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Marc Saluzzi, Chairman of ALFI P

he Ucits passport is now 26 years old and, as ALFI celebrates its first quarter

century of active involvement in promoting the cause of the cross-border

passport, it seems an appropriate time to question the focus of its asset
management constituency and assess avenues of future direction for the industry.
The last 25 years has been a turbulent period that has seen times of growth euphoria,
but also the horror of the financial crisis that so badly damaged investor confidence.
And yet, despite this destructive event retail fund assets have recovered and are
now pushing above new record highs. But, recovery should not lead to complacency.
The boom and bust experience of the past two decades merely highlights a need for
the fund industry to develop a business model that can ride out the volatile market

waves without disrupting the support of successive generations of investors.

This important anniversary report is directed at fund industry participants and
focuses on practical steps that can be taken by the industry to achieve this more
sustainable future. The approach may sound self serving to protagonists. Asset
management companies will undoubtedly benefit from having more money invested
with their funds. We make no apology for this approach because we believe that as
long as the structures protect savers from unfair exploitation, it is in the interests

of investors to widen their savings options. In Europe over 40% of household
financial assets are invested in deposits, and some portion of this would benefit from
diversification and the potential for higher returns that can be offered by investment

funds.

The complexity of the financial services infrastructure and the critical role of
government agencies have too often been an excuse for inaction by industry
participants. This independent report commissioned by ALFI steps past the
insoluble factors that have already had too much air time. It highlights actions that
the industry can consider and discuss to enlarge the pool of retail investors and to

deliver a more sustainable outcome for all.



Introduction

Diana Mackay and Chris Chancellor, MackayWilliams LLP

he European fund industry is now larger than it has ever been, having more

than recovered from the ravages of the financial crisis. But its success over

the last decade has been drawn from the top 10% of the population which,
owns 50% of financial assets. Today, just 11% of euro-area households own an
investment fund and just 8% of household assets are invested in funds. The industry
has expanded its asset pool but the investor pool has shrunk. Its focus in the next

phase of'its evolution should be to expand the investor pool beyond 10%.

Our conclusions are based on a myriad of data sources, external reports and
commentator opinions, all of which are listed in Appendix B. But, of critical
importance are the interviews that we conducted amongst a number of opinion
formers and proponents of different industry views.. Their thoughts and
contributions helped us to formulate some of the suggestions included in the Action
Agenda, and certain of their comments are quoted in the body of the report. These

quotes are attributed and highlighted as green ‘pull out’ comments.

We also included numerous comments from European fund selectors , some 900 of
whom are annually polled on significant industry issues by our affiliated research
company, Fund Buyer Focus. These fund selectors account for €1.4trn of third party
fund assets and are based in ten of Europe’s largest fund markets. Their opinions
reflect not only their direct experiences of the fund groups with which they have
dealings, but also the feelings of their end-clients. Direct quotes from these fund
selectors appear in green boxes to distinguish them from other commentator quotes.
Confidentiality issues prevents us from disclosing their identity but we reference

their country and the type of channel they represent.

Although this report is based on both captive and third party business, thereisa
clear bias towards the independent/third party segment that forms the bulk of cross-
border business. It is the cross-border independents that have been the beneficiaries
of asset growth since the financial crisis and it is these groups that have the power to
expand the market beyond 10%. The benefits of such expansion will be for all.



Foreword

Introduction

Executive summary
The commercial imperative
Sizing the market and market potential
Environmental and external headwinds
Industry trends affecting future appetite
Investor knowledge and consumer confidence
Challenges and actions
Action agenda

Benefits of taking a new market approach

15

27

33

49

55

60

65



6

BEYOND 10%

Booming assets mask a missed opportunity: At €6.2trn, European mutual
fund assets are now comfortably ahead of their pre-financial crisis peak. But the
evidence suggests that this successful growth has been the result of near-zero
interest rates and market performance rather than expanding client support.
High net worth investors have sought mutual funds for access to yield, but most
ordinary households have been disenfranchised by sales-driven distribution

regimes and market volatility combining to erode trust in the supply chain.

Cash now accounts for over 40% of household financial assets in

Europe - an allocation that most professionals would advise against but,
despite improving markets there is little evidence of this allocation changing.

If Europeans were to reduce their cash allocations by half, this would free up
€4trn to move into long-term savings vehicles. Not all would be suitable for fund
investment but we estimate that the fund industry is losing out on an extra €1trn

of'investable assets by its intense focus on the wealthy and sophisticated 10%.

Risk aversion has also cost savers an estimated €900bn of lost growth;
Over the past decade the high weighting of cash has reduced European
household asset growth (excluding pensions and insurance) to 34% compared
with 47% achieved by US investors.

A pro-active focus on the wider needs of ‘ordinary’ savers will create
improved perceptions of the industry and encourage regulator trust. A
strategy that is less elitist in its approach may not bring immediate rewards in
terms of assets but it will improve engagement over time, avoid repetitive boom

and bust cycles, and encourage greater regulatory support.

The savings needs of individuals extend beyond pensions. The demographic
imperative for greater retirement provision is critical but asset managers
should not ignore other life-cycle demands. Easy access to investment products

designed to meet shorter-term goals such as house purchases, education etc, will
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help to build engagement amongst a younger generation. And, as the younger
generation move towards the pre-retired phase of their lives, the deployment of
products that will deliver an additional ‘comfort layer’ of income in retirement
will help asset managers to stay connected throughout the life cycle of

individuals.

Regulatory, fiscal and environmental headwinds cannot be ignored but
equally they should not be seen as abarrier to adopting an Action Agenda.
These headwinds are an important part of the asset management landscape right
now, demanding increased compliance and business strategy attention. But,

for every Euro spent on lobbying, fund groups should consider an equal budget

allocation to marketing and product initiatives designed to build engagement.

Educational initiatives are often doomed at the discussion stage because
the issue appears to be too big for any one stakeholder to embrace. School-
based education is valid if it teaches the merits of saving but asset managers
are unlikely to benefit from initiatives that are not directly linked to individuals
specific savings needs. A better focus is on delivery of educational initiatives to,

or in partnership with, financial intermediaries or at the work place.

Sell the brand of funds. Fund groups have been very proficient at building and
selling their own corporate brand but, historically, no action has been taken to
communicate the many benefits of investment funds. The industry prosaically
talks about the Ucits brand but unfortunately the concept only has meaning for
industry insiders. Generic brand building will provide the footings on which

other corporate engagement activity can successfully be built.

Invest in an industry promotional agency to build industry brand.
Cooperative investment via an independent agency would be the most
productive route. Historically, this has been a difficult area for trade associations

to succeed in because of the diverse nature of their memberships.
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tail, leaving no
distinct retail product
and that is confusing
everyone”

— Pauline Skypala, The Financial Times



The commercial imperative

Expanding the pool of investors and their allocation towards mutual funds
has benefits for industry and investors alike. Cash savings no longer give

any real return and debt accumulation has become more difficult. Pension
provision has been the industry obsession but investors’ saving requirements
are many and varied. Asset managers could be more creative in packaging
solutions for other capital needs, as well as offering a ‘comfort layer’ of

income over and above basic retirement provision.

he financial crisis remains more than a bad memory for investors and fund
groups alike. For industry professionals it delivered a painful body blow
to asset values and it involved successive waves of redemptions, the like

of which had never before been experienced. And behind these lines of red on the

balance sheet were some seismic structural changes.

A story of loss...and gain

Mainstream retail investors, by and large, pulled out of risky investments in the
aftermath of the Lehman collapse and funds were the main casualty. Their logical
motivation was to protect their savings or prevent further losses, but it was also a
response to encouragement from bank advisers who were under pressure to build
bigger capital adequacy buffers. The powerful fund distribution franchise of banks
was effectively neutered as far as captive clients were concerned, and remains in a
state of re-structure. The clients that were the bedrock of this franchise remain, by

and large, in their safe haven deposits.

Meanwhile, a more positive dynamic was taking shape amongst Europe’s wealthy/
sophisticated investors and institutions, whose exposure to funds was traditionally

limited to more exotic and difficult-to-access securities. For these investors
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the search was on for uncorrelated assets and vehicles that offered some basic

mechanism for preserving wealth if capital accumulation was no longer a viable

option. The post-crisis community of investors favoured specialist investment

expertise and ‘pure-play’ managers that were free of the parental pressures that

were weighing down bank-owned groups.

Fig 1: Net sales of funds by bank-owned groups and pure play managers
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Asset managers
can congratulate
themselves but are
they living in a fool’s

paradise?

This search for uncorrelated assets ensured not

only the survival but the rapid expansion of those
specialist groups. They benefited, and continue to
benefit, from the enduring legacy of low interest rates
and also the security of the regulatory framework
around Ucits, which made Ucits a must-have product
for high net worth investors. Ironically, the recent
market turmoil sealed the success of the Ucits pan-
European passport, albeit some twenty years after its
introduction. The financial crisis squeeze devastated
the bank franchise of mainstream retail investors but
at the other end of the market, the pool of available
assets expanded to the benefit of boutique specialists

and cross-border independent manufacturers.

Asset management groups, and particularly the cross-
border specialists, can congratulate themselves on
their success in these difficult times, but is this a case
of living in a fool’s paradise? If the asset management
industry is satisfied to swim in this overcrowded and
potentially volatile pool, then there is no need to take
action or to read further. However, complacency risks
the permanent disenfranchisement of a much wider

market that has equal need to build long-term savings.

The absence of focus on ordinary savers continues; at a recent Alfi conference! in

London an audience poll showed 55% viewing pension savings as a primary area of

growth. Of those polled only 25% saw asset growth coming from a new generation of

investors. Furthermore, the majority felt that improving markets and higher returns

would be the carrot to catch the eye of these savers. Education and product brand

promotion were low scoring in the vote.

1 Alfi Conference, London, 9 April 2013
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This was a straw poll but it reflected a common attitude in an industry that promotes
the concept of savings for the long term but operationally chases short-term goals.
Sales strategies based on ‘low-hanging fruit’ and acceptance of the feast and famine
nature of business cycles are endemic attitudes within fund groups. Meanwhile, the
missed opportunity is enormous, not only in terms of assets under management, but
also in terms of investor trust and therefore greater governmental and regulatory

support.

There is a virtuous circle to be drawn of a fund industry that is truly aligned with
the interests of the broad church of investors. Capturing the support of mainstream
retail investors will not only build a larger asset pool, it will in turn dilute the

political capital that is currently demanding ever more regulatory scrutiny.

