisory dynamic many professional buyers will use—keeping any fund packaging
efficiencies for themselves—and pricing pressure could rise.

A growing concentration on asset-allocation products—globally, but especially in the United
States, where recent pension reform places such vehicles squarely in the middle of 401(k) plans
as an obligatory default option—further emphasizes this trend. Assemblers building such lifecycle
and multi-asset portfolios increasingly style themselves as professional buyers. This allows an

assembler to claim it is adding significant value through the asset allocation, often citing the

famous Brinson and Ibbotson studies that attribute 90% of portfolio gains to the asset mix. It also

allows the distributor to jettison poorly performing managers quickly.

In such an environment, fund managers will counterbalance the growing power of professional
buyers with two primary weapons. One is performance, for which distributors and assemblers
will be desperate and willing to award a premium. The second will be capacity. A growing number
of fund managers are auctioning room within highly-sought portfolios to the best-paying
distributors, rather than simply accepting all business and flooding a delicate product line with
lower-revenue asset streams.
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After the Belle Epoque

Advantages of Pure-Play Fund Managers

Larger financial conglomerates have become more willing to become professional buyers
rather than manufacturers because they increasingly believe that firms focused solely on asset
management enjoy better chances of delivering sustainable investment performance, particularly
when juxtaposed with vertically integrated operations. Data appears to show that US mutual
fund managers focused solely on manufacturing attract the lion’s share of positive net new
inflow into the industry.

Exhibit 19: US Fund Groups: Estimated Long-Term Mutual Fund Net New Inflows by Ownership Structure
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Independent US mutual fund managers have more of the four- and five-star rated funds that
attract the wide majority of net new inflow into the American fund industry. A slightly different
analysis shows that Britain’s independent fund managers have secured such buy ratings for a
wider proportion of their retail fund assets than their captive counterparts among Continental
European banks.
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Exhibit 20: European Fund Groups: Assets Under Management by S&P Star Rating, June 2007
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Some gatekeepers believe pure-play asset managers foster a culture that defends investment
processes and techniques from other business pressures, making investment performance the
sole focus of the organization. Such firms are less willing to exceed capacity—a fatal flaw for
many fund managers in the excesses of the last bull market—or violate long-term strategic tenets
to appease distributors with short-term sales concerns. A less evangelical, but perhaps more
plausible, explanation is that independent asset managers are more able and willing to create

compensation structures that retain key portfolio management (and, increasingly, operational
and executive) talent.

Equity ownership remains a valuable currency; especially as incentive-based fees become a
more standard part of the industry, portfolio managers prefer to directly share in the earnings
they help generate. Analyzing US mutual fund companies, which provide the largest available
set of transparent data, reveals a link between direct employee ownership with the proportion
of assets in buy-rated funds. The glue of management ownership appears to be a strong bond.
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Exhibit 21: US Fund Groups: Buy-Rated Fund AUM as Function of Management Ownership, June 2007
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A smaller but similar analysis of European fund houses provides similar ammunition.

Exhibit 22: UK Fund Groups: Buy-Rated Fund AUM as Function of Management Ownership, June 2007
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Independent fund managers do preside over a rising proportion of industry assets worldwide.
Banks and insurers traditionally have held the plurality of assets under professional management,
especially following the vertical integration strategies of the 1990s and a buying spree among
European institutions at the turn of the century. In recent years, however, quoted and independent
asset managers have steadily increased their assets under management, partly due to strong
performance and partly from taking advantage of new distribution dynamics that are more
amenable to boutique fund managers. In addition, the rise of alternative asset managers, most
of which are owned by their principals, has helped.

Exhibit 23: Global Assets Under Management by Ownership of Fund Manager
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The data arguably understates the influence of independent fund managers. Some bank-
owned fund managers, such as Barclays Global Investors, and insurer-owned firms, such
as Allianz’s Pacific Investment Management Co., operate autonomously from their parents.
In addition, subadvisors are responsible for a growing amount of assets under management at
bank and insurer subsidiaries.