Commercial imperative to expand

Engaging the support of retail investors in buying “There is a cultural

mutual funds to meet their long term savings needs

is the sole focus of this report. However, we will not Challeng e, we need an
equate long-term savings with pensions. Clearly acknowledgement Of
pension savings are a demographic priority and

represent a huge pool of sticky assets that represent the necessity to save fO?"

an important target for every financial services sector.

the long term outside of

Whether directly or indirectly, pension pots are a vital

route into mutual funds for many retail investors. corp orate pen .S"I: ONsS 2

Pensions are so important to the fiscal fabric of our — Massimo Tosato, Schroders
society that they are not only heavily regulated but

also politically sensitive. Their scale and potential persistency makes them highly

attractive to every provider of financial services, each lobbying to be the default

option. Asset managers are a critical component but whether they should be the

primary supplier, as they are in the US 401k or the Swedish PPM system, is a debate

that goes beyond the bounds of this paper. Nonetheless, their ambitions in the

pension arena have tended to ignore other priorities that investors have for capital
accumulation. This report focuses on buying and owning funds outside any formal

pension commitments, whether such investments are for another purpose or as an

overlay to second or third pillar retirement savings.
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The commercial opportunity can be evaluated better by defining the saver market
into three distinct segments, each of which requires a different engagement

approach:

1. The converted investor

Those who are already invested in mutual funds but have either decreased

or kept their holdings stable. Currently just 11% of Euro-area households
participate in mutual funds®. They are likely to be the baby boomer generation,
they have experience, some accumulated wealth and the commitment to boost
their retirement income. These investors will allocate more of their savings to

funds as the economy and markets improve.

2. Thedisillusioned investor

Those who have invested in mutual funds before and, having experienced the
disappointment of losses, have either sold or are waiting for the market to
recover to the point at which they bought, before selling. This group is unlikely
to respond to a repetition of sales messages that previously led them to invest in
funds. Since 2006 €173bn of fund assets has been withdrawn from proprietary

bank funds invested in Euro government bonds or European Equities®.

3. The confused saver

Savers who are not currently invested in funds, probably regarding them as too
dangerous, too confusing and generally all part of the financial crisis. They are
likely to have low levels of trust in the financial community and are unlikely to

respond to the marketing messages that are the norm.

The Converted Investor is clearly the primary target for most asset management
groups. For this investor it is not a question of whether to use investment funds,

but more a question of how much and with which company should the money be
placed. The other two categories, which account for 89% of Eurozone households,
are obviously more difficult and therefore more costly to engage. They are the
clients that are most likely to resort to bank advisers and their involvement in funds
has tended to be correlated with the commercial priorities of these banks and the

demands of their balance sheets.

1 ECB, see also page 25 of this report
2 MackayWilliams calculation from Lipper data
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Fig 2: Opportunity for upliftin long term savings if European
savers had a similar allocation to US savers
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Source: MackayWilliams estimate, see below for note on calculation methodology

These two groups of disenfranchised savers account for an estimated €2.6trn of
assets that should have equal access to professional asset management in order to
fulfil their savings goals. However, the traditional sales and marketing strategies
adopted by the asset management industry, whilst suitable for the converted, will
have little sway with those that do not form part of this elite.

The following chapters map out the scale of the opportunity in more detail, before
examining the actions that could be taken in response.

Methodology note to Fig 2: Opportunity size is based on total financial wealth in Europe of €16trn
(EFAMA), split 50/50 between the top 10% and the other 90% (ECB). The top 10% hold 35% in deposits
(ECB). If European allocation matched that of the US the percentage of financial wealth held in
deposits would drop to 18% (EFAMA). For the top 10% this leaves a potential 17% to be invested in
long term products (€1.36trn). The other 90% of households own the other 50% of assets, but are
more heavily weighted in deposits (around 50% according to the ECB) meaning a greater potential
upliftin long term assets of 32% (€2.56trn) if the same allocation rules are applied.

13
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clients below

, but between €1

d €100k is a big group
and a lot of money”

— Chris Zadeh, Ohpen
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Sizing the market and market potential

Funds’ share of household financial wealth has been in decline since 2006
although the overall pool of financial assets has grown. Deposit accounts
have been the clear winner. Consumers in the Euro area hold 43% of their
wealth in cash. If the equivalent US ratio were to be applied to Europe an
extra €4trn would be available long term savings products. This makes the
European opportunity greater that the total household wealth of South

America.

he realisable opportunity is immense, measurable and worthwhile. Total

net assets invested in funds (Ucits and non-Ucits) have now pushed past

their pre-crisis peak to reach a new high point of €6.2trn'. Despite the
substantial losses suffered after the sub-prime storm in 2007, the data suggests that
the industry is now fully recovered and that the period oflost confidence has been
resolved. However, this headline data masks a shifting of tectonic plates beneath
the surface of the industry; specifically the profile of actively investing clients has
changed and this has been a consequence not only of the latest financial crisis, but
also previous market upheavals. An understanding of the historical context and the
past behaviour of investors is important in the identification of the provision gap
that has developed. This context also enables a more accurate measure of the volume

of savings that is sitting on the sidelines.

What has been lost?

Household assets in mutual funds for the Euro area countries shrunk from €1.7trn to
€1.2trn between 2006 and 2011. This was a loss of over 25%>2 Whilst stockmarkets

1 Lipper, 31 March 2013
2 EFAMA Fact Book 2012
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Fig.3 Fund AUM from households in Euro area (€trn)
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Investment in funds declines by over 25% between 2006-2011
Source: EFAMA

Fig.4 Household financial assets, Euro area (€trn)
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Fig.5 Deposits from households, Euro area (€trn)
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While mutual fund assets have fallen 25%, deposits have
increased by 25%

Source: EFAMA

declined during this period, their contraction was
10%*, which cannot explain the extent of the decline
in fund assets. This decline, beyond the impact of
stock market contraction, can only be explained by
first, the absence of new money being invested and
second, the switch of fund investments into safe-

haven deposit accounts.

The impact on long term mutual funds amounted to
awithdrawal of over €300bn during this period®. By
way of contrast, in the US, mutual fund holdings of

households rose by 8% during the same period®.

The decline in fund investment did not come as a
result of areduction in household wealth. On the
contrary, since 2006 household wealth in the Euro
area has risen by 11% reaching €16 trillion by 2011.

This of course raises the question as to where

the money has gone, and the simple answer is

back into deposit accounts. Clearly the impact of
the financial crisis was sufficient to scare retail
investors out of the risk assets they were holding

to avoid anticipated losses during this period of
extreme market volatility. The extent to which
banks encouraged the migration is impossible to
measure but, no doubt, during this period of balance
sheet stress, the mass migration of savers from off-
balance sheet products to on-balance sheet savings
was convenient. There is also some evidence of
longer term bank clients taking profits at a time
when stock markets were peaking. This issue is

discussed in more detail below.

In summary, across Europe whilst household
mutual fund holdings fell by 25% deposits rose by
25%. The value of household deposits is now just

below €7trn in the Euro area, despite punishingly

1 MSCI Euro Net index, which takes account of dividends re-invested after tax

EFAMA Fact Book 2012
3 OECD
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low interest rates, thus confirming an excessive and Fig.6 Financial assets of households (Euro area)
potentially punishing aversion amongst European 1 ggzﬁ’
0
investors to both mutual funds and risk. 80%
70%
. . . 60%
The whole picture can be seen in the total financial 50%
wealth of Euro households where the share of wallet 40%
[0}
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down from 12% in 2006. The massive difference || Quoted Shares B Debt Sec's
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in deposits as opposed to funds is further highlighted Deposits now account for over 40% of household financial assets
Source: EFAMA

between the percentage of households participating

by recent data from the European Central Bank?, which
shows that whilst 96% of households in the Euro area
have a deposit account, only 11% have a mutual fund.

Retail investor experience in Europe?

Some further perspective on the factors behind retail investors’ latest exodus from
funds can be gained from looking back to the early days of Ucits in the 1990’s. The
initial phase of Ucits development coincided with the metamorphosis of European
banks from, essentially, savings and loans organisations to alllfinanz structures in
which asset management and investment banking were the profitable beating hearts
of' business expansion. The late 1990’s was a period of extraordinary expansion

for investment funds with annual growth of assets averaging 20% or more. At the
extreme was Italy where in one year (1997), the industry doubled in size® as banks
transferred their clients from direct holdings in bonds to more profitable bond
mutual fund holdings. To a greater or lesser extent this migration was evident in

most European countries.
Joining the equity bull run
As the millennium reached its closing days, European investors joined the equity

bull run. Fuelled by the exploding value of technology stocks, many retail investors

were encouraged by their bank advisers to move from the safety of deposits, or bond

1 Statistics Paper Series, NO 2 / April 2013, The Eurosystem Household Finance and
Consumption Survey: Results from the first wave. European Central Bank
2 FEuropean Fund Industry Directory 1998, Lipper
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Fig.7 Net inflows into Funds, excl money mkt (€bn) funds, into highly risky technology funds without
izz taking the requisite steps up the risk ladder.
100 Sales data from these heady days is sparse but trade
>0 association numbers for Italy and Germany illustrate
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Source: EFAMA

predominately invested sovereign bond products. To
put this figure into context, net sales flows of long term
funds for the whole of Europe in 2012 were just 42%
higher (€232bn)? And, in Germany total net sales for
equity funds alone were €66bn in 2000° — the year that the dot.com bubble burst. It
is worth noting that since then local investment into German managed equity funds
has been one of persistent outflow amounting to €47bn* of withdrawals during this
12 year period.

Moving from captive product to open architecture models

The bursting of the technology bubble had a profound impact on the direction of the
industry and the roles adopted by the various stakeholders in the value chain. There
was clearly a loss of trust involved, particularly for the bank channels that had so
heavily promoted their own internally managed equity funds. A new business model
was needed, one that took a step away from the allfinanz approach and accepted that
acting as manager and distributor was no longer suitable or sufficient to retain client

loyalty. This was the much vaunted move towards open architecture.

Although open architecture was a subject on the lips of industry commentators
in the late 1990s, and appetite for equities had resulted in the launch of discount
brokerages offering third party funds, the real change occurred after the markets

started to crash. The impetus came in three forms:

m Theintroduction of ‘guided’ architecture by banks that were both struggling to
respond to a disappointed client base and facing the realisation that distribution

was a potentially more profitable revenue stream than fund manufacture. Guided

1 Assogestioni

2 Lipper, excluding money market funds and funds of funds.

3 BVI

4 BVI for 2001 and Lipper for period 2002-2012, equity funds only
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architecture came in the form of preferred partnerships with a limited selection

of third party asset management groups rather than the less practical free-for-all

dynamic of open architecture.

m Growing demand for diversification to limit downside risk and the opportunity

to package ‘best of best’ concepts within product wrappers in order to manage

conflicting investor demands.

B The emergence of administrative B2B platforms out of the discount brokerage

operations and supermarkets that first came on to the scene during the bubble

years.

Adopting the role of gatekeeper and portfolio constructor fuelled the development

of cross-border Ucits. Guided architecture and best of breed programmes finally

opened doors to client savings for the specialist asset managers and for the banks

they represented a new proposition with which to encourage retail investors into

funds. But as the fortunes of cross-border independents rose, the success of banks

as manufacturer of funds destined for captive client portfolios declined. Fiig 8

illustrates the net sales progression of cross-border groups over the last decade

compared with that of domestic players, which are predominately bank-owned

structures.

Reluctance to crystalise losses

Critically, the 2000 stock market crash did not drive retail investors out of their fund

holdings. Despite the huge volumes that went into
equity funds in the late 1990s, sales flows remained
positive for the entire period of stock market slump
that followed this first crash of the new millennium.
During the period 2002-2006 net flows into equity
funds averaged €87bn a year. But, in stark contrast,
equity funds since then have averaged little more
than €3bn of net sales a year®. Proving the point
scientifically is hard but the available data alongside
anecdotal evidence suggests that the new guided
architecture distribution model succeeded in
encouraging new investors into equity funds but also
discouraged existing investors from crystallising

losses.

1 Lipper

Fig.8 Net sales of cross-border and domestic groups (€bn)
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As the fortunes of cross-border groups rose, the role of banks as
manufacturers diminished.
Source: Lipper, data excludes money market funds
and funds of funds
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Fig.9 Historical net sales of equity funds (€m)
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Source: Lipper

Significantly, as stock markets returned to their dot.
com peaks (2006), the equity sell-off began, and as the
sub-prime crisis developed into a full-scale financial
crisis, retail investors retreated en masse from all
asset classes. The extremity of the withdrawals

that followed was the result of market volatility

and the historical accumulation of assets in funds
that seemed to risky to hold. And the legacy of past
excesses remains to this day. Even as stock markets
reached for new records in 2013, retail investors
remained off-risk. There were also signs?, once again,

of rising indices triggering profit-taking from legacy

equity investors who failed to escape the 2007 market downturn.

New engagement by the high net worth

With the retreat of this bedrock of retail investors the growth of the asset
management industry in Europe as a whole began to slow in 20086, stalled in 2007

and went quickly into reverse in 2008. Fortuitously, the financial crisis not only

forced interest rates down to near-zero levels, but also highlighted the regulatory

benefits of Ucits to high net worth and sophisticated investors who previously

favoured hedge funds and other non-fund forms of investment. With the search on

“Well informed retail
investors are beginning
to come back...but the
broad mass definitely

needs more time”

for uncorrelated, and preferably regulated, products cross-
border specialists were able to re-build their franchise, at

least in terms of assets under management.

However, the pool of mainstream retail investors remains
highly risk-averse and largely out of reach. Their absence
from the market should be a cause for concern, not only for

the commercial opportunity they represent but for their

loss of access to the diversification and wealth development

— Steffen Leipold, DeAWM

advantages that funds can offer.

What is the size of the opportunity?

If mainstream investors are absent, just how much of an opportunity do they

represent? There is no accurate measure but there are numerous ways of estimating

1 Morningstar sales data for April 2013, showed equity fund sales slipping once more into

negative territory.
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the size of the opportunity. Our measure comes from triangulating results from the

various research on offer, each of which happily produces a roughly similar total.

A good starting point is the economic argument in the form of the savings gap for
retirement provision that is growing ever larger in Europe. The scale of this gap
was recently estimated by Aviva at €1.9tn' per annum. But, the existence of this
enormous gap does not equate to opportunity. Persuading individuals to increase
their existing allocation to investment funds is likely to be easier than persuading
them to save more, especially in the current climate of austerity. Therefore, an

analysis that takes a bottom up approach is probably more appropriate.

Converting cash into long term savings

Going back to the deposit data (Fig 5, above), the pool of deposits in Europe has
grown by 25% since 2006 — an increase in value of €1.4trn. This figure could be the
targeted ‘opportunity’ but it assumes that the European starting point was at the
right level.

A better question would be: what is the right level of cash as a percentage of the
overall savings portfolio for the average individual saver or investor? According to
European trade body, EFAMA?, the Euro area has €16trn of household financial
wealth of which 42% is held in cash. This is a significant proportion and at a level
that few financial advisers would recommend, particularly when cash is declining in

real terms due to low interest rates.

The position in the US is very different. Here, the Fig.10 Household savings splitin 2011
equivalent percentage of cash holdings is 18%. For 183
the sake of argument, if savers in the Euro area 80
were to hold 18% of their household wealth in cash, Zg
as opposed to 42%, the opportunity for investment 50
into longer term savings vehicles would be €3.9trn. 40
This number would probably be higher if the UK ;g
and other non-Euro markets were to be included. 10
Of course, it would be unrealistic to assume that 0 USA Euro Area

mutual funds would be the appropriate home for [ Jins&Pension [l Mutual Funds [ | Stocks
this entire pot but if even a quarter were to be B Debt Securities [l Currency & Deposit

allocated to funds, it would amount to an additional Cash holdings account for 42% of household wealth
Source: EFAMA

1 www.aviva.com/europe-pensions-gap/pensions-gap-europe.html
2 EFAMA Factbook 2012, see also Fig 4, above.
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IN THE USA

Fig. 11 US households owning mutual funds (%)

1980 1985 1990 1995 2000 2005 2010 2011

Sources: ICl and US Census Bureau.
See also ICI Research Perspective, Ownership of Mutual Funds, Shareholder Sentiment, and
Use of the Internet, 2011.

Fig. 12 Households owning mutual funds, % distribution of mutual

funds by income level of household

- $200,000 or more
| ]$100,000t05$199,999
- $75,000 to $99,999
- $50,000 to $74,999
|:| $35,000 to $49,999
- $25,000 to $34,999
- Less than $25,000

Source: ICl Investment Company Factbook 2012
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IN SWEDEN

Fig. 13 Swedish investors in mutual funds,
as % of population
100 e}

80|
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e =={ll== Fund Savers

=== Fund Savers (excl. Premium Pension)
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Source: Swedish Investment Fund Association

Source: Swedish Investment Fund Association , MackayWilliams research
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€1trn of assets, which would put Euroland households on a par with those in the US

and with the same percentage of wealth invested in mutual funds.

Unfortunately, the current trend is moving in the opposite direction with the share
taken by cash and deposits growing steadily over the last decade. With risk-aversion
likely to increase as demographic trends and the aging population move towards
greater emphasis on income and decumulation, this trend looks set to be persistent.
Investors seem to be aware of the problem; a recent survey by State Street' of
individuals worldwide, confirmed their understanding that they need to be taking
more risk in the next 10 years to prepare for retirement. However, their current
allocation to cash is 31%, and future expected allocation does not go below 30%.

This high allocation to cash, whilst safe, will only make the savings gap grow larger,

creating greater problems for individuals and governments into the future.

What are European investors missing out on

Itis all very well to say that allocations to cash are too high but with news headlines
about market turmoil and poor equity performance, have investors actually made
the right call. What have they missed out on by not being invested in the markets? To
understand the potential impact of this preference for cash, we have looked at the
typical composition of US and European household financial assets and applied a
ten year performance multiple achieved by the global bond, global equity and mixed
portfolio fund sectors. This analysis shows us that over the past decade European
household assets (excluding pensions and insurance) achieved a return of 34%.

US households, with their greater weighting of long term investments, achieved a
return of 47%, thus producing a very significant 13% difference. This 13% meant that
European households potentially missed out on €900bn of growth as a result of their

high cash weighting when compared with their US counterparts?,

To put all this into context, particularly for the asset management community:

the pot of potential assets available in the Euro area is valued at €4 trillion. This is
roughly equivalent to the volume of assets that is currently invested in Europe’s long-
term investment funds. Itis a huge pot to play for and one that could also involve

an element of self-perpetuation. A larger participation of individuals in mutual
funds results in a larger share of financial assets being allocated to funds. There are
exceptions to this seemingly tautological statement, such as the Netherlands where
household penetration for funds is wide but not deep, nonetheless, the correlation
between the two measures is high (0.67) so the introduction of more individuals into

the pool would consequently increase overall assets under management.

1 Influential Investor Report, 2013, State Street, page 6
2 Data source: Morningstar. See page 72 for full calculations. Figure excludes pensions.
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Age dependency? Fig. 14 Euro area households participation
and share of total financial assets

For most asset management groups, the chase for

assets tends to be concentrated on the pre-retired

group of 50-plus individuals, also colloquially known

as ‘empty-nestors’. But, as Fig 15 shows, the demand

gap is not age dependent. Across all age boundaries

mutual fund engagement does not change very much.

As people get older they have more available money 0

. . . 2355 EZg8 YT =cw®OY 4

and those who already invest in funds, tend to invest 5 3 220 S8 s283%% 3 &5
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more. However, there is a much wider pool that is i gga" < sgvv
being missed simply because it is more difficult and [ % Households owning mutual funds

: . . Mutual funds as % of financial assets
more expensive to address. The missed opportunity . ?

The greater the participation in mutual funds, the larger the

o . . share of financial assets allocated to funds
alost opportunity in 20 years time. More importantly, Source: ECB

amongst the younger generation could easily become
asset managers need to fine tune their product packaging
and marketing approach not only to individuals in different wealth brackets but also

to those in different age brackets.

Unmanaged Europe = Brazil x 4

As the European industry looks towards emerging Fig. 15 Mutual fund participation — Euro area
. o 20
markets for future growth potential, it is worth 18
remembering that the Europe’s €4trn pot of unmanaged 16
. . 14
savings is .
10

m greater than the total value of financial household

wealth in South America?,

ON B O

B 40 times the size of the fund industry in India

16-34 35-44 45-54 55-64 65-74 75+
($100bn)? and

[ Median value of financial assets by age (€ thousand)

m four times the size of the fund industry in Brazil Bl % of households participating in mutual funds
($1trn)3. [ 1 % of wealth in mutual funds
Across all age boundaries mutual fund engagement does not
Mutual funds should be a significant winner of a re- change very much
allocation of cash to longer term savings products but Source el
it will not happen automatically. It will require innovation, effort and commitment

from the asset management industry to make this happen.

1 Global Wealth Databook 2012, Credit Suisse
2 ICI Statistics, Quarterly Worldwide Mutual Fund Market, 4th Quarter 2012
3 ICI Statistics, Quarterly Worldwide Mutual Fund Market, 4th Quarter 2012
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that has not
good for investor

confidence”

— Guilluame Prache, Eurofinuse



27

Environmental and external headwinds

Retail investor engagement with mutual funds is critically affected by tax,
regulation and, of course, market confidence. These are external factors that
asset managers may occasionally influence but will seldom be able to control.
These external environmental issues exist and are integral to the industry
but this does not mean that asset managers are powerless players in the
savings’ game. Change from within is possible and if this is directed towards
building a wider and more populist base of support, regulatory scrutiny could

well convert to regulatory support.

he asset management industry is subject to many external factors, perhaps

more than most other industries, that determine asset gathering success.

Many of these factors are characteristically volatile and unpredictable, but
there is a tendency for some in the industry to view them as reason for, rather than,
an excuse for inaction. However, the successful asset management companies must
weather these factors, take the bad with the good and steer a course to long term
success. If markets are bad, at some point they will bounce back so most managers
feel they just need to trim the sales and ride out the storm and, historically, this

approach has proved to be a suitable strategy.

Whilst recognising that there are, indeed, some headwinds over which the industry
has little control, there are equally issues on which asset managers could influence
positive perception rather than fuel distrust. The following pages identify the areas
of'intractability, adding comments from European fund selectors in answer to

the question: what action is required to encourage retail investors back to funds?
Their comments offer some reaction to these no-go areas, particularly in relation to

responses that might be beneficial from the sell side of the industry.

1 Fund Buyer Focus annual survey of fund selector opinions. See Acknowledgements, page 67 and
description of this research in the Introduction.
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Market and Economy

“What happens in the markets is the real key and this is
something that the industry has no control over. If the

market stays reasonably stable, we can expect to see

investors drifting back to mutual funds.”