Catalysts favoring the further growth of independent fund managers at the expense of other
groups are plentiful. Start-up boutiques receive a warmer welcome from professional buyers,
who often are familiar with founders’ track records with previous employers. Capacity concerns
are paramount, closing more fund managers at smaller sizes and leaving assets for new entrants.
Distributors, seeking best-of-breed performance, are increasingly willing to hire institutional
firms as subadvisors for their retail-oriented portfolios. A higher proportion of the industry’s net
new business is atomized among a wider number of smaller boutiques, and the often-predicted
consolidation of the industry has not occurred, despite record levels of M&A activity in the
sector during the past two years. In fact, market share has remained constant.
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After the Belle Epoque

Exhibit 24: Concentration of Global Assets under Management among Fund Managers
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Multiaffiliate firms are playing a growing role in nurturing boutiques, particularly those focused
solely on managing money. These businesses invest either partly or fully in a series of underlying,
and hopefully complementary, fund managers. While some, such as BNY Mellon Asset
Management and Nuveen Investments, attempt to orchestrate their affiliates with a high
degree of strategic control, others, such as Affiliated Managers Group and Old Mutual Asset
Managers, are content to let some or all of their more successful affiliates control their own
marketing and corporate development.

Operating leverage remains secondary to most multiaffiliates. Their primary role has been, and
should continue to be, making a market for partners of independent fund managers. Multiaffiliates
provide liquidity to founders, investment capital for further growth, and (in some cases) equity
recycling to attract future talent—all, arguably, without compromising the autonomy that appears
to fuel investment performance. In ideal conditions, the holding company can take on the role
of an operating company, but usually through building common distribution pipelines for
expansion—such as a common international office, or a subadvised mutual fund complex—
rather than cost synergies. Such collaborative growth opportunities are more important for
multiaffiliates that fully own their subsidiaries, as employees are owners of the group’s unified
asset management operations, not simply those of their own affiliate.
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Exhibit 25: Asset CAGRs of Selected US Fund Managers by Operating Model, 2001-2006
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Understandably, sharing a common currency can create sibling rivalry between expanding and
stagnant boutiques. This can result in acrimony, with the more successful affiliates seeking to
renegotiate terms or (in extreme cases) abandon the multiaffiliate parent. Nevertheless, despite
such inherent family issues, during the past five years multiaffiliates appear to have proven more
effective at gathering assets than have many of their peers, at least in America (where many
reside). McKinsey also argues that multiaffiliates are more profitable, on average, than other
fund managers. Consequently, we expect to see a wider use of multiaffiliate strategies, with
such companies controlling some at least 16% of industry assets under management by 2012,
compared to 12% or so currently.

Exhibit 26: Key Financial Metrics of Selected US Fund Managers by Operating Model, 2006
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After the Belle Epoque

Captive fund managers with separate identities from their parent have fared well during the
past five years as well. This is particularly true for those captive firms that have pursued and
won their own third-party clients, separate from parental distribution. It is the vertically integrated
subsidiaries of insurers and retail banks that have lost influence over the industry. While
insurers should benefit from trends encouraging absolute return and capital protection, their
own distribution remains commission-driven and poorly suited for selling asset management
product. (Axa and MassMutual rank among the exceptions, but they do not rely on their
parent’s sales.) Retail banks, meanwhile, have lost their high-net-worth customers to global
private-client operations. Consequently, their captive fund managers find themselves welded to
mass-retail distribution that demands low-margin cash and guaranteed funds, particularly in
Continental Europe. These sales forces, broad and less sophisticated, will rely on highly
packaged products instead of more open portfolios that represent addressable opportunities
for fund managers.

Consequently, more large financial firms with captive asset managers will debate the strategic
merits of partly, or fully, spinning them away from the parent. Markets currently are providing
them a financial incentive to do so as well, with investors applying thicker multiples to fund-
management earnings than those provided by a financial conglomerate’s other operations. In
such an environment, captive fund managers are likely to explore independence, particularly
if they receive help from willing multiaffiliates or financial sponsors.