It’s a scary place for retail investors to take risk. As far as retail investors are
concerned the financial crisis saw many of the names they have known and trusted
having to be propped up by national governments and/or the Eurozone. They saw
stock markets collapse below the highs last seen during the 1999-2000 dot.com
bubble. Economic growth is sluggish or recessionary, unemployment across the
Eurozone is rising and interest rates on savings are close to zero. Worse still, the
Cyprus saga proved that deposit accounts were no longer off-limits in the battle to

save the Eurozone.

All this should have been enough to keep markets flat-lining at best but, thanks to
the massive injection of central bank liquidity and, more importantly, ECB President
Draghi’s promise to do ‘whatever it takes™, markets have not only recovered but some
are bouncing towards unprecedented records. Markets have recovered but where
are the investors? Some new money is clearly coming back into funds but sales data
through the first four months of 2013 shows equity funds trading well below par?.
According to Schroders recent worldwide survey on investor confidence, there were
signs of recovery with 38% of investors planning to increase the amount they invest.
However, whilst Asian investors planned to up their investment commitment by

5.5%, European investors were only willing to add another 1%3.

Clearly a market bounce is not enough this time around. Those investors who are
already committed to funds will pledge a higher allocation but the remainder seem to

be unwilling to take another chance with their savings. This brings us to the issue of

confidence.

1 Pledge made by the President of the European Central Bank in a speech in London,
26 June 2012

2 Fund Radar—First Sight, issue 2013/04

3 Schroders Global Investment Trends Report, May 2013
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Confidence

“The industry needs to restore confidence by running things

in the proper way, with a long-term approach, as opposed to

one driven by self interest and short-term gain.”

Perception matters. The industry rightly argues that it had no part in the financial
crisis and that investor assets entrusted to Ucits were held safely off the balance
sheets of banks and by independent custodians. Sadly, though, most investors are
not aware of the safe-keeping provisions of Ucits, nor do they distinguish between
corporate entities that carry the same name. The earlier success of allfinanz proved
to be the undoing of asset management groups owned by banks, but the industry as a
whole was tarnished by association. Even groups not owned by banks were viewed as

being part of the investment banking culture responsible for the financial crisis.

“I think it is essential that there is more transparency in the
form of simpler product structures, focused on essential
basic values. It must be clear and transparent to an investor

what he is investing in and how much risk he is taking.

Transparency has become the rallying call of distributors who feel that the fund
world has become too complex and too expensive for what it delivers. Demands for
full and up-to-date portfolio disclosure are an administrative burden for fund groups
but they are a response, in part, to the increased complexity of portfolio holdings and
the increased use of derivatives to deliver hedge-style strategies.

Requlation

“Regulation is the main driver [of change]. When it comes

to new regulation we have no way of knowing what is round

the corner and this is a big problem because it creates

uncertainty.”
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Investor concerns, however misconceived, filter through to the political, and
therefore the regulatory, agenda. The so-called tsunami of regulation is well
understood and well-covered and debated by trade associations and other industry
lobbyists. It is not our intention, therefore, to go into details of the current regulatory
agenda. However, the impact of regulation is greater than the simple requirement of

following new rules.

Regulations such as FATCA and the Financial Transaction Tax take up a huge
amount of time throughout asset management firms, from lobbying at the most
senior levels to the requirement for product developers to make extensive changes
to funds and prospectuses. This will take up a considerable amount of strategic time
in every fund group, thus diverting these companies from their focus on finding ways
to provide better products, appeal to new investors and helping to solve the savings
challenges faced by all countries.

Our proposals for industry action will have no effect on the current waves of
regulation but action now, may prevent a future wave and all the flotsam of cost and

uncertainty that it carries.

Tax

The important driver of change in the fund industry is the

tax situation where the tone is being set by the financial

transaction tax. As a result costs will rise and fund

investment will become less attractive.

Clearly tax benefits do promote savings. The UK Individual Savings Account (ISA)
and the French PEA are two such examples. In the UK ISAs have accounted for 13%*
of net sales since 2009. The ISA scheme allows investors to place an annual amount
(currently limited to £11,520) into cash or mutual funds, which will not be subject

to either income or capital gains tax. These ‘use it or lose it’ tax shelters encourage
people to invest no matter what the markets are doing or even whether they actually
receive much tangible tax benefit. However, tax can also become a potential reason
not to invest particularly if, as is the case with Financial Transaction Tax, the cost

potentially outweighs the benefit.

1 TMA Statistics
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With a global shift underway that puts the risk onto the individual for retirement
saving rather than onto the government or employer it would be beneficial to have
some form of fiscal encouragement to incentivise the population to save in the most
efficient long term manner. The UK tax wrapper has clearly demonstrated the
benefit with 49% of households now holding an ISA (though a large percentage will
be cash rather than shares), whilst only 6% of households own a mutual fund outside
this wrapper!. However, with austerity budgets and a focus on consumer spending
rather than savings the fund industry cannot look to governments to provide fiscal

carrots any time soon.
So what?

The financial services sector has understandably attracted acute regulatory and
political focus since the financial crisis and for most of those steering the debate,
little distinction is made between those sectors that had some direct involvement
and those that were on the periphery. Since asset management has tended to be
seen as a sub-set of alarger financial structure it has been difficult for those in
the industry to differentiate. Regulation will determine the future direction of the

industry so its active involvement in lobbying is critical.

However, there should also be strategic space for the industry to re-position itself as
afinancial services sector that is a distinct, well regulated, transparent and moderate
tool to help savers maximise their wealth. The phrase ‘Save and Prosper’ was once
awell-recognised asset management brand in the UK. Perhaps a similar catch-
phrase should be adopted by the industry to refocus its character for the future. The
current headwinds cannot be avoided but perhaps action now would ensure future

regulatory support.

1 Office of National Statistics: Wealth in Great Britain Wave 2, 2008-2010 (Part 2) Release
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vesting doesn’t need to
change and technology

will have no impact.”

— Nick Hungerford, Nutmeg
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4 Industry trends affecting
future appetite

Asset managers may feel unable to control the regulatory and tax issues

that determine product acceptance, but there are important developments
they can pro-actively direct or positively influence. The demands and
expectations on fund managers are changing and the asset management
industry ignore these trends at their peril. An aging population will look

for different products but the young accumulators should not be forgotten.
Meanwhile regulatory initiatives will create new distribution opportunities
for those with foresight.

egulation may be an inhibitor of innovation but there are changes happening
within and around the asset management industry that will affect the way it
attracts clients in the future and will demand the best of the creative talents
that it houses. Interaction with distributors, the delivery of meaningful messages
to the end investors, the transparency and methodology of pricing, and the type
of products required are all issues that are live and becoming more important to
address. The market is changing and its evolution will create opportunities for those
that care to step out of the comfortable shell in which they have operated since the
start of Ucits. All of these issues now need to be taken into strategies for survival and

for expanding the pool of retail fund investors.

Getting older

It’s no secret that the population of the developed world is aging and that wealth is
concentrating with older people. In the EU the percentage of the population over
65 was below 16% in 2001. By 2008 it was 17.5%" . This is just one tip-of-the-iceberg
statistic, made worse by old age replacement ratios, ie the number of people aged

between 20 and 64 for every person that is over 65. Across all OECD countries, the

1 Eurostat
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Old age support ratio — number of 20-64 year-olds supporting each person over 65

2008 2009
Austria 3.6 1.8
France 3.5 1.9
Germany 3.0 1.6
Italy 3.0 1.5
Netherlands 4.2 2.1
OECD average 4.2 2.1
Spain 3.7 1.5
Sweden 33 2.2
Switzerland 3.7 2.0
United Kingdom 3.7 2.4
United States 4.7 2.6

Source: Society at a glance 2011: OECD Social Indicators — © OECD 2011

number of young people supporting the old is expected to fall from 4.2 in 2008 to 2.1
in 2050. In some countries the position is much worse; in Italy the number will fall to

1.5 and Germany, 1:6%

The demand for wealth preservation and income generating products is likely to
increase as the baby boom generation gets closer to retirement. Their requirements

will change as will their capacity to accept risk, because:

e Their wealth is likely to be fixed since they are no longer working and earning;

e They have a shorter investment horizon, although this is probably extending. A

65-year-old could now reasonably expect to live for another 25-30 years;

e They are drawing down assets to live on and therefore cannot suffer the effects
of volatile markets that might result in either lower income or a reduction in

capital.

These are, of course, generalisations and within this simplified scenario are
investors with varied goals and risk tolerances looking for a diverse range of
options. The recent financial crisis has heightened risk-aversion and confused the
messages but the data suggests some truth in the aging population effect. In the

last four years fixed income funds have attracted three times the net sales volume

1 OECD
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(€429bn) of equity funds (€139bn)1 and 10% of all Fig. 16 Flows into Equity and Mixed Asset funds split by those with
flows have gone into absolute return funds? since . Income’ or ‘Dividend’ in the name and those without. (€bn)

2009. In Europe in 2012 equity and mixed asset funds 10

with the word ‘income’ embedded in the fund name 0

had inflows in excess of €10bn whilst funds without 10
O —

such providential nomenclature were noticeably more
sluggish.

- Other Equity/Mixed

Y —— ,_Income
It would be trite to suggest that the dramatic and -60 2011 2012
recent switch towards income-generating and Funds with the word ‘income’ in the name posted estimated net
outcome-oriented funds, was entirely driven by the sales flows in excess of €10bn in 2012.

. . . . Source: MackayWilliams analysis of Lipper data
aging population but, as outlined in Chapter 4, the

financial crisis has had the effect of disenfranchising the

mainstream retail investor community. Those that remain are more typically older
and wealthier, with retirement income at the front of their minds. The important
point to stress is that the product trends that have become a recent feature of the
Furopean landscape ie demand for bonds and income-generating funds, are likely to
be secular and not merely a risk-averse response to the financial crisis. If this is the

case then the traditional industry focus on high alpha equities may not be an area of

future growth.

“Is it a problem that
Meanwhile, what of the younger potential investors; the consumers are buying a
under-55s who will be the pre-retired bedrock of the industry service whose quality cannot
inyears to come. Can we assume that they will naturally drift be measured until much

towards investment fund propositions as retirement begins further in the future when

to beckon? If the financial crisis has meant that those in the it is often too late to realise

next generation have not developed a taste for funds during o T T

the accumulation phase, will they turn to funds when they get

choice or excessively costly?
older?

Some may say that is simply

the nature of your business.

Getting cheaper? But should we be concerned

that asset managers compete
Cost and cost transparency are hottest of today’s topics, less on the immediately

contributing to the commercial pressures on asset managers measurable aspects of their

from many angles. Regulations are moving in the direction of :
yang gu g offering such as fees?”

a Europe-wide commission ban. The UK implemented its so-

1 Lipper, for period 2009-2012
2 Lipper, excluding money market funds
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called RDR initiative in January 2013, and the Netherlands will follow in 2014. The
MiFID2 draft Directive includes a complete commission ban for all products sold
via independent intermediaries and regardless of whether this particular provision
makes it through to the final Directive, country regulators have their eyes firmly on
the retrocession ball. If action is not taken at the European level we can expect to see
a patchwork of fee-related legislation emerging locally.

Fig. 17 Net sales of equity funds, active v passive (€bn)
20 Regardless of regulation it seems that cost is already

becoming an important differentiator in the fund

selection process and this is beginning to show

through in the sales flows of equity funds. Expensive

active equity is losing out to cheap passive. Cost

-20

0 B rassive may not be the only determinant but it is certainly a
-60 I Active consideration.

-80

2009 2010 2011 2012

. . o _ New groups are entering asset management seeing
Expensive active equity is losing out to cheap passive

Source: Lipper cost as a way to compete in a direct-to-client model

and it is no surprise that the first two innovators
on the scene are from the Netherlands (Ohpen) and the UK (Nutmeg) where the
regulations to remove commission from advice models is already happening. A

similar trend can be seen in the US where Wealthfronts’ home page looks more akin

to Facebook than to a typical financial service site.

DISRUPTIVE PROPOSITION
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Decision-making and fund selection will not totally focus on fees and demand
will not entirely move towards low-cost passive products, but margins for most
will tighten and one way of addressing the short-fall is to widen the franchise of

investors.

Getting too much?

The fund industry has a tradition of huge creativity, which has tended to be directed
towards product development. It continues to be good at finding new opportunities
to launch funds and should not be criticised for this because most industries need
innovation to attract new customers. However, unlike other industries the old
products remain on the shelf and are required to continue to deliver the service
originally set out in their prospectuses. This log-jam of legacy products is in part
the result of unhelpful regulation and local tax constraints, but there is also a
commercial deterrent in the potential loss of assets if a fund is closed or merged.

In the fund world this is a little like going to a car showroom with the latest model
car being profiled, whilst its vintage sibling remains for sale at the back. It seems to
be de rigueur to compare funds with some aspect of the motor car industry and the
analogy does not usually travel far. A better analogy for the product proliferation
disease that exists in Europe is probably the fashion industry with investors blindly

DISRUPTIVE PROPOSITION




38 | BEYOND 10%

Fig. 18 Number of funds in Europe following the latest styles on the cat walk. In the case

40,000 of funds, it should be a case of ‘the older, the better’

because of the knowledge that has built up around

30,000 a fund’s ability to deliver performance. But, in

Europe it has tended to be the case of ‘the newer, the

AT better’. However, with over 35,000 funds available

10.000 and around 2,000 new launches every year, the fund

world has become extremely confusing for financial

advisers and end-investors alike.
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Traditionally the industry has relied on new launches to Fund numbers are inevitably high because each
generate sales flows
Source: Lipper

market houses its own domestic fund menu as well
as numerous cross-border imports but in most of the
larger European markets, investors are faced with

18, LN ECEElEs D7y eeR el eten) a choice of many thousands of funds. Traditionally

ggg the industry has relied on new launches to generate

200 |- sales flows. This process was exacerbated in some

108 ' countries with fixed term funds, often offering

2100 | guaranteed outcomes, with set maturity dates. As

-200 |- soon as each fund reached maturity it was replaced

-300 | with another new fund and on each ‘roll-over’

e consumers paid a front-end fee. The attractions of

=00 2008 2009 2010 2011 2012 guaranteed funds have declined sharply, but fixed
I Funds older than 5 years term/target maturity funds are now going through a
I Funds 3-5 years old period of explosive growth. The importance of new

[ | Fundslaunched in past three years

The importance of new products to generate sales flows . .
continues the slow-down in number of launches since the start

products to generate sales flows continues despite

Source: MackayWilliams analysis based on Lipper data of the financial crisis.

Captive distribution by bank-owned asset managers is a critical feature of this
particular characteristic of the European asset management arena. New funds
mean new stories that bank advisers can use to generate sales. They generally work
under the pressure of stiff sales targets to sell new
products. For those groups that are wholly reliant on
“.Pl atform S h ave so many third party distribution, ?the story is very different
and much more closely linked to fund performance

ﬁ,{,’nds that the retail and product suitability for the client. This is evident

. ¢ h l s not only from the sales flow data in Fiig 20, but also
nvestor nas no ciue

— Chris Zadeh, Ohpen who generally did not view products as being a useful

from the our survey of third party fund selectors,
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mechanism for encouraging retail investors back to Fig 20: Net sales of funds in their launch year (€bn)
100

funds (see page 46 below).

80

There is arisk that too much choice leads to investors 60
making no choice at all, as famously illustrated by
Columbia University’s jam experiment in 1995, 40

which proved that the more choice on offer, the less 20

likely that a consumer would make a purchase. This 0

T
L FLFESS FS
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is undoubtedly the case for self-directed investors, & & ,\9\3’

v

of which there are currently few in Europe. For B Proprictary [ Third-Party

the vast majority who are advised, a sophisticated A o

o . . The pressure to deliver new stories is greatest on those groups
process of fund selection is involved which whittles with proprietary/captive clients
the choice down to a small handful of options. Product Source: Lipper
proliferation can therefore be viewed as maximising choice, but only as long as there
is an accessible and professional layer of advice to guide investors to products that

best suit their needs.

Getting too complex

The introduction of Ucits III and the wider eligible assets toolbox enabled asset
managers to make greater use of derivatives in the construction of products that
offered strategies similar to those offered by hedge funds. The strategies themselves
were simple enough to understand eg the delivery of an absolute return, but the
underlying investments gave concern to outsiders that they were dipping their

toes into potentially dangerous and unknown waters. The fact that all the original
securities-based Ucits were upgraded to Ucits I1I meant that it was difficult for fund
advisers to distinguish between those investing only in traditional securities and

those that might incorporate derivatives into fund portfolios.

The gift of greater investment flexibility was, of course, “Th € process that

warmly welcomed by the industry but, despite protestations d,i -S't'l"’l: butO'l"S fO cusse d

to the contrary, it created a perception of greater product

complexity and an impression amongst regulators that the on a condensed range Of

industry had become ‘dangerous’ at the edges. Fund selectors

products will increase”

meaning the timely delivery of full portfolio holdings, and — Steffen Leipold, DeAWM

increased their demands for greater product transparency,

the debate over complex/non-complex labelling began.

1 When Choice is Demotivating: Can One Desire Too Much of a Good Thing? Columbia University.
In this experiment, of those participants that were offered a choice of six jams, 30% went on to
purchase the jam but of those offered a choice of 30, only 3% actually bought a jar of jam.
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“In my opinion, very complicated black box type products
are finished. We’ve had complicated volatility products that

never really worked so I think there will be a trend towards

more transparent, more liquid, simpler funds.”

Fund industry experts have argued loudly against any regulation that distinguishes

between so-called complex and non-complex products. They argue that applying

a ‘simple’ label to a fund would imply that any product without such a label was

complex and, by implication, bad or risky. They also say that the use of derivatives

in a portfolio can make the product less volatile and therefore more suitable to
ordinary investors; in other words, the complexity of its investment

structure does not mean that the fund is only suitable for sophisticated

“We need broad _
1nvestors.

investment products

These arguments have merit but they ignore a groundswell of external
With little ChOice SO opinion thatis inclined to place asset managers alongside hedge fund
managers and investment bankers as people who dabble in the dark
arts of investment. This makes the industry a clearly defined target for
arrows from politicians, regulators, journalists and other protagonists.
MEP, Sven Giegold, believes that the lack of trust in funds stems from
— Chris Zadeh, Ohpen the pre-crisis practice of ‘allowing anything’ to be put under the Ucits

that tnvestors make

less mistakes™

label, such as more complex hedge-fund-like vehicles. In his view
this has introduced more risk-taking and is ‘endangering the success of the Ucits
market™. And, this view is supported by local regulators who struggle to understand
some of the products they have to authorise. French regulator, Thierry Francq, is on
record as saying ‘Once upon a time Ucits were obviously simple products, but now it

is clear there are some Ucits which are very complex’.

Itis becoming clear that unless the industry makes suitable proposals to address this
issue, the regulators will step in and impose a labelling system that is both restrictive
and potentially difficult to implement. A labelling structure that is imposed from
above has the potential to expand into a requirement to define client segments and
then restrict groups to targeting products that are deemed ‘suitable’ to each client

segment.

1 Giegold promises to polish Ucits label, The Financial Times, 21 April 2013
2 Ucits brand threatened by growing complexity, The Financial Times, 11 July 2010
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Getting to the client

Fund distribution in Europe (ex-UK) has traditionally been a bank affair, with the
tentacles of the banks reaching all client segments either directly or through various
product wrappers. The role of banks, both private, commercial, cooperative and
savings banks was critical to the first engagement of mainstream retail investors
in the late 1990s and it was therefore this sector that suffered the most punishing
effects of investor withdrawal post-Lehmans. There is no reliable data on the size
and control of various European distribution structures but Fig 21, attempts to
illustrate the relative power of each channel and changes to market share since
2005, which highlights the decline in assets attributable to

bank channels following the financial crisis. Fear of loss by

retail investors was clearly an issue but the pressure on bank

balance sheets also led to sales strategies that encouraged “The SOlutiO'n 'iS Simp ler

investors to migrate from off-balance sheet funds to deposits

thus boosting the rising capital buffers required of banks. p roducts that serve the

needs of investors”
The distribution structure that exists in Europe is clearly a
critical component of the value chain and here, structural — Pauline Skypala, The Financial Times
upheavals driven by the regulators are likely to force asset
managers to re-instate the direct client relationship that they
had in the early days of the fund industry. Over the last fifteen years distribution
of funds has become heavily intermediated with fund platforms providing
administrative convenience for both asset managers and distributors alike. Asset
managers have been complicit in encouraging smaller distributors to operate their
client accounts on platforms, but the uncomfortable consequence has been growing

ignorance of who is selling what to whom.

Fig 22, overleafillustrates the structure that exists in most European markets
where the end-distributor may be selling products, like funds of funds, that are
pre-packaged by a ‘master’ distributor and then routed via an administrative

“Distribution is the sphere of business where innovation
could produce the most significant benefits, above all in the

area of support and communication with the client...There

has been a change in the attitude of clients... I am noticing

an increased demand for help and advice and less interest in

performance in absolute terms.”
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Fig. 21 Estimated market share of European distribution channels over time (%)
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40% Institutional
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=== Retail bank
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Source: MackayWilliams estimates
Note that these estimates consider the structures responsible for fund sales rather than the ultimate
parent. Thus many of these structures will be bank-owned or controlled.

Fig.22 Distribution structure in Europe (ex-UK)
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platform that sends an omnibus or aggregated order to the

asset manager. The asset manager will not necessarily know “Another factor [of

the identity of the distributor, nor whether the product has concern] is the continuing
been packaged. Although a cost-effective convenience, this deposits war and...the
structural complexity has made fiduciary responsibilities adverse effect on funds

difficult to manage and it has distanced fund groups from their of banks’ overwhelming

end-clients.

preference for selling

deposits and similar

2
RDR offers some lessons products

The regulatory focus on ‘cleaning up’ the way clients pay for
the services they receive is likely to have a profound impact on the distribution
structures that currently exist. The UK’s Retail Distribution Review is already
underway and has highlighted the growing importance of re-building direct
relationships with end consumers. The introduction of a commission ban is likely
to result in a sizeable universe of investors that will go-it-alone, rather than pay fees
to an adviser. A recent report commissioned by Fidelity' found that those with less
than £61,000 (€71,000) in financial assets were most likely to fall through the advice
net. Indeed many financial advisers have been quoted as saying that it is not worth

focussing their efforts on clients with less than £50,000 or so of investable assets?.