Exhibit 27: Asset Management Subsidiaries and Parent Firms: Comparison of FY1E Multiples
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Renewed Focus on Core Competencies

High-profile transformational mergers—such as Legg Mason’s purchase of Citigroup Asset
Management and Merrill Lynch’s decision to swap its asset management unit for a 49% stake
in quoted BlackRock—have fueled further debate over separating the manufacturing and
distribution functions of fund management. A growing number of larger financial conglomerates
worldwide, however, now believe that even if they keep their internal fund management
access to a wider number of boutique fund managers. Their arguments partly rely on the same
evidence regarding the investment performance of pure-play managers, but they also involve
other strategic and financial considerations. They also have become more persuasive: nearly
half of recent M&A activity in fund management has involved divestiture.
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Captive fund managers may also attract more regulatory scrutiny than their independent
rivals, especially as consumers gain more information about how individual advisors receive
compensation for selling investment products. Australia’s Financial Services Reform Act, now
fully implemented, forces distributors to reveal most (notably, not all) of their revenue-sharing
practices with fund managers; Europe’s Markets in Financial Instruments Directive (MiFID)
is likely to force similar disclosures. American lawmakers continue to debate point-of-sale
disclosures in the aftermath of mutual fund selling scandals from earlier in the decade. Making
fund distribution tolls transparent forces distributors to provide a level playing field, and regulators
are likely to frown on any practices that favor in-house products, disrupting the traditional
business model of vertical integration.

Compliance concerns, however, are not the sole motivators for financial conglomerates. Many
financial houses bought fund managers during the 1990s to provide relatively stable revenues
that could cover fixed costs regardless of market conditions. But the actual business of fund
management is becoming more rough-and-tumble. As professional buyers become more
influential, performance has become more critical—and the practitioners who can offer it
consistently have become more expensive as a result. In addition, the wider use of subadvisory
mandates has created more business for pure-play asset managers, but simultaneously
allowed assemblers to remove large chunks of assets just as quickly as they award them,
potentially making revenues more volatile. Finally, as global markets become more turbulent,
sector bets can sour overnight, meaning that fund managers that make wrong calls will post
losses rapidly. Many distributors now fear captive fund managers will prevent them from
quickly replacing imploding investment teams with better-performing shops.

In short, a growing number of larger financial firms are arguing that assembling asset-allocation
products, selling funds and packaging third-party investment portfolios may be less glamorous
than actually managing the money, but may also involve less business risk.

Additionally, assembly and distribution require scale and technology—capital-intensive tasks

that play into the strengths of large financial houses rather than boutique fund managers.
They also require intellectual capital, but the manager-selection and asset-allocation personnel
most assemblers seek come from the pension consulting community, where compensation

costs—while rising—are lower.

Most importantly, assembly and distribution may provide the steady earnings financial
conglomerates originally sought from asset management. Building and selling investment
products are businesses with thinner margins than asset management: 20%, on average,
rather than the 35% for retail asset management and 50% or more for institutional portfolios.
But thanks to less clear-cut performance differentiation, and the ability to seek best-of-breed
providers, the earnings volatility is far lower. Such businesses tend to weather poor performance
patches better, while a prolonged stretch of miserable numbers could cripple investment
boutiques that only sell alpha.

Striking the right balance between building and selling investment products reflects broader
realignment efforts within large financial institutions, many of which are starting to abandon the
financial supermarket model that was the rage in the 1990s in favor of sticking to what they
know best. This trend will accelerate as the unfolding subprime crisis continues to puncture the
balance sheets of many global investment houses. As investment solutions involve more
moving parts, few organizations will be able to convince customers they can build all the
necessary best-of-breed components themselves. This will likely encourage a growing number
of uneasy alliances between asset managers, investment banks and insurers, each of which
will start to concentrate on different elements of outcome-oriented portfolios.
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Exhibit 28: Evolving Alliances for Outcome-Oriented Products
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Such partnerships will be loose and wary. Investment banks believe the right derivatives can
replicate much of the alpha asset managers claim to produce, and insurers claim they can
provide far more stable performance, especially if interest rates rise. Neither set of practitioners,
however, has yet been able to credibly convince customers that they can adequately retain key
talent for portfolio management—especially when it comes to alternative investments.

The Convergence of Traditional and Alternative

The rising demand for alternative investments, fueled by institutional investors in recent years,
has changed the industry’s economics irreversibly. Even after enjoying asset growth rates of
nearly 20% compounded annually during the past decade, non-traditional assets—a broad
category of less-correlated products that includes not only contemporary products such as hedge
funds and private equity, but also longtime standards such as real estate and commodities—still
accounts for only a sliver of the total pool of professionally managed assets. But thanks to their
lucrative fee schedules, their share of revenues is outsized.