This is likely to create a substantial advice gap for smaller investors who fall below
the minimum threshold that advisers set for their services. Some will simply stay

away from funds and others will operate without advice.

The potential advice gap in wider Europe is likely to be even larger with the
introduction of a Europe-wide ban under MiFID2. The current draft isolates
independent advisers as the target of the commission ban, although their overall
involvement is modest compared with that of banks. According to calculations
drawn from Fund Buyer Focus data, the independent sector accounts for third party

client assets of €1.4trn.

The introduction of a commission ban for independent advisers in Continental
Europe will have marginal effect on the established wealth management sector
that has propped up the industry since the financial crisis. It would, however,
destroy the nascent IFA community that has developed to serve those clients that

became disillusioned with the service they were getting from their banks. It will

1 Guidance Gap, Jan 2013, Fidelity WorldWide in association with Cass Business School
2 AWD Chase de Vere have stated “We won’t take on clients with £50k or less’. IFAOnline, 23
October 2012
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“More and more people will go down the execution-only
route and pick the funds themselves. That wouldn’t be a good

thing for those who don’t have financial knowledge and are

just picking funds based on whatever it is that they’ve heard

because they think its cheaper.”

also, depending on the final wording of the Directive, force banks to revert to closed
architecture structures with the result that those clients who are unwilling or unable
to pay for independent advice, will have access only to a menu of bank manufactured
products, or will go unadvised. Past experience of bank sales practices and the
conflicts of interest they entail, should be sufficient proofthat this status quo will
not resolve the problem of the high weighting of unproductive cash in European

household savings.

i , , o Issues relating to distribution are complex and
Fig. 23 Split of asset by third party distribution channel ] ) ) )
deserving of a study in their own right. For the

5.4% [ ] Bankbranch purpose of this report the critical issues for asset
l:l Insurance managers are:
B FA
m Will banks continue to have a pivotal role in the
B Fund Supermarket o o )
distribution chain, given the reputational damage
[ ] FofFs

that has occurred in recent years?
B Discretionary

[ ] Wealth adviser

m Canasset managers take appropriate action,
collectively or individually, to re-engage retail clients

_ without the direct involvement of banks?
The nascent IFA sector in Europe would be most vulnerable to a

commission ban

Source: Fund Buyer Focus
® Inanyevent, what action must asset managers

take, collectively or individually, to help support the nascent independent

financial advice sector outside the UK?

To some extent the approach taken to these issues is dependent on decisions made
at the European level on whether a commission ban will be imposed by the MiFID
2 Directive. Whether the ban is imposed or not, the relationship of asset managers
with their distributors must evolve if the industry is to succeed in engaging a wider

pool of investors.
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“The trouble with RDR is that a number of the smaller
investors who did have access to funds are going to find
that no one is willing to cover them any more because they

won’t pay the fees. Hence, there is a danger that at one end of

the market people are going to drop out because they don’t

have access to proper advice. They will be pushed on to the

internet and into passive investment.”

Demographics, cost pressures and complexity in both the range of products and
their underlying holdings mean that the fund industry is now at an important cross-
roads. One route is to take a reactive approach, and this is based on an individualistic
assumption of survival whilst recognising that other weaker players may struggle to
respond to these headwinds. A more proactive alternative is a cooperative industry
response which pinpoints some areas of influence that could help to turn the tide of
investor support.
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THIRD PARTY DISTRIBUTION VIEWPOINT

Fig.24 Number of fund selector responses by category

Source: Fund Buyer Focus

A surprising number of fund selectors believe that market recovery is all

that is needed to re-ignite investor support for funds.

Unfortunately the one issue that is most difficult to hope for in the current

austerity environment is the biggest potential driver.
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THIRD PARTY DISTRIBUTOR VIEWPOINT

Only one selector felt that new products were required. The remainder
favoured fewer products and a simpler market place.
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solution is simpler
roducts that serve the needs of

1nvestors”

— Pauline Skypala, The Financial Times
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Investor knowledge and its role
in building consumer confidence

The call for consumer education tends to be the default conclusion of any
discussion on engagement. This is a huge subject with many facets and in its
broadest sense requires some level of government support. However, these
macro initiatives tend to be an excuse for inaction. The industry should focus
on micro initiatives that are achievable and have the potential to build the

brand of mutual funds.

Financial education is one of the hot topics of the industry and there is a wide-
spread recognition, and acceptance, amongst most stakeholders that the level

of financial literacy is generally low and as individuals are required to take more
responsibility for their own long-term financial security, the issue clearly needs

to be addressed. There is, though, little consensus over exactly who needs to be
educated and who, therefore, should take responsibility. The challenge of translating
cognisance into practical and effective action was aptly likened to going on a diet by
Rhea Wessel in the CFA Institute Magazine: ‘You may know all about diets and how
to diet successfully, but knowing about diet and successfully going on a diet are two

very different things™.

Financial literacy is not only becoming increasingly important in helping individuals
plan sensibly for their retirement and other savings needs, it also necessary to give
savers the confidence to understand an increasingly complex financial landscape
whilst having unprecedented access to credit, which tips the balance towards a
spend rather than a save culture. There is, therefore, an economic impact. In the UK
the CEBR has estimated the lack of financial education as costing taxpayers £3.4bn
per annum in debt, mis-sold products and the failure to plan for retirement® Around
the world various initiatives have been launched and although each must be seen as

making a worthy contribution, measuring their effectiveness is almost impossible.

1 Solving Financial Literacy, CFA Institute Magazine, May/June 2013
2 Poor lessons in finance costing taxpayer £3.4bn, City AM, 13 Dec 2012
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School-based initiatives

At the macro level there are a number of educational initiatives occurring around the

world:

Australia: the Commonwealth Bank are investing A$40m to make one million

children financially literate by 2015. The initiative includes an online game®;

UK: there is a proposal for high street banks to get involved in educational
initiatives in local schools from 20142 This has been happening for a number
of'years in some parts of the country with staff from RBS and Natwest giving
lessons in about 1,200 secondary schools as part of their MoneySense for Schools
programme (PFEG)

Germany: the local fund trade association, the BVI, produces a regular magazine

for schools and gets involved in lessons for 16-18 year olds;

Italy, the local fund association, Assogestioni, run events for students and

training for junior staff'in distributor companies;

And, there are some corporate initiatives such as that initiated by T Rowe Price
in the US, which launched an investment game for children in association with
Walt Disney http://piggybank.disney.go.com/. The great Piggy Bank Adventure is
not only an adventure park ride at Walt Disney’s Orlando centre, it is also a web

site with games to encourage financial literacy. It is aimed at children between

é My daughter Sp ent 3 the ages of six and 12 and is designed at a very basic level to

years learning geometry

make savings fun.

But are these initiatives really effective? A survey by the Federal

Reserve Bank of Cleveland? reported that ‘Unfortunately,
but unless she becomes

we do not find conclusive evidence that, in general, financial

an architec t she won’t education programmes do lead to greater financial knowledge

use it, but she spent no

and ultimately to better financial behaviour. According to the

survey this was especially the case when children are taught the

time learning inte're st subject at school well before they have any personal experience

of dealing with the issues. These findings were further

rates and compound supported by the Jump$tart Coalition for Personal Financial
. 99 Literacy, a US-based campaign group that found that American
mnterest .
students who had taken courses in personal finance or money
— Guillaume Prache, Eurofinuse management were no more financially literate than those who

OneMillionKids.com.au
Banks in Line to teach in UK schools, F'T.com, 4 Jan 2013
The Economist, Buttonwood, 16 February 2013
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had not. A detailed survey of those from a Midwestern state found that those who
had not taken a financial course were more likely to pay their credit card in full every
month, thus avoiding fees and charges, than those who had actually studied the

subject.

Educational initiatives in schools cannot be ruled out, particularly if they embed
an understanding of the importance of saving for the long term. However, there

is a time frame challenge that makes such initiatives limited in their potential
impact. Teenagers or young adults are preparing for a period in their lives which is
increasingly dominated by debt accumulation, namely university fees, followed by
the so-called nest-building phase of their lives. By the time most are in a position to
start saving, the financial knowledge they received at school is likely to have been

forgotten or superseded.
Adult and workplace initiatives

Educational initiatives that are related to fund investment are arguably more
effective if they are closely linked to life cycles phases and targeted to the specific
demands that consumers have during these phases such as weddings costs, home
ownership, children’s education and, of course, retirement. And the aim should not
be to turn consumers into experts, but merely to develop their understanding of the

role funds can play in their long-term savings needs.

Thus, in the USA, where the adult population is probably s
the most financially literate in the world, workplace I t'stoo mMCh to CLSk

education driven by the demands of having to choose o

funds for 401k pension schemes has proved to be the fO'I" investors to get

most effective form of financial education. Until five educated, the indust'ry
years ago participation was voluntary but encouraged.

On this voluntary basis 75% of Americans currently must help people out.

contribute to 401k plans. The system is now moving

It’s like construction, I

towards auto-enrolment so take-up will expand.

don’t want to know how

For asset management groups the 401k scheme required
those groups wanting their funds to be made available by to build some thzng I

employers, to actively engage with staff'at the workplace . .
level by making presentations and providing literature. J ustwant them to g etit
T Rowe Price, one of America’s largest providers of 'i"?:ght”

funds into 401k plans produces literature written to the

standard of 12th grade school children to be sure that — Chris Zadeh, Ohpen
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all employees understand the nature of the decisions they must make. According
to Scott David, T Rowe Price’s Head of US Investment Services, ‘workplace
information is probably the most critical because it catches people when they have

to make decisions’.

Despite the existence of workplace pension schemes that are fast moving towards
defined contribution structures, the European approach has been much more
paternalistic. To the extent that employees are involved it is often in terms of the
level of risk they wish to take or, at best, their choice is from a fairly narrow range of
pre-selected funds. Sweden is the biggest exception to the rule with its PPM plans.

Their success has increased fund participation to 76%

Fig.25 Sources of financial information/advice in the UK of the population.
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Other adult initiatives are hard to find. In the UK

the Smith Institute has called on the government

to introduce taxpayer funded “financial MOTs’ (a

test of financial literacy) when they reach the age of

50 to make sure they are prepared for retirement".

The suggestion was put forward in a paper on

& Q& N & & & equity release schemes, which also argued that the
XX ’b@ ) Qzé\ O‘é\
&,\‘< & government should step in to help low-income workers
o . .
&¥ who are approaching retirement and are not used to

People take most of their advice from friends and family in the paying for financial advice. Elsewhere, investors are
UK and similar surveys in other countries show the same trend

: : reliant on friends, family, financial advisers and the
Source: The value of fund advice: Aviva Research

press for their information.
Financial literacy challenges

Whether as adults or children the hurdles of imparting effective financial
information are huge, not least because most individuals would rather not have

to make a decision. As already stated, in the US auto-enrolment in 401k plans are
broadening the base of participation with the result that a growing number of

this less-engaged community prefer to get financial advice rather than decide for
themselves. Inevitably, most savers have neither the time nor the inclination to
become investment specialists so education needs to be in the form of access to
professional advice or some risk-based packaged product that allows investors to, in
the words of Todd Rupert, CEO of RTR International, to ‘set it and forget it’.

Information delivery

Much of the information is out there, certainly the Swedish fund association has a

1 Think tank suggests government offers free financial advice MOT at 50, IFAonline, 29 April 2013
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mobile app and a website, whilst the IMA in the UK has an educational investing

in funds website and most trade associations will have something similar!. The
challenge is not the quantity or even the quality of the information; it’s generally out
there and generally good. However, people need to get to first base to ask the question
‘why should I invest in a mutual fund’. Certainly asset managers should be linking
back to these information sites from their websites so anyone who is on their site
looking for answers is directed to the independent source. People take most of their
advice from friends and family, so they need to be talking about funds and investing.
Social media must have a part to play here. Potentially so do asset management
staff; how well do staff understand the benefits of mutual funds, and are they an

ambassador for them?

There is another angle here that is likely to become
more critical if retrocession bans roll out across wider “There is a need
Europe. Asset managers have become used to directing for simplicity in
communication at sophisticated fund selectors. The language . .

o . . ) i communication. We need
of most advertising and publicly available fund literature is for . : :
to explain things simply so

that clients don’t have the

those with ‘the knowledge’. If more savers are to be encouraged
to become investors, fund groups will need to adopt a much
more educational approach in all their marketing materials. impression that there is

A reminder of what might be required is in T Rowe Price’s an obstacle, like a special
approach to workplace marketing in the US where literature knowledge, that they don’t
is tested for 12th grade (16 year-old) understanding before have. We need to help
being released to the adult world. The demands of compliance

clients understand that if

cannot be ignored but they should not be a barrier to delivery
} they have money, we have
of simple messages.

the solutions they need,

using simple words and

Developing a brand for funds explanations’

Brand has become an important issue for many fund groups
in response to issues involving trust. Investment in brand is
on the rise but the focus has tended to be corporate. Now, though, the industry needs
to consider promoting the distinctive attributes of investment funds to the public.
We talk about the success of the Ucits brand but this is not a suitable brand message
for retail investors. A more meaningful industry effort would be to develop a generic
mark of quality for funds. With this bedrock of understanding, other educational

initiatives would have a better chance of success.

1 www.investinginfunds.org
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day to asset allocate and
then pick funds.”

— Massimo Tosato, Schroders



6 Challenges and actions

There is a €4trn opportunity if the asset management community can, with
a single voice, address and overcome the challenges that have kept savers
out of funds. Setting out these challenges is the first step towards identifying
a suitable action response. Accepting that there are powerful headwinds
that are beyond the control of asset managers, there is nevertheless some
consensus around the issues over which they have some control and can
therefore address. This summary of challenges is based on the views of those
we have interviewed combined with the thoughts of over 900 fund buyers
interviewed annually by Fund Buyer Focus.

Reasons not to invest

TRUST

m The fund industry undeniably suffers from trust issues that have arisen from its
reliance on sales as opposed to advice-led business, with the inevitable result

that unrealistic expectations have resulted in disappointment.

m Latterly the industry has also been tarnished by its inseparable association with
the banking sector and its inability or unwillingness to create a stand-alone

reputation or brand.

EXCLUSIVITY

®  Most fund providers are more comfortable working with sophisticated
intermediaries, and have become too far removed from the end-consumer. This

isreflected in high minimum investments and marketing language directed at
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those who are part of the ‘club’. The development of multiple intermediary layers
has been an administrative convenience but in a distribution environment that is

fee-based, fund groups that do not build a direct rapport will lose out.

® Theindustry model is built on servicing high net worth clients, thus adding to its
mystique and distance for most consumers. This approach ignores the majority

of small savers and encourages their view that funds are ‘not for me’.

COMPLEXITY

m Theindustry gives the impression to outsiders of a desire to make finance as
complicated as possible in order to charge people more for its translation. The
macho-posturing of so-called ‘alpha-generation’ is merely a turn-off for savers
that just want to earn a bit more from their savings than the basis points offered

on bank deposits.

m Little is done to explain to retail clients who have not invested before what a
fund is, how it works and how it fits into their life and savings goals. A wall of
acronyms and specialist terms that are meaningful to industry insiders will
daunt and deter most consumers who have neither the time nor the inclination to

become investment specialists.

EXPENSES

m Thereis acommon consensus that management charges are too high.
Regardless of whether the view is justified or not this is a real perception that

fund groups ignore at their peril.

m Feetransparency is the other part of the expense issue, particularly in relation
to performance fees, with distributors loudly calling for no performance fees or,
at the very least, a calculation that is simple to explain to the end investor and,

above-all, fair.

PERFORMANCE

m Long term performance has been difficult to find in recent years and this has
done little to restore the confidence of investors. Press stories about the bulk of
funds under-performing their benchmarks have become common place and this
characteristic will continue to fuel scepticism as long as distribution structures
encourage investors to chase the latest fashion rather than take an holistic
approach to savings.

B Those who have invested have often bought high and sold low encouraged by

past performance figures. Lack of financial knowledge is a factor that could
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become a more critical issue if retrocession bans discourage investors from
taking advice on their long-term savings goals. The industry will need to take
greater responsibility for encouraging a more sustainable model built on regular
monthly savings schemes and simple all-weather products if it is really to widen

the investor pool.

RISK

m Funds are seen as risky and, compared to deposits that may be true. However,
funds are not all high octane equity and high yield bonds although it tends to
be these funds that attract press attention as they top the performance tables.
Funds need to be seen as offering something for those that are sensitive to risk as

well as more adventurous investors.

m Transparency and the supply of helpful information that is suitable for both
intermediary and consumers is key to helping investors understand the risks
they are taking.

APATHY

® Financial knowledge amongst consumers is basic at best, but even those that
have some knowledge, lack the time or the willingness to become investment

experts.

B Most savers prefer others to make these crucial investment decisions, whether
via financial advice or wrapped into a product they can ‘set and forget’. Without
easy and cost-effective access to these options, choice and confusion create huge

barriers that prevent individuals from taking action.

RETIREMENT FOCUS

® The need for all stakeholders to be involved in some level of investor education or
financial literacy for the young is important for ensuring a culture of saving that

will ensure a steady stream of future investors.

m Pensions are important for all of us, but they are along way off and for many
young investors there are other important goals such as home ownership,
education etc. The industry should consider more innovative involvement in

setting up products suitable for these interim objectives.

UNDERSTANDING

m Thereis aview amongst advisers and outsiders that the industry has forgotten

that it is responsible for the hard-earned savings of its clients. An appreciation
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and understanding of asset managers’ fiduciary role should be embedded in all

client communications.

m Thisinvolves adequate explanations of what the industry actually does to earn
it’s money - explaining what the manager has done and what return has been

generated, for example.

TECHNOLOGY

® Much of the communication cost of providing bespoke services, educating and
informing clients can be delivered with the creative use of technology. However,
for many asset managers websites are still simply libraries and social media is
only minimally used. The world is changing asset managers need to engage in
technological innovation or new players will enter the field with game-changing
propositions. It doesn’t take a huge leap to imagine a Google world fund or
Facebook trends fund sold online in small amounts, with regular manager

webinars and twitter updates.
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und groups have shown great innovation in product design to meet investor

needs as they have developed and changed over the years. This innovation

has enabled the European industry to build over €6trn in assets. Funds have
many positives for investors as a diversified, professionally managed opportunity to
gain a better return than cash over the long term. The industry now needs to use this
culture for innovation to take action to appeal to a much wider audience and thereby
help the whole of society save more efficiently. This Action Agenda is not a silver
bullet but it is intended to promote ideas and discussion amongst fund management
groups with a view to implementing group-level as well as industry-level initiatives
that will deliver a more user-friendly environment for consumers. The ideas come
from the many contributors to this report and are intended to extend the natural
creativity that exists within the industry from product generation to building a
new generation of clients for funds. In essence the asset management community
needs to find a way to get individuals excited about mutual funds and to believe in
the mutual fund brand as a home for their long term savings. The following are a

number of ideas which may help start this process.

Improve the ease and flexibility of access to funds. In the past this feature has been
available through commercial and savings banks as well as European post office
structures. Technology now enables asset managers to broaden their franchise by

offering low minimum entry points, flexible savings and regular monthly packages.
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Guarantees are not the only option. More appropriate is an industry-controlled label

for funds that meet an agreed ‘basic’ requirement.

Introduce an ‘Everyman’ industry fund label that can be applied only to the very
basic long-term savings products. Defining these will require discussion but it

will pre-empt regulatory involvement;
Include clearly and simply stated corporate governance standards;

Initiate embedded advice or savings-linked solutions targeted to achieve certain

specific savings objectives eg home purchase plan.

Focus on promoting the need to save for the ‘Retirement Comfort Zone’ ie savings
that provide a comfortable, rather than a basic retirement income. Much is

already done to promote pension savings but this is not enough.

Consider initiating funds with relaxed liquidity constraints. Long term savings
should not necessarily require daily liquidity. Structured and savings account

products have proved investor willingness to be locked in for up to five years.

There needs to be a willingness to move beyond regulatory constraints to deliver

fund information that is both appealing and simple to understand.

Marketing literature that is suitable for end-clients not just for wholesale
selectors. Fund selectors are becoming increasingly interested in documents that

can be directly transferred to the end-clients.
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ACTION AGENDA

Re-think language assumptions. The industry’s intense focus to alpha and beta
is not relevant to the wider community of savers who care only about getting a

reasonable return at a fair price.

Explore new media; the next and even the current generation is more likely to
look for their information on the internet.

Access equals distribution, which covers a multitude of issues that ultimately

converge on providing consumers with easy access to financial advice and/or

distribution channels that function on a level playing field of transparency as

far as fees and fiduciary responsibilities are concerned. Creating a level playing

field requires involvement of law-makers but asset managers can adopt smaller

initiatives designed to remove the take-up barriers ie actions to create long term

investment habits as opposed to ad-hoc lump sum savings.

Advice and support for the role of a broad-based network of independent
advisers is crucial not only to the health of the fund industry but also to building
investor trust. The initial promotional development of the IFA community in the
UK was cooperatively funded by financial product providers. This was hugely

successful in educating clients in understanding the value of independent advice.

An industry-led initiative of this type could also become involved in adviser

education and engage with regulators to encourage level-playing field access.

Solutions-based products that are easily available with or without advice are also
part of the access issue.
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There is no doubt that the focus on fees will become more intense in the coming
years, regardless of regulatory involvement. Fee levels have become a differentiator
in the selection of funds by distributors and this will accelerate interest in ETFs
and low cost offerings over time. The issue is not just about reducing fees but about
reviewing charging structures across fund ranges to ensure that they are linked to

what is being delivered.

Review fee levels across the range and consider separate fee scales for beta and

alpha generating funds, ensuring fair value for level of outperformance delivered.