More conservative investors, such as America’s civil service pension systems, hope hedge
funds can provide steady, market-neutral returns that will help provide the income streams
necessary to pay growing numbers of longer-living retirees. More aggressive investors (such
as endowments) and more desperate ones (such as underfunded Japanese pension plans)
hope alternative investments can generate significant excess return rapidly. Both strategies
have helped increase allocations to alternative investments dramatically during the past few
years, with future expansion in alternatives still expected.
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Exhibit 29: Institutional Investors Expecting to Raise Allocation to Alternatives in the Short-Term, 2006
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But an expanding supply of hedge funds has outstripped even the torrid growth in demand.
The number of hedge funds and funds of hedge funds has expanded nearly twice as fast
as assets within such products. At the height of product proliferation, some 75 hedge funds—
net—started up each month. Too many vendors—and, as inflows test capacity constraints on
larger funds, too much money—have been chasing too few truly unique investment ideas.
Consequently, hedge funds are not only increasingly correlating with one another, they are

more closely tracking broad market indices, exactly what they are supposed to avoid doing.

Some argue that decreased volatility in recent years (until this past summer), not overproliferation,
has encouraged correlation, as many hedge funds aim to profit from choppy markets. Data
collected during the bumpy third quarter of 2007 appeared to bear this out: single-manager
hedge funds were nearly 88% negatively correlated to the US dollar-denominated MSCI World.
Proponents of hedge funds say this proves their value as absolute return instruments, although
critics snipe that much of what passes for hedge fund outperformance is concentrated in a select
few strategies, or results from applying faulty benchmarks.

Nevertheless, apparently close parallel performance to key benchmarks has led many
institutional investors to question the high fees hedge funds charge. Volatile markets and
shrinking liquidity have exposed a growing number of hedge funds as closet beta providers
with exorbitant fees. Increased scrutiny, savvier institutional investors, and less liquidity to
lubricate returns will tax hedge funds like never before, driving 20% of an estimated 10,000
hedge funds and funds of hedge funds out of business in the next five years.
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Exhibit 30: Correlation of Monthly Hedge Fund / FOHF Returns to the MSCI World US$ Index
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Institutions remain willing to pay for hedge funds that deliver true outperformance. But they
also seek other absolute-return vehicles that offer lower fees and more scalability. Seeking
transparency, scalability and value for money, institutions have become more interested in a
variety of strategies that combine elements of traditional and non-correlated investments,
including quantitative funds and long-short extension strategies, notably 130/30 portfolios and
their ilk. From the supply side, asset managers have encouraged such appetites: hedge fund
firms are willing to offer extension strategies in hopes of stabilizing their volatile income, while
long-only managers see them as methods to remain relevant without overhauling their business
models. Tabb Group predicts worldwide investments in extension strategies will jump to $2 trillion
within three years, from current levels of about $150 billion. Professional buyers packaging
vehicles for mass-retail clients are particularly interested, as 130/30 techniques are more
acceptable within registered products worldwide (particularly Europe, given the UCITS protocol’s
flexibility about derivatives use).

Long-short product growth also will benefit as both traditional and alternative managers launch
such funds, creating supply to encourage demand. Alternative investment firms feel such
products dilute their intellectual expertise, but they also realize that in order to maintain long-
term growth, they need to tap larger allocations from institutional investors, particularly if they
come with asset-based fees that reduce the volatility of performance compensation. Long-only
managers, conversely, feel extension strategies allow them to keep many of their current clients
and remain relevant without overhauling their business models. A crucial, and as yet unanswered,
question is whether their short-selling skills match their long-only capabilities.
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Exhibit 31: Opinions on Convergence Demand and Impact on Industry M&A, 2007
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Extension strategies and other long-short strategies will power a large portion of future growth

in non-traditional portfolios, asset classes that grow less “alternative” by the day. Most of these
new products will carry lower fees, and many will lack performance compensation, at least for

now, but the asset growth of such portfolios will be considerable.

Explosive Growth for Exchange-Traded Funds

As investors worldwide pay premiums for alpha, they increasingly view matching market
returns—beta—as a commodity. The development of exchange-traded funds—open-ended
products, invested in a basket of securities, that support intra-day trading—provides ever-cheaper
market exposure to retail and institutional clients. Assets held in ETFs have grown at 43%
compounded annually since 2000, making them the fastest-growing global fund management
products during any six-year period in history.
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Exhibit 32: Global Exchange-Traded Fund AUM
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Their growth is even more noteworthy when one considers assets have come from a narrow
group of sources, notably hedge funds, which have taken long (and short) positions in ETFs to
create inexpensive, broad, and quickly tradable exposure to entire sectors or regions. Product
innovation also has stimulated ETF proliferation. Vendors have built ETFs designed to provide
exposure to changes in the price of less tractable commaodities, such as gold or oil. Investment
banks have built vehicles built on representative currency baskets and commodity indices.
Academics are applying fundamental indexing techniques, attacking the traditional benchmarks
on which most of the largest ETFs are still pegged. This indexing innovation has led to wide-scale
product proliferation, with upstarts eating into the market share of the large long-only indexers
who initially promoted ETFs.

Such market fragmentation is unsustainable, however. ETFs have two primary characteristics:
transparency and scalability. The former makes them easy to duplicate, and the latter minimizes
the marginal cost of adding one. Smaller ETF complexes require higher fee ratios to offset their
fixed overhead; their larger competitors, particularly behemoth Barclays Global Investors,
could easily win any short-term price war. While some new players will solidify their footholds,
ETF boutiques will be few and far between. Additionally, actively managed ETFs are often
talked about, but few will gain significant traction and eventually they will succumb to the same
capacity issues their traditional counterparts face—and passively managed ETFs avoid.

Scalability will promote further rapid expansion of ETF assets, particularly as larger asset pools
begin using the vehicles. State-run pension support funds, run by civil servants sensitive
about fees and nervous about risk, will vote to invest most money in cheaply-run market-
matching ETFs. America’s 401(k) plans already are dabbling with the vehicles, particularly within
default options now required under the Pension Protection Act. Defined contribution
recordkeepers, especially those without proprietary funds, see ETFs as a way to create cheaper
default options that emphasize their asset allocation advice, not the stock-selection prowess
they lack. ETFs permit the quick-fire creation of other embedded-advice products as well,
reducing subadvisory costs and permitting assemblers to retain margin (or cut prices). And
managed account programs, particularly those in America, will blend ETFs with more highly
concentrated separate account managers and hedge funds to offer portable-alpha portfolios to
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their affluent customers. As all these professional buyers use more ETFs, the products likely
will maintain current asset growth rates.

The Future for Long-Only Fund Complexes

For the past decade, mutual funds worldwide have been the engine of growth for the global
fund management industry. But this is already changing. The growing emphasis on premium
alpha and cheap beta, as well as cooling flows from retirement schemes, all are exerting steadily
increasing competitive pressure on large long-only mutual fund complexes. Such stress may
become particularly acute in America, where collective schemes rely heavily on the 401(k)
system—which will use fewer funds—and in several cases prove less tax-advantageous to
investors than do their cousin UCITS in Europe.

In fact, a growing number of American fund complexes are counting on investor inertia, rather than
performance, to maintain their current market share. As of mid-year 2007, 33 of the 50 largest

fund complexes in the US held less than the industry average (38%) of their assets in buy-rated
funds (defined as possessing a 4-star or 5-star rating from Morningstar). Underperformance is

particularly rife among the largest players: 15 of the top 25 reported below-average proportions
of buy-rated funds in June 2007. A majority of fund groups watched their proportion of buy-rated
fund assets shrink during the review period.

Exhibit 33: Comparative Analysis of Buy-Rated AUM Among Top 50 US MF Complexes, 2002—-07
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At first blush, this appears to emphasize the power of brand and the durability of key distribution
relationships. Firms with weakening performance (indeed, nearly half the complexes reported
lower proportions of buy-rated funds in 2007) still maintained or increased market share. But
there is growing dissatisfaction with traditional active fund managers.