Review performance fees and their suitability for the products on offer; their

application should be justifiable and simple to explain;

Reverse performance fees — a willingness to take some pain if fund does not
achieve performance targets. See AGI Riskmaster product as an example of such

an initiative;

Fee transparency and simple explanation. The IMA’s new fee description code of

conduct points the way.

‘Skin in the game’. The commitment by asset managers to their own funds is an
important confidence booster and can help to justify higher fee levels for alpha

generation.

Investment in corporate brand has always scored highly in asset management group
priorities but scant attention has been paid to investment in a generic mutual fund
brand. Considerable lip service has been paid to the success of the Ucits brand

but this is a meaningless phrase for most retail clients. A consensus approach to
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marketing the value of investment funds alongside corporate brand marketing

would help to build this awareness over time, making other educational initiatives

easier to implement. There is a natural concern that promotion of a mutual fund

brand is vulnerable to market crises and negative issues that are outside the control

of the industry. This may be the case but one could equally argue that a strongly

differentiated industry would have fared better in the recent banking turmoil.

Cooperative investment in an industry-wide initiative to develop a common
purpose brand and logo for funds. This initiative could link to the suggestions

made under the Access, above.

Greater innovation is required in building connections with retail clients ; it is
more than just billboard advertising. A good example of innovation in this respect
is Vanguard’s ‘at cost’ café van, which drives around the US offering coffee at a

fraction of the price of a normal cup.

Better statistics to help stakeholders understand who is using mutual funds and

why, and to monitor progress.

Creativity and focus on information educational initiatives in, for example, the
work place, universities etc. These initiatives need to be linked to the specific
needs of the targeted groups, such as saving for loan repayments in the case of

university students.

For asset managers the most important target for educational initiatives are
distributor groups which, in turn, will educate their clients. Greater cooperation
between fund groups and distributor networks is required not only for consumer

education but also as a support to the independent advice network.
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Benefits of taking a new
market approach

The end of life as we know it

Life is getting tougher for asset managers, regulation is imposing an increasing
burden on executive time, sales volumes may be rising but they are being awarded
by a small group of sophisticated wealth advisers to an increasingly concentrated
group of asset managers. Assets are volatile as a result. Adding to these challenges is
the threatened removal of commissions as a sales incentive beyond the UK and the
Netherlands, which is affecting distribution models and, over time, is likely to pile
pressure on fees. Confidence and trust in financial institutions is at an all time low,
and whilst asset managers may not have created the problems, they are nonetheless

viewed by outsiders through the same lens.

This is not just another cycle; the liquidity stimulus has created the phantasm of a
bull market but this is an illusion that is capable of evaporating on the word of Ben
Bernanke or Mario Draghi. We are now experiencing a seismic shift in the financial
tectonic plates and it has left a landscape populated by individuals who see funds

as too risky for their savings. The asset management industry has survived so far by
appealing to the wealthy, looking for emerging market exposure and higher returns,
and the soon-to-retire baby-boomers looking for sources of income. Some will
continue to thrive on this refined diet but the majority will be marginalised if they do

not seek ways to re-populate this ever-diminishing universe.

Only a small percentage of potential investors in Europe actually use mutual funds
or have long term savings outside a pension. We estimate that almost €2.5 trillion is
in cash below the wealthiest 10% that could and should be invested in longer term
assets. These individuals are also the most likely to need the diversification and
expert management that investment funds provide. Failure to address the diverse

needs of the wider community will not only mean a smaller pool of investors for
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fund groups but it will also further disenfranchise the industry from being seen as an

integral part of the political solution to the savings challenges that face Europe.

From alpha ego to public service

The asset management industry now needs to harness its creative genius for a
purpose that goes beyond the creation of ever more exotic products. The new
commercial imperative is to find ways of ways of appealing to a wider franchise

by grasping new technologies and new relationships to increase the asset pool.
Reinvention presents a marketing challenge and additionally there are operational
issues involved in giving flexible access to small investors. But the biggest challenge
is in changing the industry culture and brand from one of alpha investment ego to
one where dedicated public service is embedded in every action and every message.
Such a commitment is essential to rebuild trust not only with savers, but also with

governments and regulators.



APPENDICES

A. Acknowledgements

We would like to thank the following who contributed invaluable thoughts
and insights during the creation of this report. The contributions of the
individuals mentioned and members of ALFI and ALFI’s Strategy Board
formed an important part of our research process and helped us compile
recommendations that will hopefully fuel further industry debate. However,
the actions and recommendations are those of the authors who had complete
editorial control over the content.

ALFI Strategy Board and the team at ALFI in Luxembourg

Steffen Leipold, Co-Head Global Client Group, Deutsche Asset & Wealth
Management Germany

Pauline Skypala, Deputy Markets Editor, The Financial Times
Denise Voss, Chairman of EFAMA Investor Education Working Group

Guillaume Prache, Managing Director, The European Federation of financial
services users (EuroFinuse)

Nick Hungerford, Co-Founder and CEO, Nutmeg

Chris Zadeh, CEO, Ohpen

Todd Rupert, President and CEO, RTR International Litd

Massimo Tosato, Executive Vice Chairman, Schroders

Scott David, Head of US Investment Services, T. Rowe Price Associates, Inc.

Representatives of the fund selector universe who contributed anonymous

comments to this debate as part of the annual FBF survey of fund distributors.

Team at MackayWilliams, London, and Fund Buyer Focus, Berlin

67



68 | BEYOND 10%

Bibliography and sources

A

Alfi conference, London, 9 April 2013
Assogestioni statistics and website

Aviva Research, The Value of Financial Advice

B
BVI Statistics and website

C
Solving financial literacy, CFA Institute Magazine, May/June 2013
Poorlessons in finance costing the taxpayer £3.4bn, City AM, 13 Dec 2012

E

Buttonwood: Teacher, leave them kids alone, The Economist, 16 February 2013
EFAMA Industry Education Day - November 2012

EFAMA Fact Book 2012, EFAMA

European Fund Industry Directory 1998, Lipper

Statistics Paper Series, NO 2 / April 2013, The Eurosystem Household Finance and
Consumption Survey: Results from the first wave. European Central Bank

Eurostat statistics

Europe Pensions Gap - http://www.aviva.com/europe-pensions-gap/pensions-gap-

europe.html, Aviva



APPENDICES

F

The Financial Times and web site

Banks in line to teach in UK schools, F'T.com, 4 Jan 2013

Emotional anxiety costs investors, F'Tfm, 5 May 2013

Giegold promises to polish Ucits label, The Financial Times, 21 April 2013

Ucits brand threatened by growing complexity, The Financial Times, 11 July 2010
Fund Radar, MackayWilliams

Fund Buyer Focus, fund selector data

G
Global Wealth Databook 2012, Credit Suisse
The Guidance Gap, Fidelity Worldwide in association with Cass Business School,

January 2013

I

We won’t take on clients with £50k or less, IFA Online, 23 Oct 2012

Investment Company Factbook 2012, ICI

Quarterly Worldwide Mutual Fund Market, Fourth Quarter 2012, ICI Statistics
IMA statistics

Investinginfunds.org

L
Lipper Fund File

M

FSA: Fund groups should compete on fees not future performance, Money
Marketing, 25 Sept 2012

Money Marketing, Centaur Publishing

Morningstar Direct

(0]
Onemillionkids.com.au
OECD Statistics

P

PFEG.org (personal financial education group)

69



70 | BEYOND 10%

S

Schroders Global Investment Trends Report, May 2013
Influential Investor Report 2012, State Street

Swedish Investment Fund Association Website

30 Years of Investment Funds, Swedish Investment Fund Association

U
Wealth in Great Britain Wave 2, 2008-2010 (Part 2) UK Office of National Statistics

W
When Choice is Demotivating: Can One Desire Too Much of a Good Thing? Columbia

University



APPENDICES | 71

Contributors

MackayWilliams LLP

A London-based mutual fund market analysis and research company specialising
in all aspects of the domestic, pan-European and cross-border fund markets. We
originate unique research and analysis on European trends with special emphasis

on market trends, fund market entry, distribution access and market positioning.

Fund Buyer Focus Ltd (FBF)

A subsidiary of MackayWilliams and Kneip Communications, FBF is a Berlin-based
market research house with a register of over 4,000 validated fund buying decision-

makers across 10 European countries. These fund selectors control third party retail

assets valued at €1.4 trillion.

Consultants

[ ] Diana Mackay — arecognised expert on trends

in the investment fund arena having initiated the first
authoritative research on the European markets in

1990 and subsequently developed two ground-breaking
databases designed to assist asset managers in their
strategic cross-border developments. With more than 20
year’s experience of monitoring the development of fund
markets Diana has participated in numerous European

Commission initiatives, and industry Think Tanks. She

is amember of Alfi’s Strategy Board and writes a monthly

column on industry issues for FTfm.

[ Chris Chancellor, CFA - a strategic thinker with

abackground in the asset management industry. He

| -of v s
7F [P ey g

A -

s/

has worked within asset management since 2000 with
roles in marketing, product strategy and development,
management information and business strategy and
planning. During his time in the industry he ran an
EMEA business and product strategy team charged

with creating solutions to business challenges and
opportunities. He has both the IMC and CFA.



72 | BEYOND 10%

Decade of lost returns — calculation

To understand what European investors may have missed out on by holding 42% of
their savings in cash we have calculated the returns the European household assets
achieved over the past ten years and then compared that to the returns they would
have received if the portfolio was allocated in the same way as the US household

assets. Pensions and insurance have been excluded from this analysis.

We have calculated this in a purposefully simple way using just three indices,
specifically a global bond, a global equity and a representative of cash. We have also

constructed a 50/50 Bond /Equity split to use for mutual fund allocations.

On the basis of this calculation Euro-area investors have missed out on 13% of
possible returns because of their higher allocation to cash, which was the lowest

performing asset during this period.

At the end of 2002 Euro Area household financial assets were €7trn (excluding
pensions and insurance). Applying this additional returns multiple to total financial
assets, these households could, potentially, have added an extra €900bn (7 x13%) to
their financial asset pot if they had adopted a US-style weighting of investments to
securities rather than cash.

The simplicity of the model can of course be criticised on a number of fronts; cash
rates may be low because we have used Euribor and investors may have achieved
higher returns in savings accounts. Similarly the global benchmarks could have been
replaced with multiple benchmarks to more accurately reflect a European portfolio.
However, a precise figure is not possible and our aim here is merely to show that the
allocation to cash may be sub-optimal and that over a medium to long term the lost

returns could be significant for individuals as well as for the overall savings system.

Sources:

EFAMA Factbook
Morningstar Direct
MackayWilliams analysis
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Ten year returns in Euro: Jan 2003-Dec 2012

MSCIWorld NR Euribor 3-month Barclays Global Agg 50/50 Bond/
EUR EUR TR EUR Equity
64% 26% 42% 53%

Source: Morningstar Direct

Portfolio allocations for US and Euro household assets (excl pension & insurance)

USA Euro-area 10-year return
Investment funds (assume 50% 22% 12% 53%
bond and 50% equity)
Quoted shares 31% 6% 64%
Debt securities 19% 14% 42%
Currency & deposits 28% 67% 26%

10-year returns per household 47% 34%