US fund complexes already are implementing a number of changes in response to such trends.
For one thing, they are shifting to accommodate the market's emerging wholesale format.
Collective schemes appear to represent a shrinking proportion of assets under management
among America’s largest asset managers. Investment firms, recognizing the growing power of
professional buyers and becoming more willing to subadvise products managed by third-party
distributors, have expanded their separate-account business units. Even mighty Fidelity
has created Pyramis Global Investors, a subsidiary designed to provide wholesale fund
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management for institutions and, more tellingly, white-label agreements. A similar, albeit far
less powerful, shift is underway among European fund managers.

Despite this, the oft-predicted death of mutual funds is exaggerated; their daily pricing format,
wide diversification and ready acceptance by distributors all remain vital selling points. Pricing
dynamics, however, continue to change. Nearly half of US mutual fund flows now occur in
institutionally-priced share classes, which cost less to distribute but carry lower management
fees. Additionally, despite fears of further regulation, retail distributors in America now rely
more on revenue-sharing than front-end loads for compensation, applying further pressure to
mutual fund revenues.

US fund vendors, therefore, increasingly have two options. They can improve their performance,
thereby standing apart from cheaper ETFs and effectively combating fee pressure. Alternatively,
they also can leverage their existing operational strengths—their distribution connections, their
scale, and most importantly their back offices—and begin to subcontract fund management to
better-performing institutional boutiques. A growing number is pursuing the latter strategy.
Assets in subadvised US mutual funds have tripled in the past five years, and now account for
nearly 14% of the long-term fund marketplace. Similar metrics for Europe are unavailable but
most agree subadvising has become more prevalent among UCITS complexes as well. More
large fund vendors are now adopting smaller groups from institutional boutiques, letting their
former owners retain the management contracts (for now) and enjoying higher marginal
profit from adding the vehicles to existing packaging and distribution infrastructure that, for
the most part, is already paid off.

A greater reliance on subadvisors also will help a number of larger fund complexes cope with
the increasingly tight product development cycle. As extension strategies become more
vogue, for instance, a number of mutual fund firms have discovered that shorting stocks
involves different skills. And while some fund managers have quickly secured, or created, talent
to manage long-short products, others are struggling to find the right people from a small and
expensive pool of candidates. Consequently, to meet changing product demands from existing
distributors and professional buyers, fund complexes may find subadvising more expedient.

Exhibit 34: US Long-Term Mutual Fund AUM Subadvised by Unaffiliated Firms
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Styling the fund complex as an assembly platform is not a new idea: it has been Vanguard
Group’s business model for three decades. Almost all its actively managed funds use
subadvisors. A wider number of US fund firms, however, will focus on retaining their distribution
relationships—and find revenue from other assembly functions—by using more subadvisors in
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coming years. By 2012 it is quite likely that some 20% of all US long-term fund assets will
reside in subadvised funds, with some complexes electing to use third parties for most, if not
all, of their actively managed offers.

Performance-Based Fee Structures

As institutional investors allocate more money to hedge funds and private-equity vehicles, they
appear to have become more comfortable with the idea that performance-based fees should form

at least part of a manager’s compensation. Cheaper exchange-traded funds and derivatives

have convinced many investors that they should only pay for true alpha, and a growing number
feel they can encourage such absolute returns by allowing managers to keep a portion of them.

Even more conservative professional buyers are warming to the idea of fulcrum schedules: with

these, annual fees are still calculated as a percentage of managed assets, but the fee ratio rises
as performance exceeds an agreed benchmark.

Exhibit 35: Pension Plan Attitudes Toward Performance Fees, 2006
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Such fees, of course, aim to motivate and retain portfolio managers. Carried interest was the
primary carrot that convinced many investment professionals to leave traditional firms and start,
or join, hedge fund managers. Initially long-only fund managers launched hedge funds not only
to satisfy then-nascent client demand, but also to create compensation systems that would
convince their stars to stick around. Performance fees also appear to align interests—if the
client loses money, so does the manager—although consultants increasingly worry that incentive
fees could promote reckless short-term behavior as a result.

The rising proportion of performance-based fees will be one of the most powerful long-term

catalysts reshaping a fund management industry historically known for generating steady,

asset-based revenue. Incentive fees are as unpredictable as market performance, a point

emphasized by recent months of turbulent capital markets. More volatile fee income will erode
the predictable earnings streams that have attracted strategic and financial investors to fund

managers in both the private and (especially) public markets.

This creates a significant dilemma, one simultaneously strategic and operational, with which
most global fund managers will grapple over the next 10 years: balancing the incentive fees
that retain talent with the steady asset-based revenues that keep owners. Truly industrialized
global fund managers will blend two types of products, and consequently two types of businesses.
On one hand, they will support business lines that generate asset-based revenues with those
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that support fixed operational costs in all seasons. Simultaneously, they will attempt to field
products with sustainable incentive-based fees to attract and retain talent.

Core business lines will feature products with less performance risk, such as ETFs, lifecycle
funds, and product structures. While some of these products will have higher operational costs,
they are less vulnerable to performance differentiation, especially if the product sponsor feels
comfortable trading away elements of the products, such as portfolio management or asset-
allocation analytics, to third parties. Such core strategies, however, are easy to mimic, forcing
firms to maintain their market share by differentiating the products from competitors, or
outgrowing them to benefit from economies of scale. Conversely, higher-alpha products
with incentive fees will be more lucrative, but risky, given their reliance on key talent and
sustainable performance—lightning in the proverbial bottle. Fund managers will experiment
with several business models to retain the necessary talent, including partial ownership and
multiaffiliate structures.

These firms—sometimes labeled “modern” or “converged” or “renaissance,” depending on
which jargon to which one wants to subscribe—will rank among the most successful asset
managers within a decade, competing in a global industry that will become wholesale and
institutional in nature. They also will enjoy an advantageous competitive position. They can
form subadvisory partnerships with boutique fund managers, benefiting when performance
is hot, yet still able to sever the alliance if returns cool. Conversely, they can offer the asset-
management engine to larger solutions that investment banks and insurers provide their larger
institutional clients, without taking on the significant costs of guaranteeing yields.

Conclusion

Despite phenomenal growth during the past 25 years, global asset management remains a
fragmented cottage industry, delivering more art than science. Its more able practitioners come
from all walks of life, and their business shares some attributes with other high-end service
providers. Yet asset management flourishes like no other service because its performance is
measurable and the resulting fees are based on asset growth plus lucrative incentives.

Many privately held long-only firms continue to thrive, confounding experts who have been
predicting their demise for years. More recently, they have been joined by privately held hedge
fund and private equity firms. New boutiques are cropping up worldwide. With low capital
requirements and few other barriers to entry, many asset management firms can remain private
and prosper—if they perform and adapt.

As retirement-linked business becomes less attractive, fund managers throughout the world will
have to hunt harder for new clients. They also will have to compete more fiercely with each other
and larger financial services firms that woo increasingly risk-intolerant investors with products
that offer more certainty, if less alpha. That environment will require revamped product and
corporate development.

Such innovation will need to occur during some the most challenging market conditions the
industry has seen in a quarter century. The same emerging markets that promise significant
asset growth may also introduce dramatic consumption rates that trigger global inflation. In
turn, this could raise risk-free interest rates, hiking the bar against which active managers must
prove their worth. Tighter money also sops up the liquidity that fuels portfolio growth and often
weakens equity prices. While fund management may provide noncyclical earnings on a year-
over-year basis, its long-term growth remains highly, and irreversibly, attached to the health of
notoriously cyclical global capital markets.
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Many different business models will emerge from this shift, but they will share some common
ingredients.

Ownership structures that simultaneously balance multiple corporate objectives, including
equity or equivalent compensation to attract and retain talent; liquidity that provides acceptable
entry and exit prices for different generations of owners; and strategic access to distribution
and, if necessary, working capital.

Business models that avoid the pretense of universal solutions and instead emphasize the
most competitive skills.

Investment processes that leverage a broad range of techniques for all portfolio managers to
use, fully embracing the ever-wider spectrum of long and short strategies that professional
buyers want from asset managers.

Proactive product innovation that avoids simply reacting to investment fads and instead seeks
to anticipate, or even jump-start, sustainable future client demand.

A separate executive cadre that provides an industrial focus which portfolio managers—often
artists better suited to managing money—usually lack and always find distracting.

Client-servicing infrastructure that understands the needs of professional buyers, effectively
manages and auctions capacity, and seeks creative opportunities, both from new clients and
other financial services firms.

Asset managers that anticipate and adjust will enjoy a bright future, growing their market share
and profitability at the expense of those who cannot.
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